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FULL COMMITTEE HEARING ON
LAYING THE GROUNDWORK FOR
ECONOMIC RECOVERY: EXPANDING
SMALL BUSINESS ACCESS TO CAPITAL

Wednesday, June 10, 2009

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC. House of RepresentativesCommittee on Small
BusinessWashington, D.C.

The Committee met, pursuant to call, at 1:00 p.m., in Room 2360
Rayburn House Office Building, Hon. Nydia Velazquez [chairman
of the Committee] presiding.

Present: Representatives Velazquez, Moore, Dahlkemper,
Schrader, Bean, Altmire, Bright, Graves, Luetkemeyer and
Coffman.

Chairwoman VELAZQUEZ. The House Small Business Committee
will come to order.

Whether you talk to the owners of a Silicon Valley start-up, a
Mom and Pop restaurant or a hardware store on Main Street, en-
trepreneurs across the nation face a common challenge. They can-
not find the capital necessary to sustain their businesses. For many
ﬁrréls, this can make the difference between staying open or going
under.

During today’s hearing we will examine what options are avail-
able to help small companies access capital. Lenders and entre-
preneurs will share the real world challenges they face in today’s
{,)ightened credit conditions, as well as their ideas for making things

etter.

In previous recessions, the Small Business Administration has
filled the gaps in private capital markets. Today that is not the
case. Loans funded by the SBA’s flagship program have been dou-
ble digit declines, meaning when we need the SBA to step in and
help lift the capital markets, they are actually doing less. This is
a result of poor policy decisions and a lack of funding at the agency
over the last eight years finally taking its toll on the programs.

The American Recovery and Reinvestment Act has helped lay the
foundation to start turning things around. The new law makes
loans less expensive for borrowers, putting more money in the
hands of small firms.

It also gives banks greater incentives to lend by increasing the
percentage of a loan the government will guarantee. It is a start,
but we have a long way to go.

o))
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Today the SBA has not implemented over half of the Recovery
Act provisions that Congress passed and the President signed, but
as more and more of these initiatives come on line, entrepreneurs
should see an improved lending environment. Even with these
steps, small businesses are still finding it difficult to secure credit.
Overall lending is down over 50 percent. At this rate the SBA will
make nearly $5 billion less in loans than it made in the previous
year, demonstrating the serious difficulties in the credit market
still exist.

How we overcome these challenges will be an important part of
today’s discussion. All options are on the table in finding a solution
to these very real problems. Where we can enhance existing initia-
tives we should do so, but when programs no longer work, they
must be replaced with measures that do meet small business’
needs. No initiative should continue simply because of a special in-
terest. The only measurements should be do these programs serve
small businesses and do they help small firms access capital. If we
cannot answer yes to both of those questions, then we have to ask
why are they here.

Our goal must be to expand options for small businesses seeking
financing. As with health care in many communities, entrepreneurs
have only one or two options for lending. That is no real competi-
tion, and it does not give firms the flexibility they need to realize
their potential to grow and create jobs.

Ultimately the full range of small business’ capital needs must
be met, from the micro borrower who needs a few thousand bor-
rowers to the high growth company seeking equity investment. No
such menu of choices exists today, and the options are becoming
more limited. By the end of last year, venture capital was down 26
percent. Venture capital was instrumental to the role technology
played in turning the economy around in the 1990s, and it will be
just as important today as it was a decade ago.

In creating paths to capital for small firms we have our work cut
out for us. If we have learned anything in recent years, it is that
insuring the capital markets function smoothly requires a robust
public-private partnership.

It is my hope that today’s hearing begins a dialogue about how
to renew that partnership. I have always said that access to capital
is access to opportunity. In today’s economy, the ability to tap into
capital means a laid off worker can launch their own venture. It
means companies who would otherwise close their doors stay open
and keep providing jobs. It means that when the economy im-
proves, small businesses can hire again and sustain our nation’s re-
covery.

I thank our witnesses for taking time out of their busy schedule
and companies to be here with us today, and now I yield to the
Ranking Member, Mr. Graves, for his opening statement.

Mr. GRAVES. Thank you, Madam Chair.

I want to thank you for holding this important hearing on the
ability of small businesses to obtain needed capital. Given the re-
cent job numbers, the country will be relying on small businesses
to help the American economy grow.

Although Shakespeare warned the people that the people should
neither be a lender nor a borrower, he was unfamiliar with the
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modern American economy. Today the car-boat dealer needs financ-
ing to purchase inventory to resell. The home or commercial build-
er needs funds to buy land in the face of mortgage backed security
debacles. The manufacturer needs funds for investing in the latest
equipment to make it competitive in the global economy. Capital
then is the life blood of the American economy.

There is no doubt that the current environment for raising cap-
ital is difficult even for the largest businesses with the AAA credit
ratings when they have to compete against the voracious appetite
of the most credit worthy borrower in the world, the United States
government. So I can imagine how difficult it is for small busi-
nesses to find capital.

Since the end of the Korean conflict, the federal government has
recognized that small businesses have a much harder time raising
capital than their large business competitors. Programs overseen
by the SBA provide small businesses with access to debt and equity
financing. These programs have a number of restrictions and limi-
tations that may reduce their utilization among small businesses.

In times of economic necessity, imposing unnecessary barriers to
existing programs for providing capital seems counterintuitive. As
a result, I am interested in hearing the opinions of our witnesses
on the value of the SBA programs and what changes are needed
to insure that America’s small businesses can obtain the needed in-
fusions of capital to keep the economy alive.

And, again, Madam Chair, I appreciate you having this hearing,
and thank you to our witnesses for all coming a long way in many
cases for being here.

Chairwoman VELAZQUEZ. Thank you.

And I welcome our first witness, Ms. Cynthia Blankenship. She
is the Vice Chairman and Chief Operating Officer of Bank of the
West in Grapevine, Texas. Bank of the West was founded in 1985
and specializes in customer service and small business financing.
She is testifying on behalf of the Independent Community Bankers
of America. The ICBA represents more than 20,000 locations na-
tionwide.

Welcome.

STATEMENT OF CYNTHIA BLANKENSHIP

Ms. BLANKENSHIP. Thank you, Chairman Velazquez and Ranking
Member Graves.

I appreciate the opportunity to be here today and present the
views of the nation’s community banks on both capital markets and
small business lending.

In addition to small business lending, Bank of the West has been
a long time partner with the Small Business Administration and
is strongly committed to helping our communities, using the SBA’s
7(a) program and the 504 loan program. Bank of the West has
more than $10 million in SBA loans in its portfolio, and we service
these loans. This represents six percent of our total loans.

Notably, as of May, our total small business lending and SBA
lending are running ahead of the amount last year in 2008. So we
are doing our part and working hard to get capital out there to the
deserving small businesses.
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My bank’s SBA loans create hundreds of jobs by financing the
local preschool, health center, hardware store, and auto dealer.

Community banks represent the other side of the financial story.
Community banks like Bank of the West experienced difficult eco-
nomic times before, and like always, we stick with our communities
and our small business customers.

As Chairman of the ICBA, I was recently honored to participate
with President Obama and Treasury Secretary Geithner, as well as
Chairman Velazquez and Ranking Member Graves, in advancing
important policy initiatives to small business lending.

ICBA strongly supports the recent initiatives to bolster small
business loan program included in the American Recovery and Re-
investment Act of 2009. SBA lending program must serve as a
counterbalance during these challenge credit markets for small
businesses.

Unfortunately, at a time when the economy is faltering, the
sharp 2009 decline in the number of SBA loans is troubling. The
recent uptick in SBA loans is a positive and welcome sign, but we
still have a very long way to go before it reaches solid levels again.

Community banks are well positioned and willing to help get our
economy back on track. While community banks represent 12 per-
cent of all bank assets, they make 20 percent of all business loans
and more than half of all business loans under $100,000. Some 48
percent of small businesses get their financing from banks with one
billion dollars and less in assets.

Therefore, we encourage policy makers to be mindful and sup-
portive of the community banking sector’s important role in sup-
plying credit to small business. To that end, ICBA supports strong
SBA programs, fair regulatory treatment and tax policies that will
foster robust community bank small business lending.

Specifically, ICBA appreciates your work, Chairman Velazquez,
and the work of the Committee in enacting $730 million in ICBA-
backed SBA-related funding in the American Recovery and Rein-
vestment Act. This included reduced fees for borrowers and lenders
and increased guaranty levels, a new deferred payment program,
and a secondary market initiative.

Given the prolonged length and depth of the recession, the credit
crunch, ICBA encourages Congress to extend or make permanent
the SBA fee reductions beyond 2009. We urge SBA to follow the
statute and Congress’ intent to give priority to small banks in im-
plementing the 7(a) lender fee reduction.

ICBA is encouraged to see the SBA finishing the implementation
of the ARC loan program. This program will allow existing small
business bank customers to better service their debt and ride out
the economic slowdown.

The SBA market must be restored. I know first hand that my
bank would be able to make more small business loans if I was
able to sell my existing inventory into the secondary market. ICBA
offers several additional policy recommendations aimed at return-
ing more community banks to SBA lending. These include insuring
SBA makes good on their loan guarantees and provides more flexi-
bility in small business size standards and market-based loan pric-
ing.
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ICBA also believes the bank regulatory pendulum has swung too
far and is crushing many community banks’ ability to lend to small
businesses.

In conclusion, the need for affordable small business capital is
greater than ever. Community bankers run small businesses them-
selves, live and work in the communities with their small business
customers, and we will do everything we can to insure that we
meet the credit needs of our local community.

Thank you.

[The prepared statement of Ms. Blankenship is included in the
appendix.]

Chairwoman VELAZQUEZ. Thank you.

Our next witness is Ms. Jean Wojtowicz. She is the chair of the
Board of Directors of the National Association of Development
Companies. She is also founder of Cambridge Capital Management
Corporation, a manager of nontraditional sources of capital for
businesses in Indianapolis, Indiana. The National Association of
Development Companies provides legislative and regulatory sup-
port for its members.

Welcome.

STATEMENT OF JEAN WOJTOWICZ

Ms. Wodgrowicz. Thank you.

I am so pleased to be here, and I would like to thank the entire
Committee for their continued support of the CDC industry and the
504 loan program.

First I would like to discuss the need to reduce the cost of this
program. SBA has informed us that its 2010 budget increases the
cost of 504 loans by 38.9 basis points per annum, and this is due
to at least two factors in the SBA’s econometric subsidy model: the
national unemployment rate and the forecast of the 504 default
rate.

With both of these factors being impacted by the current reces-
sion and their real effect expected to be shortlived, we ask the
Committee to consider requesting an appropriation sufficient to off-
set this fee increase for the next two years as small businesses re-
turn to a growth mode and improve their cash flow.

This request needs immediate attention in order to negate the
impact of this fee increase on our borrowers for fiscal 2010. It is
inconsistent in this economy to offer small businesses fee relief
through the stimulus bill in February of 2009 and turn around and
increase their cost of borrowing in October of that same year.

Second, we need to reach out to more small businesses. Our in-
dustry thanks the Small Business Committees for their leadership
role in adding key programs to the stimulus bill earlier this year
that are beginning to impact capital access and job creation.

However, we believe that more should be done quickly to have
added impact. Even as SBA works to implement new programs and
fee reductions created in the stimulus bill, the loan eligibility and
underwriting criteria to maximize the effectiveness of these pro-
grams are drifting toward more conservative and restrictive inter-
pretations.
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For example, SBA has moved to restrict borrowers from access-
ing their personal home equity in order to inject these funds into
504 expansion projects. NADCO has prevailed upon the agency to
reconsider this policy while they collect additional data. We are
hopeful that when SBA completes this analysis they will again
allow business owners to inject capital in any way possible.

We believe that many small businesses either need access to
larger loan amounts or have already reached their maximum avail-
ability under current law. This can be addressed in three ways.

First, increase the maximum 504 debenture beyond its current
limit of $1.5 million.

Second, allow a borrower to maximize use of both 504 and 7(a)
loan limits.

And, third, eliminate the regulation that restricts business own-
ers with higher net work and liquidity from accessing these loans.

Next I would like to emphasize the need to reduce loan losses
with more effort devoted to loan liquidation and recoveries. At Con-
gress’ direction several years ago, SBA created a new regulation
that enabled it to take advantage of the recovery expertise within
the CDC industry. Many CDCs already performed such tasks for
other loan programs that they administer. They have simply not
been given the ability and the freedom by SBA to do this on a
broad scale for their 504 loans.

NADCO believes that losses can be reduced if CDCs are actively
engaged in the loan recovery process. This will require cooperation
with rather than dictation from SBA liquidation staff.

Further, NADCO proposes that SBA use its loan servicing con-
tractor to speed up collection and payments for defaulted loans and
we ask that this accounting information be made available to CDCs
to assist them in their recovery efforts. Can you imagine trying to
collect a loan without being able to tell the borrower what the bal-
ance is or in today’s electronic age not being able to have a bor-
fowe?r wire a payment or send an ACH payment on a defaulted
oan?

The SBA loan programs are over 20 years old, and an environ-
ment of restrictive and overbearing regulations has evolved within
the agency. With this new administration and fresh thinking from
senior policy makers, NADCO sees an opportunity to break out of
the old program structure and bureaucracy. We see the chance to
work with this new leadership team and with the new Congress to
expand program benefits to more borrowers.

Like any maturing organization, SBA has to reevaluate its prod-
ucts to serve the changing needs of small businesses. NADCO
urges Congress to collaborate with the new SBA management and
with far sighted, market driven lenders to create the financing and
economic development programs so vital to America’s future. Nim-
ble and forward thinking small businesses will lead us out of this
recession. Let’s help them do it sooner. Working together, we can
get America working.

Thank you.

[The prepared statement of Ms. Wojtowicz is included in the ap-
pendix. |

Chairwoman VELAZQUEZ. Thank you.
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And I welcome now Mr. Roger Heacock. He is the president and
CEO of the Black Hill Federal Credit Union in Rapid City, South
Dakota. The Black Hill Federal Credit Union has over 49,000 mem-
bers with assets of more than $765 million.

Mr. Heacock is here to testify on behalf of the Credit Union Na-
tional Association, the national trade association serving America’s
credit unions.

Welcome.

STATEMENT OF ROGER HEACOCK

Mr. HEAcOCK. Chairwoman Velazquez, Ranking Member Graves,
and members of the Committee, thank you so much for the oppor-
tunity to testify on behalf of the Credit Union National Association.
I am honored to address the impact SBA lending has on our local
economy, our credit union, and our members, and to suggest ways
to improve SBA programs.

Black Hills was first authorized to do SBA lending in January
2003, and we truly value our partnership with the SBA. We wrote
more SBA loans than any other financial institution in South Da-
kota during 2008, 29 loans for a total of $1.6 million. We are look-
ing forward to working with new SBA Administrator Karen Hills
and find working with the SBA beneficial to the credit union and
our members for several reasons.

We have a number of members who started small businesses
using SBA loan funds while continuing to work at their primary job
as their main source of income. The SBA helped us be there for our
members, and this has resulted in additional employment opportu-
nities.

There is additional risk to these types of borrowers, and quite
frankly, other lenders shy away from helping them because there
is not a proven cash flow. We are able to do this type of lending
because of the guarantee that SBA provides. The programs allow
us to help the borrower who comes in and may not have the equity
investment we would generally like to see but has a good business
plan. The SBA helps us create an acceptable level of risk, and it
is a win-win situation for all of us, the credit union, the SBA, and
the borrower.

CUNA is a strong supporter of the 7(a) and 504 loan programs,
essential tools for achieving our mission to serve the needs of mem-
bers. However, several important factors discourage more credit
unions from participating as SBA lenders.

First, the statutory cap on credit union MBLs restricts the ability
of credit unions from helping their members even more. Even
though the cap does not apply to SBA loans, it is a real barrier,
kleleping some credit unions from establishing an MBL program at
all.

Not all loans fit SBA parameters, and credit unions are reluctant
to initiate an MBL program when they may reach the cap in a fair-
ly short order. CUNA is also aware that some lenders have not had
a positive experience with the SBA, citing the application process,
fees, and time of decision making.

In that vein, we think there are ways to improve the work that
is done by the SBA. As the Committee reviews SBA programs, we
encourage Congress to make additional funds available to the agen-
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cy so that fees can remain low and the guarantees can remain suf-
ficient.

We appreciate Congress setting aside $375 million for the tem-
porary elimination of fees and raising the guaranty percentage on
some loans to 90 percent as part of the Recovery Act.

In closing, credit union business lending represents just over one
percent of the depository institution business lending market.
Credit unions have about $33 billion in outstanding business loans
compared to $3.1 trillion for banking institutions. We are not fi-
nancing skyscrapers or sports arenas. We are making loans to
members who own and operate small businesses.

Despite the financial crisis, the chief obstacle for credit union
business lending is not the availability of capital. Credit unions
are, in general, well capitalized. Rather, the chief obstacle is the
statutory limits imposed by Congress in 1998. Under current law,
credit unions are restricted from member business lending in ex-
cess of 12.25 percent of their total assets. This arbitrary cap has
no basis in either actual credit union business lending or safety
and soundness considerations.

And the U.S. Treasury Department found that delinquencies and
charge-offs for credit union business loans were much lower than
that for either banks or thrifts.

The cap effectively limits entry into the business lending arena
on the part of small and medium size credit unions, the vast major-
ity of all credit unions, because the costs and requirements, includ-
ing the need to hire and retain staff with business lending experi-
ence exceed resources of many credit unions.

While we support strong regulatory oversight of member busi-
ness lending, there is no safety and soundness rationale for the
cap. There is, however, a significant economic reason to eliminate
the cap. America’s small business needs access to capital.

We estimate that if the cap on credit union business lending
were removed, credit unions could safely and soundly provide as
much as $10 billion for new loans for small businesses within the
first year. This is an economic stimulus that would not cost the
taxpayers a dime or increase the size of government.

Madam Chairwoman, thank you very much for convening this
hearing and inviting me to testify. I look forward to answering the
Committee’s questions.

[The prepared statement of Mr. Heacock is included in the ap-
pendix.]

Chairwoman VELAZQUEZ. Thank you, Mr. Heacock.

Our next witness is Ms. Hollis Huels. Ms. Huels is the Senior
Vice President of Capital for Business in St. Louis, Missouri. Cap-
ital for Business is a national private investment firm focused on
providing capital to middle market businesses.

Ms. Huels is testifying on behalf of the National Association of
Small Business Investment Companies, the oldest organization of
venture capitalists in the world.

Welcome.
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STATEMENT OF HOLLIS A. HUELS

Ms. HUueELs. Madam Chair, Ranking Member, members of the
Committee, thank you so much for the opportunity to appear today
and offer the National Association of Small Business Investment
Companies’ views on expanding small business access to capital.

I am a Senior Vice President and a partner with Capital for
Business. We are a private equity fund headquartered in St. Louis,
Missouri, and have been an active investor through the SBIC pro-
gram for almost 50 years. I am also chair of our Board of Gov-
ernors of NASBIC.

We appreciate the Committee’s continued commitment to small
business. We particularly appreciate the SBIC reforms that were
included in the Recovery Act. Your actions have helped many of
our small business partners.

SBICs are private equity funds that invest exclusively in domes-
tic small businesses. While the bigger names in private equity and
venture capital invest globally, SBICs invest locally in Main Street
businesses. Many of SBA’s greatest success stories, Federal Ex-
press, Intel, Outback Steakhouse, Whole Foods, Apple, Quiznos,
and many, many more received their early funding through the
SBIC program.

SBICs should be part of your approach to end the recession, grow
the economy and create jobs. The SBIC program has been a suc-
cessful, market-driven, collaboration providing over $55 billion of fi-
nancing to over 106,000 U.S. businesses. While these are large
numbers, the program is currently underutilized.

The program’s design is simple and effective. Debenture SBIC
fund managers raise private capital for investment in small busi-
ness and are able to enhance these investment by borrowing peri-
odically from the SBA. Currently, the SBIC debenture program has
capacity to facilitate investments of about $4 billion a year in
America’s small business. However, currently only $1.5 billion are
being utilized. Over the next four years, this is an opportunity cost
of approximately $10 billion.

SBICs are needed now. Small business investment is in tight
supply, but demand is strong. It is in times of economic stress that
small business can be nimble and take advantage of growth oppor-
tunities, but they need access to capital.

We recently polled our NASBIC members found that 100 percent
of the respondents reported that banks are pulling or reducing
their senior lines of credit available. Seventy-five percent of the re-
spondents reported less subordinated debt available for small busi-
ness.

One of the most respected publications in the lower middle mar-
ket, GF Data Resources, recently reported that “we are now in the
throes of a dramatic slowdown in non-distressed private equity
sponsored buy-out activity.” While this year SBICs have invested
in over 1,000 companies with an average investment of just over
a million dollars, the impact of SBICs is hindered by the relatively
low number of licensees. Imagine what could be done if the pro-
gram were running anywhere near full capacity.

For seed and early stage companies the situation is even worse.
Early stage and equity investing for small business has largely
dried up. A recent survey by the National Association of Seed and
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Venture Funds found that 90 percent of early stage entrepreneurial
companies, some of the nation’s best job creators, are having seri-
ous difficulty raising follow-on capital.

The SBA previously had an effective tool that was exceptionally
successful at using the private market to steer equity investments
into domestic small business with taxpayer money as an enhance-
ment. While it lasted, this program invested over $13 billion and
over 385,000 new jobs were created and hundreds of thousands of
more were saved.

While almost 70 percent of venture capital goes to high tech and
life science industries, this program invested in small business
manufacturing.

Unfortunately for America’s small business, the demand for the
SBIC capital is increasing at a time when the SBIC program is at
its nadir. Last year, only six SBIC funds were licensed. This is
down over 90 percent from the peak. Licensing from the 1990s only
took a few months, and in contrast, last year many SBICs had to
wait well over a year.

The good news is that for Fiscal Year 2009, the SBA has already
licensed nine SBICs, an increase of over 50 percent from the prior
year. The SBA is openly trying to get licensing waiting periods
down to four months. This is a great start, but we would be in a
better place if 30 or 40 new funds were licensed each year.

There is evidence of a dramatic uptick in the number of fund
managers interested in becoming SBICs. The program should wel-
come more funds and investors and thereby providing a market-
based solution to the current capital crunch.

My written testimony details and explains the areas of improve-
ment and reform, but I will briefly describe them. First, increase
the number of SBICs. Keep the successful funds in the program.
We need more SBICs in more places, particularly the West.

Insure that the SBICs that can raise private capital are not
placed at a disadvantage and implement the energy debenture.

We also need to provide incentives for banks and others to invest
in SBICs and create a stable equity option for early stage invest-
ment.

In conclusion, the Recovery Act it was projected to save or create
four million jobs cost nearly 197,000 per job. The small business
jobs can be created for far less, close to 11 to $33,000 per job. If
we take advantage of the SBIC program we can have a real impact
on small business.

Thank you.

4 [The prepared statement of Ms. Huels is included in the appen-
ix.]

Chairwoman VELAZQUEZ. Thank you.

Our next witness is Mr. Michael McGannon. He is the Senior
Vice President and Chief Lending Officer of Country Club Bank in
Kansas City, Missouri. Country Club Bank was founded in 1953
and is based in Shawnee Mission, Kansas.

Mr. McGannon is testifying on behalf of the American Bankers
Association, found in 1975. The ABA brings together banks of all
sizes and charters into one association.

Welcome.
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STATEMENT OF MICHAEL McGANNON

Mr. McGANNON. Thank you, Chairwoman Velazquez, Ranking
Member Graves and members of the Committee.

My name is Michael McGannon, Senior Vice President and Chief
Lending Officer of Country Club Bank in Kansas City, Missouri.

Country Club Bank is a family owned community bank with over
$650 million in assets.

The focus of this Committee is extremely important. Consist-
ently, small businesses are drivers of new ideas, new employment,
and new economic growth. For banks like mine, small businesses
are our bread and butter. While some might think the banking in-
dustry is composed of only large global banks, the vast majority of
banks in our country are community banks, small businesses in
their own right. In fact, over 3,400 banks, 41 percent, have fewer
than 30 employees.

The topic of SBA lending for small businesses is especially impor-
tant and timely. The efforts that have been made by this Com-
mittee, the Congress as a whole, and the administration to improve
the environment and opportunities for small businesses through
changes to the SBA program have been needed for many years.
These changes are particularly important in the difficult economic
conditions which are affecting all businesses, including banks.

The SBA program has struggled over the last several years. SBA
Fiscal Year 2008 loan volume figures showed a 30 percent decline
year over year in the 7(a) loan guaranty program, and Fiscal Year
2009 figures would indicate a similar reduction in volume.

The economy is certainly playing a significant role in overall loan
volume decline. However, many lenders are concerned that this de-
cline is also due to SBA programs becoming too costly and difficult
for lenders and small businesses who wish to access the program.

For this reason we recommend the following changes to the SBA
program. First, SBA should work with trade associations like ABA
to formulate SBA programs that are attractive to lenders of all
sizes, and especially to community bankers. Most small community
banks are intimidated by the amount of paperwork required for a
regular SBA 7(a) loan. In the past the SBA had a product in which
there was a two-page application for the bank to complete and had
an 80 percent guarantee. This program has been eliminated.

Furthermore, the SBA needs to eliminate the financial and
human resource burden on community banks created by SBA au-
dits, particularly a concern with several new programs coming on
line this year. These audits review loans already on the books that
are already being scrutinized by other federal regulators, such as
the FDIC or the OCC.

Worse, banks are required to pay for their own SBA audit even
though it does nothing to correct or stabilize a loan or to assist if
there is the need for a liquidation.

Second, SBA should reduce the time it takes for participating
banks to collect on loan guarantees. In our own experience, we
have been fortunate to collect on all guarantees submitted. How-
ever, the time frame for these collections is sporadic. There is a
near universal agreement in the lending community that efforts to
collect on the loan guarantee from SBA can be a time consuming
and costly process.
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Third, community banks need personal contacts with knowledge-
able people who can answer our questions. Our bank has had the
benefit of a very cooperative SBA office in Kansas City. This rela-
tionship has been vital in making sure we stay on track with new
changes in SBA regulations.

However, banks in outlying areas do not have the benefit of a
local SBA office that understands them, their clients or their town.
Instead, they have to contact someone at a 1-800 number and get
answers to questions.

As a community banker from Missouri, I take pride in knowing
the business and the community that an entrepreneur is trying to
serve. It is critical that SBA returns to a model of helping local
small businesses and banks through off-site training programs that
can tend to the needs of the lending partnership.

Thank you for your time and attention today.

[The prepared statement of Mr. McGannon is included in the ap-
pendix. |

Chairwoman VELAZQUEZ. Thank you, Mr. McGannon.

Ms. Blankenship, I would like to address my first question to
you, if I may. You mentioned a problem and Mr. McGannon also
mentioned the same problem with the SBA either denying or delay-
ing payment on guarantees. Can you talk to us about how serious
this problem is, and if so, how does it affect the program’s overall
success?

Ms. BLANKENSHIP. Well, in my own experience at our bank, we
have not been denied any of the guarantees when we have had to
go back to SBA. However, I have heard through the association
that there are banks. There is a grumbling that there are many
delays and maybe they are just getting a little pickier on the pa-
perwork and the appraisals.

And what that does is just foster an air of distrust with using
that program. If a bank can be able to rely on that guaranty, then
they feel very comfortable in using that program and it works to
their benefit. But if they do not know that the government will
stand behind the guaranty, then it will affect the program.

Mr. McGANNON. The SOP manual from the SBA is over 400
pages long, and I think that if you are not a banker that is in the
routine of making SBA loans, you get lost on dotting all of the Is
and crossing all of the Ts.

My sense is that, and once again, we have never had a problem
collecting on a guaranty. Sometimes it takes longer than we would
like, but we have been paid in full. I think the concern with bank-
ers that are not in the routine of making SBA loans would find
that trying to follow the SOB, trying to be sure that disbursements
are appropriate at the front end, I think a lot of bankers may have
trouble documenting or remembering to document the use of pro-
ceeds on the front end of an SBA loan, and when it comes time to
collect on a defaulted loan, they may not have the paperwork in
place to step through the disbursement process on the front end.

Chairwoman VELAZQUEZ. Thank you.

Ms. Huels, one of the short comings of Government Investment
Program is the emphasis placed on early results. Consequently,
there is a tendency to prematurely terminate programs that do not
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achieve results immediately. In the case of patient equity invest-
ment, how long does it take for investment programs to bear fruit?

Ms. HUELS. That is a great question. When equity capital is in-
vested into a company, there is an immediate impact as far as the
ability to hire employees, which will reduce the unemployment rate
or increase the employment. So those dollars and the resulting pay-
roll taxes and things, you will see an immediate impact.

In the midterm, you see an impact. The company that receives
equity capital is obviously buying goods and services from other
companies so that capital is spent through the economy by buying
goods and services.

I think what you are referring to is when do you see return on
your equity capital, and most private equity funds have a ten-year
life. They spend the first three to five years investing the capital.
Then the companies need time to mature and to grow, and then
those investments are typically harvested in a seven to ten-year
time frame. It is patient capital. It takes quite a while.

Chairwoman VELAZQUEZ. Okay. Thank you.

Ms. Wojtowicz, we are all aware that the current recession grew
out of the collapse in real estate prices, and this has significant
consequences for the 504 program, which is often used to finance
real estate. Do you believe that the SBA and the CDC community
have the tools to mitigate potential fallout from these conditions?

Ms. Wodtowicz. I certainly do. I actually think that the depres-
sion in the real estate prices will create some opportunities. We
have certainly seen an uptick in our backlog of new transactions
where borrowers who have previously been leasing facilities are
now seeing clear and finding some bargains actually in the com-
mercial real estate market.

As it relates to our existing portfolio, I think we have to be very
cautious. We do have to find a way to be patient. This is not the
time to be trying to liquidate or to force liquidation of real estate
holdings if there is any changed of rehabilitating a borrower. Forc-
ing a borrower, walking through a foreclosure and trying to sell
commercial real estate in this market will only increase the losses
to the program and the taxpayer.

Chairwoman VELAZQUEZ. Thank you.

Ms. Blankenship, today, and you were in the White House par-
ticipating with President Barack Obama when he made that an-
nouncement for the use of money for a lending facility through
Treasury for small businesses, but the Federal Reserve TALF pro-
gram has only lent roughly $116 million back with small business
loans. Meanwhile Treasury’s $15 billion SBA loan purchase pro-
gram has yet to make a single transaction.

Given these factors, do you think more should be done to restart
the secondary market for SBA loans?

Ms. BLANKENSHIP. I certainly continue to say that the secondary
market plays a very critical role because you understand that when
we make those loans, our bank does not typically hold the loans.
We sell those guaranteed portions back into the secondary market,
allowing us to then re-leverage those funds into additional loans.

When there is no secondary market, then that is what causes the
freeze of credit. We are seeing some recovery on the bank side in
the secondary market. I think the dealer side is still suffering. The
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TALF program, I think the challenges there were that you had to
go through a primary dealer, and there were some issues about re-
leasing your customers’ names, and so that is an issue.

The White House plan, I am not sure what the holdup is there.
So whatever we need to do, we need to make sure that we continue
to look at the secondary market and continue to push initiatives
that will restore that market and restore the confidence, and that
is really what it boils down to is the confidence in that market.

Chairwoman VELAZQUEZ. But you feel that the way the program
was structured it will unlock the secondary market?

Ms. BLANKENSHIP. I think there is a ways to go yet. I think per-
haps maybe a panel of bankers and broker-dealers could be
brought in and maybe asked their opinion. Where is the freeze oc-
curring? What is the holdup? Is it the paperwork? Is it the burden?

And, you know, with the TALF funds, there were additional re-
strictions placed on banks and brokers. So that is an issue.

Chairwoman VELAZQUEZ. Mr. McGannon.

Mr. MCGANNON. I would certainly agree with Cynthia. As far as
Country Club Bank goes, we have always held our SBA loans. I
think that we just have never had reliance on the secondary mar-
ket. If it is out of our control, I think that we feel like we need to
try to take care of what we are funding.

But Cynthia is right. If the secondary market does open up, it
does give every bank an opportunity to re-leverage those dollars
into more SBA lending.

Chairwoman VELAZQUEZ. Thanks.

Mr. Heacock, do you believe that the Small Business Administra-
tion is doing enough to encourage and train new lenders to partici-
pate in this program?

Mr. HEACOCK. I cannot say I have an answer to that.

Chairwoman VELAZQUEZ. That is troubling.

Mr. HEAcOCK. Well, whether they are doing enough because in
our area we have had a great relationship with the district office,
and we get all of the assistance we need as far as training. They
have monthly teleconferences, and so we really do get adequate
training.

Nationwide I cannot speak to that, but locally, excellent.

Chairwoman VELAZQUEZ. Thank you.

Now I recognize the gentleman, Mr. Graves, Ranking Member.

Mr. GRAVES. Thanks, Madam Chair.

My first question is to Ms. Huels.

Has the economy changed as far as your investment practices go?
With the downturn in the economy, have you changed your policies
or practices or backed off or anything like that?

Ms. HUELS. We have not. We invest primarily in midwest based
industrial manufacturing companies, and while many may think
manufacturing has declined in this country, we find there are sig-
nificant opportunities to invest in growing middle market, lower
middle market manufacturing companies.

We have not changed our profile. If there is a profile that has
changed, it is really the availability of senior lending available to
us. So what we have done is we have had to write a little bit bigger
check and provide more of the capital because the senior lenders
are typically providing less.
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Mr.?GRAVES. When you talk about middle range, what is that
range?

Ms. HUELS. For us the middle market is a company with seven
to $100 million in revenues, relatively small companies in compari-
son to some of the large multinationals we read about.

Mr. GRAVES. And my next question is for the lenders out there,
and we can start with Mr. McGannon, and it is the same question
as far as your lending practices go in light of the economy. Have
you all backed off? Have you increased?

I mean, are you requiring more from investors?

Mr. MCGANNON. We had a 12 percent increase in loan activity
in 2008, and looking back at 2008 just briefly, we got off to a slow
start, not unlike 2009 in terms of actual loan growth. We acceler-
ated throughout the year, even through September into the end of
the year of 2008, when obviously things started to cycle downward
in the economy.

In 2009, we have had just moderate growth year to date, but I
can tell you that our pipeline is growing in terms of pending loan
requests. There was more activity in April in terms of new loans
booked than we had since last September. So am encouraged by
that.

Our loan requests are down. It is a quieter time. Without ques-
tion I think there are a lot of borrowers that are reassessing what-
ever their business is. But having said that, we are gaining market
slllare from other financial institutions in the Kansas City market-
place.

Our underwriting, I get that question asked a lot. Our under-
writing really has not changed. We feel like we have had a strong
credit culture in our bank for many years. Certainly we are more
concerned about collateral values, and so we may, in fact, when you
think about underwriting, we may well, in fact, require more
money down on a particular project if it is real estate related, as
an example.

But by and large, our underwriting remains unchanged.

Mr. GRAVES. How about the credit unions, Mr. Heacock?

Mr. HEAcOCK. Thank you.

We have not backed off at all. As I said before, we wrote more
SBA loans than any other lender in South Dakota last year, and
it is continuing this year.

As far as non-SBA loans, we had a record year last year and it
is continuing very, very strong. Credit unions nationwide, for the
most part, have plenty of capital to lend, and we have had, I know,
locally some financial institutions that are not willing to lend to
some small businesses. Also, they are changing some terms and
conditions. They are coming to us.

Oftentimes we can help them. Sometimes we cannot, but we are
there and available and have the funding.

Mr. GRAVES. Ms. Blankenship.

Ms. BLANKENSHIP. Yes. Actually our loans increased just over ten
percent from 2007 to 2008 as well, but interestingly, our SBA loan
percentages have been running about two to two and a half percent
per year of our total portfolio. This year it is running 6.38. So we
have really gotten behind a push to use the SBA program because
what banks are facing right now is kind of a double-edged sworn.
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You hear Congress saying, “Lend, lend, lend,” but then the exam-
iners are overreacting and they are coming in and we are getting
stories of, you know, all commercial real estate being classified.

So, you know, in my opinion, this is an opportune time to use the
SBA program because you can mitigate some of that because you
have that guaranty. Because the overwhelming majority of SBA
loans will include typically, at least in our portfolio, some type of
real estate as collateral.

So we really need to mitigate the overreaction from the exam-
ining force. Again, I think it has been stated today there is an op-
portune time.

The only other thing that I think would make the program more
accessible in these times is perhaps raising the limits that we cur-
rently have on the size of 7(a) loans, and I think also on the 504s.
So I think that would help a lot.

Mr. GRAVES. Jean, how about the development side?

Ms. Wogtowicz. Well, if you take a look at our national statis-
tics, we saw record years in 2006 and 2007. Two thousand eight
fell off significantly, and 2009 is off again, at least in our own port-
folio in the national statistics as well.

We cannot do a 504 loan unless we have a bank partner. I would
say that when I look at my list of partners that are working with
us on transactions, it does tend to be more of the community banks
and fewer of the national lenders in that scope. The high point is
starting to grow, but certainly not yet at a level to return us to
where we were two years ago, and it is a significant concern.

Chairwoman VELAZQUEZ. Mr. Moore.

Mr. MOORE. Thank you, Madam Chair.

And I would like to welcome Mr. McGannon, who is from our
area in the Kansas City area, and I appreciate all of the witnesses
who are testifying today.

The American Recovery and Reinvestment Act signed into law by
President Obama in March included a number of provisions de-
signed to increase small business lending through Small Business
Administration programs. Specifically, the stimulus law increased
to 90 percent the SBA guarantee on 7(a) loans, temporarily waived
the guarantee fee on 7(a) loans, and provided incentives to restate
the secondary market in which lenders sell portions of SBA loans
to private brokers and investors.

What effect has the Recovery Act had on your ability to make
SBA-backed loans? And I would ask that question to any of the
witnesses who care to answer.

Ms. Blankenship.

Ms. BLANKENSHIP. Yes. Well, as I stated just earlier, our percent-
age of our total loan portfolio has been running about two and a
half and now it is almost six and a half. And so we have really uti-
lized that program, and just as of yesterday we had the local SBA
office out of the Dallas area come in and talk to 20 of our lenders
about the enhanced programs both on the 504 and the 7(a) because
we, again, feel like this is the time to really maximize the use of
this program.

Mr. MOORE. Very good. Any other witnesses? Mr. Heacock, and
Mr. McGannon, you will be next.
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Mr. HEACOCK. I know on a state level, the temporary elimination
of fees has been very, very important. Apparently the volume de-
clined quite a bit at the end of last year, last fall, but with the
elimination of fees the volume has picked up considerably.

Mr. MOORE. Thank you.

Mr. McGannon.

Mr. McGANNON. I would agree. I think that like any other prod-
uct, it has to be competitive, and to eliminate the guarantee fee
makes the product more competitive to other traditional bank fi-
nancing vehicles.

I would also say that the ARC program is very timely, and I
think that it will serve a direct purpose. I can think of three or four
borrowers in our bank right now that would certainly qualify and
benefit from a program like that.

Mr. MOORE. Thank you, Mr. McGannon.

Madam Chair, I had a second question on secondary markets,
but you have already asked the question. So I will yield back my
time and thank you very much to the witnesses.

Chairwoman VELAZQUEZ. Mr. Luetkemeyer.

Mr. LUETKEMEYER. Thank you, Madam Chairwoman.

Ms. Blankenship, you made a comment a minute ago and during
your testimony with regards to the impact of regulatory authorities
coming into the bank. Can you elaborate on that a little bit more?

Ms. BLANKENSHIP. Certainly. What we have seen is just because
of the past six months and the financial meltdown that we are all
getting painted with the same brush, and while the big banks got
bailed out and were given the TARP money, their primary intent
for that was to lend money. But yet what we are hearing from
small businesses is that they cannot get it.

This is a double-edged sword because the banks are willing to
lend. They have capital to lend. We have heard that here today,
and that continues to be true the community banks, but the exam-
iners are painting us all with one brush. They are painting the
small banks the same way they do the two big to fail banks.

And so when they come in and say, “Okay. If you have got com-
mercial real estate,” and we have heard stories like this, “we are
going to classify it across the board,” well, even if you are using an
SBA program for our reporting purposes, that has to be reported
as commercial real estate, and if you have a regional office, regard-
less of what the mandate is from Washington, sometimes the exam-
iners in the field do not always carry the same operating proce-
dures and practices as we hear out of the head offices in Wash-
ington.

So it can make banks hesitant to make those types of loans be-
cause at a time like this, we cannot afford for perhaps you are a
well capitalized bank, and if you have certain classifications, your
ratings go down and you fall into adequately capitalized. Then your
FDIC assessment goes up, and all of our costs. There is a tremen-
dous amount of cost being levied on the small banks right now.

Mr. LUETKEMEYER. You are a great witness. You answered the
question perfectly. I do not have to do any more leading questions
with you.

Mr. McGANNON. May I add something? I am sorry.

Mr. LUETKEMEYER. Yes. You are next, sir.
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Mr. McGANNON. Okay.

Mr. LUETKEMEYER. Go ahead.

Mr. McGANNON. Cynthia obviously is right about the regulatory
environment. Examinations have never been tougher, and I have
found myself on many occasions really working hard to defend in
front of regulators good customers of the bank, good borrowers, per-
forming loans. You know, maybe there is a shortfall from a collat-
eral standpoint, but again, that is a secondary source of repayment,
the primary source of repayment being their business and their in-
come that they are generating, how they are stepping up to support
their businesses.

And so it takes a few days to get over an examination and lit-
erally to get back into being upbeat about lending into your com-
munity. That is what we all want to do. That is what we are paid
to do as a community bank. It is our duty to do that, but you al-
most have to really regroup after an examination.

Mr. LUETKEMEYER. It has been my experience in dealing with the
banking community in my district and my state that there seems
to be a disconnect from Washington and the local regulators. Is
that what you are seeing?

In other words, Washington says we have not changed our cri-
teria. We have not changed our examination procedures or the way
we look at stuff, and yet when you have the examiners come in,
it is a whole different world with the way they come in, and they,
again, paint you with a broad brush, as Ms. Blankenship said.

Mr. McGANNON. It is very true.

Ms. BLANKENSHIP. That is correct.

Mr. LUETKEMEYER. One of the questions that I want to have for
you two again, as well, with regards to the TARP funds, did either
one of your two institutions take any of those?

Mr. McGANNON. No.

Ms. BLANKENSHIP. I did not.

Mr. LUETKEMEYER. Okay. One of the questions that has been
posed to me with regard to the TARP funds is initially they were
supposed to be for the banks that were in trouble, for the institu-
tions that were in trouble, and as I have seen the funds dispersed,
it seems like it has gone to more and more institutions that are not
in trouble.

And in fact, I have found that some of the banks were asked to
take the money so that they would go out and buy other banks
rather than actually absorb weak assets.

Have you seen or heard of instances like that or are you aware
that we have an opportunity maybe to help a weak bank with the
TARP funds that we have not taken advantage of?

Ms. BLANKENSHIP. As I understand from Treasury Secretary
Geithner was present at one of our meetings several weeks ago,
and he indicated that there would be an initiative for some of the
perhaps returned TARP funds to go to some of the banks that had
applied and perhaps had missed the deadline or did not qualify the
first time around.

I think just from my experience I am hearing that a lot of small-
er community banks have opted not necessarily to use that pro-
gram because of the regulatory burden associated with it, and typi-
cally those banks are well capitalized.
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We did not use it. We would have considered possibly using it,
and I think there are some opportunities for an additional program
perhaps that would fund M&A activity of, say, a strong community
bank to acquire a weak or a failing community bank with the as-
sistance, but I do not know that under the current program a lot
of banks would be willing to accept the terms associated with that.

But I think you could take those TARP funds and perhaps look
at another initiative if you wanted to look at the M&A.

Mr. LUETKEMEYER. Very good. Thank you.

Thank you, Madam Chairman

Chairwoman VELAZQUEZ. Ms. Bean.

Ms. BEAN. thank you, Madam Chairwoman, for holding the Com-
mittee and this hearing. It has been an important issue, access to
affordable capital for our small businesses.

I want to thank our witnesses today for echoing the importance
of the small business to our economic recovery and the importance
of access to capital.

This week before I came out to Washington, I hosted in Illinois,
which I represent with Senator Durbin a round table of small busi-
nesses who had been participating or were considering working
with the SBA lending programs, and some had expressed past frus-
trations, but also like many of you today have expressed hopeful-
ness about the new programs and some of the things that were
done on the stimulus.

And we really did it to help get the word out. I know one of the
questions from one of my colleagues was is the SBA getting the
word out. I know in Illinois they were very helpful in trying to let
pg(l)ple become aware of some of the new resources that are avail-
able.

And I know, Ms. Blankenship, you had been there with us at the
press conference at the White House when the President had com-
mitted the $15 billion to try and get additional funding to get the
secondary market moving, but I think that was following the AIG
bonus fallout. So the press entirely did not cover it. So in an effort
to let some of our community lenders and businesses know, we
hosted a round table. It was very well received.

The good news that I was hearing from them, and I just want
to get your thoughts, was that they are seeing from where particu-
larly in the secondary market it had been up at about 325, 328 mil-
lion per month, was the activity; so many of the community banks
in our area were finding about roughly half of the SBA loans they
would write they would then move quickly into the secondary mar-
ket and, as you said, they could then recycle that capital back into
new loans; that it dropped off after September with the credit
crunch to a low point of only 85 million.

And so at a time when businesses needed even more access to
capital, there was less available, but from what I have heard, and
again, Ms. Blankenship mentioned it in your testimony, we have
seen that now get closer to those levels back pre-September in re-
cent weeks, and so that is a hopeful thing.

And I know they have also, in talking to Administrator Mills at
the SBA, they have really worked to address some of the issues to
get the 15 billion moving, and they are just getting training going
on that.
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I just wanted to see if you had any further thoughts about the
ARC programs, which will be loans and increments of 35,000 that
should start rolling out June 15th, to help. It is something that the
Chairwoman and many of us on the Committee have long advo-
cated for, is to allow businesses who have been longstanding, ongo-
ing. profitable entities, sometimes businesses that have been
around for generations, who have seen their credit lines dry up, ei-
ther taken away or reduced significantly even without a late pay-
ment, and so in response to that they have had to find other higher
cost avenues of credit.

This is going to allow them to restructure that debt, get zero in-
terest loans, and increments of 35,000. What are your thoughts
about that? Obviously there is limited funding. It is tied to the
stimulus at this time.

And the other question I have is some of the programs that we
have seen that are core within the SBA lending program are very
targeted to new businesses or smaller entities who have less of a
direct impact on the job growth in some of our middle market types
of companies. Is there more that we can be doing there, to whom-
ever wants to take this?

Ms. BLANKENSHIP. Well, I will start. Regarding the ARC loan
program, you know, I think it is a great program to help some of
those distressed small business customers, but one thing that we
have to consider as banks, I think it was the OIG’s office had an
estimated default rate on those loans of 70 percent. So I think you
are going to find some hesitancy on the part of banks to make a
loan that has an estimated default rate of 70 percent because,
again, when we are in this crushing regulatory environment, the
last thing we need are more loans to be classified.

The second thing is it says that there is still no definition for the
term “viable.” It has to be a “viable” loan. So I think bankers just
need some clarification there so they have some confidence when
they make that loan that the SBA guaranty will stand behind the
terms of that.

But outside of that I think it is a terrific program. I think we
really just need to hold its hand and walk through it and make
sure it is working the way it was intended.

Mr. McGANNON. I would say on the ARC program specifically I
think it is very important that the bank that has been the lender
to that business also be the lender on the ARC loan. I do not think
it is a good idea for that same borrower to go to another bank to
get that loan.

And the reason why I say that is when we first heard about this
program at our bank a month or so back, I had three different
lenders come to me and say, “I think I have a borrower that would
benefit from this program,” and when we talked about each one of
them, you could clearly see that they were existing customers of
the bank, obviously, had been with us for a year or two or more,
had proven themselves in terms of being resourceful, resilient bor-
rowers, and that they had a clear temporary need to get through
a cash cycle.

And so, again, the banker that knows the borrower and under-
stands their business is the most appropriate banker to make that
loan.
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As far as the overall 7(a) program, I think it is critical to, if we
can, extend the waiving of the guaranty fee to make that program
competitive with other traditional bank financing vehicles. If that
could be done, I think that there would be more and accelerated
momentum for 7(a) loans to get back to where they once were and
beyond.

The other part of this though I think is the outreach to smaller,
maybe rural banks that just do not know enough about the SBA
programs, are not confident enough in the SBA programs, not
knowledgeable enough to implement and actually make some of
these loans. .

Chairwoman VELAZQUEZ. Time has expired.

Mr. Coffman.

Ms. BEAN. Thank you.

Mr. CoFFMAN. Thank you, Madam Chairman.

Mr. McGannon and Ms. Blankenship, I get complaints from my
local bankers and from my small businesses, but particularly from
my local bankers who say that, on one hand, the federal govern-
ment wants them to lend and, on the other hand, I think just the
regulatory scheme is such that it is kind of the zero defects, that
you know, they had a 20 percent increase, I think, in their capital
reserve requirements, if I am using the proper term, ten to 12 per-
cent, and that has caused them to pull back on their lending.

I mean, have we gone too far on the regulatory side where we
are not allowing bankers to exercise their own judgment in terms
of the ability of the borrower to repay the loan? Could you address
that issue?

Ms. Blankenship, we will start with you.

Ms. BLANKENSHIP. Certainly. Again, we cannot be painted with
the same brush, and you know, yes, has the regulatory gone too far
right now? Yes, it has because you find banks are hesitant to lend
because of the increasing costs that I talked about. The FDIC, we
are additionally being asked to put more money in loan loss re-
serve. So that takes the money out of loans, money available that
could be leveraged back into loans.

So all of those are challenges right now. To make this program
more effective, we have to continue, as I said, to look at the initia-
tives and what is working and get back to less paperwork and in-
volving more banks in this program.

Additionally, you know, if we could get some Subchapter S re-
form, you would find that a lot of small businesses could raise their
own capital. Right now they are restricted to one type of stock. If
they could be allowed to issue preferred stock and increase their
shareholders.

So I think there are many ways that we could approach this, but
again, to really answer your question, the regulatory environment,
until we can get some equity there and know that the way you su-
pervise a too big to fail bank is not the way you supervise a small
business bank, which is what we are.

Mr. CoFrFMAN. Okay.

Mr. McGANNON. We realize the regulators are under a lot of
pressure, and I will say that our examinations are more difficult,
but I continue to think that they are fair. We spend more time dis-
cussing our borrowers, as I mentioned earlier. Even though they
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are performing well, they are going through several more layers, I
think, in our portfolio, and again, I can only speak to our bank, but
they are fair. They just want to learn as much as they can about
what our borrowers are doing and how they are performing.

And, again, I certainly understand that.

Mr. CorFMAN. Would anyone else like to comment on that? Yes.

Mr. HEAacocK. I would just like to say from a credit union per-
spective, we have been heavily regulated for many years on busi-
ness loans, a tremendous amount of regulation, but having said
that, so far our examinations have been fair. I have heard from
other colleagues that maybe there is not that kind of consistency.
In other areas of the country the examinations are very difficult,
and it is maybe kind of anti-business lending philosophy on the
part of the examiner.

Mr. CorFrMAN. Would anybody comment on the fact that I often
hear that the other shoe is going to drop and it is the exposure to
commercial real estate, and what will that do to lending? Is that
going to further tighten it up?

What is your prognosis of the future here?

Mr. MCGANNON. We are concerned about commercial real estate,
but I think just to make the distinction, commercial real estate cov-
ers a lot of different types of property. When we think about com-
mercial real estate in terms of owner occupied commercial real es-
tate where a business owner owns his or her building, we continue
to have confidence because it all hinges on how his or her business
is doing, how are they performing. So the collateral truly is sec-
ondary in nature.

The commercial real estate in terms of hotels and multi-family
and those types of things, you know, we are concerned about where
cap rates are going, where appraised values are currently, and cer-
tainly there is a watchful eye toward that part of the market.

Mr. COFFMAN. Thank you very much.

Chairwoman VELAZQUEZ. Okay. I would like to ask Ms. Huels
another question.

You made reference to the need for improving licensing functions
and particularly for SBICs that have successfully operated funds
that are simply seeking a license renewal. What changes would you
tell us should be made to the licensing process to encourage the
creation of new SBICs?

Ms. HUELS. Successful SBIC fund managers that are coming
back for a second, third, or fourth license, there is no additional
risk. If they are an SBIC in good standing, they have been exam-
ined; they have had no findings; and their management team is re-
maining the same or most of the management team is remaining
the same, you know, with a background check because hopefully
nothing has changed there, but I think a background check would
be something prudent and the fund manager showing that they can
raise additional private capital or new private capital, that fund
ought to be formed and receive a license very quickly.

These are fund managers that are known to the SBA. They are
in good standing and should receive a license quickly. We had an
example of a second or a third fund licensee that took 17 months
to receive a second or third license. It was just far too long of a
process.
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Chairwoman VELAZQUEZ. For the creation of new SBICs?

Ms. HUELS. Creation of new SBICs should happen in a three to
six-month time frame. I think we would prefer four months. The
process is at this point too long. It can take longer than a year to
receive a first time license, a process that is a little bit cum-
bersome, a lot of paper work and somewhat subjective.

Chairwoman VELAZQUEZ. Thank you.

Mr. Heacock, if a credit union has never made a 7(a) or 504 loan
before, what resources does it need to become familiar with SBA’s
financing programs?

Mr. HEAcOCK. That would be a pretty steep learning curve if you
have never done one. Yes, you would need to work with your local
office, if you have got a local representative, and of course with the
state office, the district office to learn as much as possible because
there are a lot of procedural steps that you need to take and you
need to follow. If you do not follow those correctly, you can lose
your guarantee. .

Chairwoman VELAZQUEZ. Mr. McGannon.

Mr. McGANNON. Outreach is very important. I think that edu-
cation is very important in all of these programs, and it is certainly
lacking, and I do not know at what level we need to start, but we
are fortunate to have someone in our office who has been an SBA
lender for probably 15 years and just knows the ins and outs of the
program very well. So when we have another lender even in our
bank that is looking at an SBA loan, we make sure that she is on
the front end of it and understands it and can make sure it is docu-
mented properly.

So there is definitely a learning curve involved here.

Chairwoman VELAZQUEZ. Thank you.

Okay. Mr. Graves, do you have any other questions?

Well, let me take this opportunity again to thank all of you for
being here today, and you are dismissed or excused.

Thank you.

I Zivould ask the members of the second panel to please come for-
ward.

We are going to proceed with our second panel. Let me welcome
our first witness, Mr. Douglas Doerfler. He is the President and
CEO of MaxCyte, Inc., Gaithersburg, Maryland. MaxCyte is s re-
search and development company that concentrates on self-modi-
fication. He is testifying on behalf of the Biotechnology Industry
Organization founded in 1993. Bio provides advocacy and services
for more than 1,200 members worldwide.

Welcome. You will have five minutes to make your presentation.

STATEMENT OF DOUGLAS A. DOERFLER

Mr. DOERFLER. Thank you, and good afternoon, Madam Chair
Velazquez, Ranking Member Graves, members of the Committee.

Thank you for the opportunity to testify in front of this Com-
mittee during a very, very difficult, time for the research and de-
velopment based companies that I represent.

As mentioned, I am Doug Doerfler. I am founding CEO of
MaxCyte in Gaithersburg, Maryland. We are a research and devel-
opment company developing technologies to modify cells, make cells
into drugs to treat diseases like pulmonary arterial hypertension,
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1e1(11kemia and brain cancer. We have products in clinical trials
today.

We have about 20 people in the company. So we are clearly a
small business.

I am also associated with Bio and on the board of directors, and
of the 1,200 companies that are members of Bio, more than 90 per-
cent are considered small companies. So the biotechnology industry
is an industry with small companies.

We are small, and what is important about this is our inability
to raise necessary capital to maintain the research and develop-
ment programs that we have as companies at Bio.

A little bit about the industry. We employ directly about 1.3 mil-
lion jobs in the U.S., and indirectly over seven million jobs, and
these are particularly high paying jobs with the average employee
making two-thirds more than the average private sector job.

According to the latest data, one-eighth of the U.S. biotechnology
companies that were active in 2008 are either bankrupt today, they
have winded down or become acquired. And since January of 2008,
over 125 biotech companies have laid off over 10,000 scientists and
employees. In doing so, they have dropped many important pro-
grams. These are clinical programs that we have data on involved
in therapies for HIV, cervical cancer, multiple sclerosis, and diabe-
tes.

Forty percent of the U.S. biotech companies have less than one
year’s worth of cash, and about a quarter have less than six
months’ worth of cash. And the total amount of capital that we
raised sine 2008 has fallen 55 percent from 2008 to 2009.

We commissioned a study with biotech investors, and over 80
percent of investors in the biotech area have significantly altered
their ways of investing. They now are no longer investing in high
risk, high reward companies like those found in the biotech indus-
try.

What is also disturbing is investments by angel investors in the
life sciences industry has all but disappeared. There are just no an-
gels out there to help support some of the earlier stage companies.

So there is little oxygen in this industry to survive, and once
these companies fold up or we stop clinical programs, it is virtually
impossible to revive these. So once we stop a program for a par-
ticular therapy, it is very difficult to get them back on their feet.

So the decline of the biotech industry jeopardizes not only the pa-
tient population but also our competitive edge in the 21st century
global economy. Biotech is one of the few industries in the world
that the United States is the predominant force in. This is for de-
veloping therapies. It is for developing alternative fuels and for de-
veloping alternative food sources.

So the question: how can SBA provide assistance to early stage,
high risk, high reward small businesses like mine? This is a
biotech focused discussion, at least from my perspective, but I have
colleagues in the alternative fuels area and in the information and
technology industries and they share some of the same concerns
that I do.

First, the SBIR program has traditionally been enormously help-
ful to small biotech companies, and after the 2003 ruling which has
prevented many of our small companies from participating due to
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their capital structure, there was a recent report issued by the Na-
tional Research Council that stated that some of the most prom-
ising small companies, small, innovative companies were excluded
from this program.

Until this is addressed and small U.S. biotechnology businesses
are allowed to compete based on science and the potential to ben-
efit public health and not on how many investors we have or how
many minority investors we have, this program will not achieve its
maximum impact, which is helping high risk, high reward compa-
nies to succeed.

Access to many of the SBA programs we heard about in the ear-
lier panel that could help small, high risk, high reward technology
businesses are unfortunately limited. Most of our companies, most
biotech companies, do not have any revenue resources, and it usu-
ally takes about ten years for us to actually begin to bring in reve-
nues.

So it is impossible for us to take advantage of the SBA premier
programs such as Preferred Lender or the guaranty loan programs.

The SBIC programs also tend to focus on companies with rev-
enue streams that are beyond the start-up phase. These companies
are typically lower risk and lower gain companies, and Bio would
like to work closely with the Committee and SBA to determine if
there are ways in which this program can be improved to stimulate
more investment in high risk, high reward industries like Biotech.

In order to develop programs to promote our innovative high
growth sector, we need to talk about the business model for just
a minute, and there are really four elements of this. One is there
is a lengthy amount of time, lengthy time horizon associated with
product development. That is number one.

Chairwoman VELAZQUEZ. Mr. Doerfler, your time expired, and I
will allow for you in 30 seconds to provide us with a closing. But
you know, during the question and answer period you will have
time to expand on any point that you have not mentioned.

Mr. DOERFLER. Okay. Thank you.

Our long time horizons; our collateral is not assets as intellectual
property; and revenues are not significant for about ten years.

So what we are here to do is examine these potential opportuni-
ties with SBA and work closely with you to figure out ways for us
to help in developing new fundings sources for our companies.

Sorry.

[The prepared statement of Mr. Doerfler is included in the ap-
pendix.]

Chairwoman VELAZQUEZ. Thank you.

Our next witness is Mr. Lawrence Cohen. Mr. Cohen is the Presi-
dent of DOC & Associates in Tomball, Texas. His firm is a
franchisee of the Great American Cookie Company and Pretzel
Tying.

Mr. Cohen is testifying on behalf of the International Franchise
Association.

Welcome.
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STATEMENT OF LAWRENCE “DOC” COHEN

Mr. CoHEN. Good afternoon, Chairwoman Velazquez, Ranking
Member Graves, and members of the Committee. My name is Doc
Cohen, and I am grateful to have the opportunity to speak to you
about the credit crunch and the strong measures that are needed
to promote capital access for small business.

I will try to make three key points today. The first is fairly obvi-
ous. Credit is essential for small business.

The second, this is not a typical recession, and many more small
businesses need the capital access programs of the SBA in order to
obtain financing. I think policy makers should be willing to con-
sider even temporarily further changes to the SBA programs, in-
cluding sizable increases in the dollar amounts for the SBA 7(a)
loan program, guarantees to accommodate the needs of small busi-
ness.

And third, a compelling case exists that franchise businesses
offer the best opportunity to promote job growth in a strong, sus-
tainable recovery.

As you said, I am a franchisee at the Great American Cookie
Company, and I am here on behalf of the International Franchise
Association. According to a 2008 study conducted for the IFA edu-
cational foundation, there are more than 900,000 franchise busi-
nesses in the U.S. creating 21 million American jobs and gener-
ating 2.3 trillion in economic output.

I am proud to represent franchising. The business methods,
training and support that I have received as a franchisee have been
one of the keys to my success. From my first Great American Cook-
ie Company store in Lafayette, Louisiana 30 years ago, I now oper-
ate 30 stores in the Houston, Texas area, and we employ almost
300 people.

I was very fortunate that when I began my career in franchising
there was a functioning credit market, including the SBA pro-
grams. Availability of credit helped me succeed in franchising. To-
day’s small business entrepreneurs, however, are not quite so
lucky. Under normal circumstances small businesses tap financing
from a number of different sources, including the SBA programs,
but during this recession, lenders have dramatically curbed their
willingness to assume risk.

Some credit might be available, but the terms and delays that
entrepreneurs are encountering can be staggering. This leaves the
SBA as virtually the only girl at the dance, sometimes not the best
looking girl.

Last year I had the opportunity to add eight new locations. I had
previously acquired a reducing line of credit from my lender of ten
years, but it appeared that I would need additional funds in order
to complete my expansion. The answer I was given by my bank was
not quite no, but the terms being offered in late 2008 had become
all too restrictive. I could borrow an additional $500,000 more only
if I agreed to keep a million dollars in liquid assets with the lender.
In other words, they would lend me my own money, but only half
of it.

[Laughter.]

Mr. COHEN. My track record in business and my healthy balance
sheet were not enough anymore. So I actually chose to forego the
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additional borrowing and finance the two new stores or the last two
stores using cash generated from operations.

The eight stores that I eventually opened required a capital in-
vestment of $1.8 million and created 74 new direct jobs, but I will
likely delay opening additional stores until the restrictions on cred-
it are eased.

Lack of credit is keeping entrepreneurs on the sidelines and de-
laying our recovery, and the problem is even looking worse for
those looking to get into business for the first time.

The findings of a recently released study, The Small Business
Lending Matrix and analysis prepared for the IFA Educational
Foundation, support the notion that an economic recovery and job
creation will start with small business lending. In fact, the study
determined that for every million dollars in new small business
lending, the franchise business sector would create 34.1 jobs and
generate $3.6 million in economic output.

Now, I would like to ask that this entire report be included with
my statement if the Committee would approve that.[Study sub-
mitted by Mr. Cohen is included in the appendix.]

Chairwoman VELAZQUEZ. Without objection.

Mr. CoOHEN. Franchise businesses are poised to help lead the
economy on the path to recovery. Studies show that the franchise
industry consistently out performs the non-franchise business sec-
tor creating more jobs and economic activity in local communities
across the country. A 2008 IFA report, for example, documents that
franchising grew at a faster pace than many other sectors of the
economy from 2001 to 2005. Franchise business output over this
period increased 40 percent compared to 26 percent for all busi-
nesses.

The message is clear, Madam Chairwoman, provide small busi-
ness entrepreneurs and franchisees with access to capital and we
will create jobs. We are not looking for a bailout. What we need is
functioning credit markets. If the commercial markets cannot func-
tion, Congress needs to figure out a way to use the SBA as a tem-
porary alternative.

There are several steps that Congress could consider to make it
easier for entrepreneurs to access capital, and I have detailed these
recommendations in my prepared statements.

I have one final note. Unbelievably, the SBA has actually created
new roadblocks for small businesses during this recession. In
March it shifted policy on goodwill financing of transfers and acqui-
sitions and placed a cap on the amount that can be financed under
the guaranteed loan program. Since the true value of most busi-
nesses is tied to the cash flow rather than the value of the assets
on the books, the policy has placed an arbitrary limit on the valu-
ation of some businesses.

Finally, I would like to suggest the best solution for the struggles
facing small business is more lending, not more government spend-
ing. As shown in my experience in the hundreds of thousands of
small franchise businesses in every local community, lending leads
to more sustainable renewable job growth and economic recovery.

Thank you for the opportunity to participate in today’s important
hearing on small business capital. I think you will agree with the
franchise business community can play a vital role in this recovery.
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[The prepared statement of Mr. Cohen is included in the appen-

dix.]

Chairwoman VELAZQUEZ. Thank you, Mr. Cohen.

Our next witness is Mr. Tim Watters. He is the President and
CEO of Hoffman Equipment is Piscataway, New Jersey. Hoffman
Equipment is a full service authorized dealer of heavy lifting and
construction equipment.

Mr. Watters is testifying on behalf of Associated Equipment Dis-
tributors. AED has 700 distributor member companies and ac-
counts for over $50 billion of annual sales.

Welcome.

STATEMENT OF TIM WATTERS

Mr. WATTERS. Good afternoon, Chairman Velazquez, Ranking
Member Graves, and other distinguished members of the panel.

We are a family owned business headquartered in Piscataway,
New Jersey. We sell, rent and service construction equipment. We
represent about ten different manufacturers, including Case, Terex,
Grove, Manitowoc and Doosan. We employ about 75 people from
five locations in New York and New dJersey.

And just as an aside, Madam Chairwoman, our service territory
includes the 12th Congressional District of New York.

We also have an export department, and about 20 percent of our
volume is export related of U.S. equipment and parts.

As you mentioned, I serve on the AED board. AED is a national
association of authorized independent distributors for construction,
mining, forestry, and agricultural equipment, and the vast majority
of AED’s members are small, locally owned family businesses such
as mine.

There are three ways the current credit crisis is hurting our in-
dustry. First is that as a distributor, my own cost of borrowing is
increasing and in some cases credit may even be unavailable. Ac-
cess to capital is critical to our industry. Distributors such as my-
self borrow money to finance equipment in our inventories and
rental fleets and to operate our companies on a day-to-day basis.
We generally utilize large banks and finance companies as sources
for this lending.

Continued access to credit from sources such as these is abso-
lutely necessary for our industry to exist, and the current crisis has
made it difficult, increasingly difficult for dealers such as myself to
find this capital.

The second way the crisis has hurt our industry is that our cus-
tomers and the developers they work for cannot find financing for
their jobs. You are all well aware of the current condition of the
residential construction market. Essentially it is dead, and the
commercial construction is slowing as well. Since developers cannot
finance their projects, our customers have no work and so need no
machinery, and we therefore have no business.

The lack of credit creates a chain of events, painful events, I
might add, that ultimately lead to decreased business and employ-
ment throughout our entire industry.

The third way the credit crisis has impacted our industry is that
we are unable to finance our customer’s retail transactions. Con-
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tractors themselves rely heavily on credit when purchasing equip-
ment. The most common sources of credit here again are finance
companies and banks. These banks and finance companies have
made access to their credit resources unavailable or, in the rare
case when they are willing to finance a transaction, exceedingly ex-
pensive.

So the net result is if we as a distributor are lucky enough to
find a customer that has work and is actually willing to purchase
a new machine, we then have difficult to finding him financing to
make that transaction possible.

In April, AED conducted a member survey to clarify what impact
the credit crisis was having on our industry. The findings paint an
ugly picture. Eighty-one percent of our respondents reported they
had lost sales in the last year because qualified purchasers had
been unable to get financing. Fifty-six percent of distributors re-
ported increase in their own credit costs, and 44 percent of re-
spondents said their companies had difficulty security credit.

The findings illustrate that the lack of access to capital is under-
mining equipment markets and increasing the cost of doing busi-
ness for equipment distributors. The impact of all of this on our
markets has been staggering. In some regions of the country the
market for new equipment sales has fallen by as much as 85 per-
cent from peak levels in 2006.

Our own company has experienced sales this year less than 50
percent of what we sold just last year. We have responded to this
drop in business volume with layoffs and cutbacks of every type we
can make, and we are still hanging on just hoping to survive this
mess.

Having said all of this, I think there are some things that Con-
gress and the executive branch can do to help ease our pain. First,
Congress should put new multi-year authorization laws in place for
federal highway, sewer and drinking water infrastructure pro-
grams and dramatically increase investment in these areas. We
need to create infrastructure construction activity. Investing in our
infrastructure speeds economic recovery, will help address the stag-
gering 19 percent unemployment rate in construction workers and
restore lending confidence in our industry.

This will also create demand for the thousands of products that
are consumed on a typical construction project, including equip-
ment sold by firms such as mine.

Second, the SBA should be directed to work with finance compa-
nies and banks serving our industry to develop loan products that
meet our unique needs. SBA should also reexamine its size stand-
ards to determine whether they are preventing companies that oth-
erwise fit the definition of small business from benefitting from
SBA programs.

Once construction is reached and programs are in place, SBA
should be encouraged to undertake aggressive outreach to lenders,
contractors and distributors.

And finally, and I will go quick, Congress and the executive
branch should continue to work to improve access to capital for the
finest companies that serve all American industry because in spite
of what the banks were saying earlier, which they are continuing
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to lend at previous rates, that is not what we are seeing from the
business side of things.

Thank you.

[The prepared statement of Mr. Watters is included in the appen-
dix.]

Chairwoman VELAZQUEZ. Thank you.

And our next witness is Mr. Dave Bofill. Mr. Bofill is the Presi-
dent of Dave Bofill Marine in Long Island, New York. His firm is
the nation’s second largest and third largest seller of Scout and
Cris Craft boats, respectively.

Mr. Bofill is testifying on behalf of National Marine Manufactur-
ers Association, which represents 1,400 companies that produce an
estimated 80 percent of marine products used in North America.

Welcome.

STATEMENT OF DAVE BOFILL

Mr. BoriLL. Thank you.

Good afternoon, Madam chairwoman, Ranking Member Graves,
and distinguished members of this Committee. Thank you for invit-
ing me to testify today on the important topic of expanding afford-
a}kl)le wholesale marine floor plan financing access to marine dealer-
ships.

My name is David Bofill, and I am President and owner of Dave
Bofill Marine. I come to you wearing three hats, one of my com-
pany, one of the National Marine Manufacturers Association, and
one of being on the board of directors for the New York Marine
Trade Association for the last eight years.

I sell Cris Craft and Scout boats from my two Long Island loca-
tions. I have been in the boating industry for 35 years, and my op-
eration at its peak employed 20 people. I am a small business and,
in fact, the majority of the boating industry is made up of small
businesses and most boats are might right here in the United
States. The brands I carry, Cris Craft and Scout boats, are made
in Florida, North Carolina, and South Carolina.

Unfortunately, my story is being played out in both dealerships
and manufacturing plants across the country. I have had a thriving
business for over 35 years, but this credit crisis will force me to
close my doors.

What frustrates me the most is that most of us in the boating
industry are used to riding the ups and downs of the economy, but
this downturn is different. Today I am dealing with a reluctant
consumer, but more so the sudden loss of wholesale credit at any-
thing close to reasonable rates to finance my inventory. Over the
last year, the floor plan lenders to the boating industry, including
Key Bank, Textron Financial, Wachovia, and several others, have
abruptly stopped lending in the boating industry.

Some of these banks, as you know, received federal assistance
under the TARP program, but severed their ongoing business rela-
tionships with the marine dealers anyway. Today, General Electric
Capital has become the dominant lender with over 70 percent of
the market. However, G.E. recently has informed all of us that
they are radically changing loan terms resulting in doubling of in-
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terest payments and, in my case, my interest will go from 10,000
to $20,000 per month.

Lenders overall have scaled back lending, dramatically increased
their rates, cracked down on curtailments and are not issuing loans
or extending current lines of credit to enable marine dealers to fi-
nance any new inventory. The inability of dealers to finance cur-
rent inventory or purchase new model inventory to display means
that manufacturers now have shut down production by at least 60
percent.

With hundreds of dealerships being forced out of business as
mine, 20,000 manufacturing jobs vanishing and 135,000 boating in-
dustry jobs that are now gone, something must be done. It is im-
portant that you know that these businesses like mine were not
failing businesses or companies with flawed business models. We
relied in good faith on lenders for typical business credit, and when
the financial markets collapsed, we had nowhere to turn.

What we need to survive is access to credit at reasonable terms.
What Congress could do to help many small businesses in the boat-
ing industry is to facilitate the creation of new credit market. Both
dealers and manufacturers need to help in encouraging regional
banks to create or reestablish floor plan lending departments.

The industry strongly supports the Small Business Administra-
tion’s plan to establish a floor plan lending program for boats, mo-
tors and trailers. The industry has welcomed this program as a
critical lifeline, but problems still remain. This Committee and
Congress could help in three specific ways.

One, make the SBA dealer floor plan financing program perma-
nent and do it quickly. As written now, this program only lasts one
year. It will be hard to attract new lenders without the important
certainty of this program.

Two, make the increased business size limits permanent. This is
an important change that reflects the marketplace. The traditional
standard for marine dealers is far too low to include dealers who
sell high cost products but do so with such a small staff.

Three, increase the cap on SBA 7(a) loans. The current limits are
too low to provide financing for the majority of small dealers and
manufacturers. It is common for a small boat dealer to have inven-
tory in the $5 million range.

Thank you for inviting me to testify today. The marine industry
is suffering. It is an American industry of manufacturing and serv-
icing that deserves support. The lack of reasonable credit is likely
going to lead me to close my doors soon, and it will cause other
dealers to shut down as well.

Thank you, and I am happy to answer any questions.

4 [The prepared statement of Mr. Bofill is included in the appen-
ix.]

Chairwoman VELAZQUEZ. Thank you, Mr. Bofill.

I just would like to address my first question to all the members
of the panel. You were sitting there and you were listening to the
previous witnesses, basically those representing financial services,
banks and the credit unions, and what they are saying is that they
have money to lend, and that by some metrics have actually in-
creased their loans.



32

And what I hear from you today, from this panel, is that that is
not the experience that you have had. My question is do you think
that the SBA should play a more direct role in small business lend-
ing either by refinancing non-SBA loans or making direct loans
that could be sold to lenders?

Any of the members of the panel, for any of the witnesses. Yes,
Mr. Watters.

Mr. WATTERS. For sure, the environment we witness is different
than that which was described by the preceding panel. There is
definitely a lack of financing available for my industry, for con-
struction, every link of the chain of the construction cycle, from the
contractor right down to we, the equipment distributor, and I
would just say yes, wholeheartedly. If the SBA involvement as you
just described can increase financing and credit availability to our
industry, absolutely that would be a great thing.

Chairwoman VELAZQUEZ. Mr. Bofill.

Mr. BorFILL. I agree with Mr. Watters that in my industry credit
has shut down completely. It is very, very difficult not only to
wholesale finance a boat, but the retail financing as well.

In fact, between us when we were listening to statistics, it is like,
boy, I will tell you what. That is not in my neighborhood, and it
is not in anybody’s neighborhood. So if there is anything that SBA
can do to assist in any format, be it wholesale financing or retail
financing, it certainly will be welcome because that is better than
what we have now because what we have right now is almost noth-
ing.

Chairwoman VELAZQUEZ. Let me address this next question to
Mr. Doerfler. A common failing in government investment pro-
grams is a tendency to focus on unrealistic metrics to determine a
program’s success. How should success in an investment program
geared toward small, high growth companies be measured?

Mr. DOERFLER. Well, that is a great question. I mean, first off,
this is a long-term bet, if you will. It is a long-term investment,
and as I mentioned before, it takes about ten years for us to get
to revenues and beyond that to really return what our investors ex-
pect from us.

So you are not going to see any finance return in the short term.
But there are some metrics, and I think they are industry specific.
Certainly the creation of new jobs, the creation of payroll taxes, the
ability to spend money and have indirect benefits to the economy.

In my particular sector, it is the ability to use that investment
as a catalyst for additional investment, which is very, very impor-
tant. We are looking at issues, certain things like issue patents,
clinical trials that have been started. All those things, I think, are
industry specific. So I think that there are a lot of ways that we
can identify these.

Certainly in my State of Maryland, we spend a lot of time doing
just that because we want to make sure that these funds are being
used and they are being used properly and they are returning
something to those who are providing those.

Chairwoman VELAZQUEZ. Mr. Cohen, in the current recession,
businesses of all sizes have been squeezed by the contraction in
credit. We hear that. You witness it, and many companies that pre-
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viously did not have access to SBA financing have shown interest
in these programs.

What steps should be taken to insure that these programs re-
main focused on the small businesses that they are originally in-
tended to serve?

Mr. CoHEN. That is also a great question. All of your questions
are great questions. I am not an economist, but my sense is that
so much of the money that is being pumped into the economy is
going into the mortgage sector and into the real estate sector and
not that much is going into the small business sector.

It seems to me that we need to find a way to dedicate a certain
pool of funds to small businesses, especially small business start-
ups and expansions of small businesses.

And if I might tag onto the question you asked about how you
measure the success rate, in the franchise businesses, we have lots
of historical data and proof that the franchising model works, and
so when considering a start-up franchise, we do have evidence to
show that a particular model will work, a particular concept will
work. And I think we should rely on those statistics when we are
looking at making those loans and not so much on a sector which
is sometimes done. I think the SBA rates sectors and says, “Well,
this sector is not as successful as others.”

But I think if we pull out and say, “Well, gee, when that sector
is franchised, it is far more successful.”

Chairwoman VELAZQUEZ. Thank you.

I have my last question to Mr. Doerfler. Much of the success of
the SBIC debenture programs has come from the fact that losses
in the program are low. If a new investment program were to focus
on early stage and high growth companies, how can we manage the
risk of losses and provide some assurance that government lever-
age will be repaid?

Mr. DOERFLER. So the debenture program is a loan program, and
it is my understanding we are not part of that because I think it
is toward revenue producing companies or companies that are rel-
atively low risk.

If you are looking at something like the participating security
program, the old SBIC program and trying to figure out something
new to do with that, it is defunct now. We think that it could be
very, very important. But I recommend, we recommend that we
align ourselves with the really talented investors.

There is a group of investors out there that really know our sec-
tor extraordinarily well. They have been through many cycles. They
are very experienced, and aligning ourselves, aligning SBA funds
with those investors, either as limited partners or as grant mecha-
nisms so that the companies that receive investments from these
qualified investors can get grants from the government, and those
grants can be paid back by royalties; they can be paid back by if
the company is acquired or an IPO.

So there is certainly a number of ways to that, but, again, I
think aligning it with smart investors who really do know the sec-
tor.

Chairwoman VELAZQUEZ. Okay. Thank you.

Mr. Luetkemeyer.

Mr. LUETKEMEYER. Thank you, Madam Chair.
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Mr. Bofill, you had a lot of great examples of things that you felt
we could do, improvements in the SBA program. Do you have any
other ideas for what is existing in the program now? Do you have
any ideas or suggestions of things we could add to it that would
be important or could make it more beneficial?

Mr. BoriLL. The goal for me being here today was to back the
decision of the SBA to get into marine floor planning. The way it
stands right now as it is written is that it is only good for one year.
So we need to expand that to permanency.

And the whole goal of the SBA backed loans or guaranteed loans
is to attract banks, regional banks into the floor plan business, and
that will only be done with permanency and with more dollars
without the $2 million cap that is on there presently. And that will
benefit both the banking industry as well as the dealerships.

Mr. LUETKEMEYER. Okay. Mr. Watters.

Mr. WATTERS. I guess I am not really sure of the exact process
the SBA could do to solve the problem. I think part of the problem
is that there is a pendulum, and we have had an era of loose credit,
and now we are in this new era of tight credit, and I think the pen-
dulum has swung way too far. It is overly tight, constricting all of
these markets.

So I guess I would love to see a way that the SBA could entice
banks to try and push the pendulum back a little more center.
There are good quality credit, quality companies that are being de-
nied credit or being forced to pay too much money for their interest
rates. Is there a way that SBA could create a program that would
encourage banks to be a little more realistic?

You know, that was also mentioned in the preceding panel, how
the regulators who are going to be coming out and creating this en-
vironment, the culture of the banks to be very, very concerned and
afraid about everything they are doing.

So some type of program that would encourage banks to become
a little more reasonable.

Mr. LUETKEMEYER. Okay. Mr. Cohen.

Mr. CoHEN. I keep coming back to the two points that are key
to me, and one is the valuation of businesses and the treatment of
goodwill, and just to give you an example of how that affects me
as a small business person, if I want to acquire another outlet from
another franchisee with the expectation that I can improve that
business, I am limited in how much SBA money I can borrow be-
cause my business is not capital intensive in terms of the invest-
ment going in.

So if I have 100,000 or $150,000, to use the higher number,
$150,000 in equipment, fixtures and furniture on the books, but the
cash flow of this business is $200,000, and then I am going to use
a multiple of cash flow to purchase or sell that business, which is
very common in our sector, and the multiple in our sector would
be four to five. So you would be conservative and say four. This
business is worth $800,000. But I have only $100,000 or $150,000
in assets on the books. So the book value is low, but I have
$650,000 difference that is going to go to goodwill.

I would not be able to use the SBA right now to qualify for that.
The other part of it that would be important to me would be in-
creasing the loan amounts because in franchise businesses we find
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that 50 percent of franchise businesses are owned by multi-unit
franchisee. So I have an opportunity right now to acquire two other
franchisees in my state, both of whom are ready to retire, neither
of who wants to expand their business. I see great growth potential
in both of those markets, but it will take my ability to borrow three
to $5 million to do that.

So I cannot qualify under the current SBA standards to get those
loans and get that assistance.

Mr. LUETKEMEYER. Thank you.

Mr. Doerfler.

Mr. DOERFLER. So valuations based on high growth, high return
businesses are difficult because the normal measures, cash flow or
hard assets just are not in these businesses. Again, we are looking
at negative cash flows for a number of years, and we are looking
at intellectual property which is very hard to value.

So, again, if SBA could align itself with private equity investors
who have expertise in evaluating and valuing those assets and
those assets are intellectual property and clinical programs, that
would be a great benefit for the biotech industry.

Mr. LUETKEMEYER. Very good. Thank you.

Chairwoman VELAZQUEZ. Mr. Schrader.

Mr. SCHRADER. Thank you, Madam Chair.

I do not guess I have a lot of questions. Both panels were very,
very good. Sorry I could not be here the whole time, as Chair of
the Subcommittee on Tax and Finance and the lending programs,
in particular, we are very interested in the comments that have
been and the juxtaposition between one panel and the other.

And to that end it would really be helpful for me and my Sub-
committee if we could get a number of examples from members of
your different associations, particularly that have had good credit,
have been making payments, that now cannot get their loans or
their credit lines or whatever reauthorized, you know, with various
types of institutions because I have had somewhat the same feed-
back from my banking community, what seemed to be trying to do
the right thing.

So some of it is the regulators, in deference to the banks. I mean,
the regulators have come down pretty hard, I think, and made it
very difficult for them with their reserve requirements that have
gone up to do the right thing, but to me that is something that our
panel, our Subcommittee, if you will, could get into and from the
SBA aspect maybe create some new opportunities.

But I need some examples. So if that is a possibility, you know,
several examples from each one of you would be very, very helpful
for my staff, who has been here the whole time, to use and help
create perhaps the right atmosphere to get things going back
again.

So that’s all I request. I yield back, Madam Chair.

Chairwoman VELAZQUEZ. Thank you.

Mr. Watters, I would like to ask you. The Small Business Admin-
istration spent much of last month working on a new program to
provide floor plan financing for title inventory. So will; this pro-
gram have any appreciable effect on the ability of your business or
your customers to access credit?
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Mr. WATTERS. Probably not. It is really kind of a technical issue.
Our equipment that we sell is non-titled. So if your program is di-
rected at titled equipment only, titled vehicles only, then we would
not be able to partake or benefit from that program.

Chairwoman VELAZQUEZ. What about you, Mr. Cohen?

Mr. CoHEN. I would be in the same category. It probably would
not be of any benefit to me in my line.

Chairwoman VELAZQUEZ. Mr. Bofill?

Mr. BoriLL. That is exactly what we are looking for because all
boats, motors, and trailers are titled.

Chairwoman VELAZQUEZ. Okay. Well, gentlemen, we are listen-
ing, and of course, this is the first step in the legislative process
where we are assessing how can we improve the existing programs,
especially the loan business program under SBA. How can we
make the changes to make them more efficient and to respond to
thg new reality and the economic climate that you are all facing
today.

With that I ask unanimous consent that members will have five
days to submit a statement and supporting materials for the
record. Without objection so ordered.

This hearing is now adjourned.

Thank you.

[Whereupon, at 3:00 p.m., the Committee was adjourned.]
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‘Whether you talk to the owners of a Silicon Valley start-up, a mom-and-pop restaurant,
or a hardware store on Main Street, entrepreneurs across our nation face a common
challenge ~ they cannot find the capital necessary o sustain their businesses. For many
firms, this can make the difference between staying open or going under.

During today’s hearing, we will examine what options are available to help small
companies access capital. Lenders and entrepreneurs will share the real world chalienges
they face in today’s tightened credit conditions, as well as their ideas for making things
better.

In previous recessions, the SBA has filled the gaps in private capital markets. Today, that
is not the case. Loans funded by the SBA’s flagship program have seen double digit
declines, meaning, when we need the SBA 1o step in and help lift the capital markets,
they are actually doing less. This is a result of poor policy decisions, inept management
and a lack of funding at the agency over the last eight years finally taking its toll on the
programs.

The American Recovery and Reinvestment Act has helped lay the foundation to start
turning things around. The new law made loans less expensive for borrowers, putting
more money in the hands of small firms. It also gives banks greater incentives to lend, by
increasing the percentage of a loan the government will guarantee. It’s a start, but we
have a long way to go. To date, the SBA has not implemented over half of the Recovery
Act provisions that Congress passed and the President signed. But, as more and more of
these initiatives come on line, entrepreneurs should see an improved lending
environment.
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Even with these steps, small businesses are still finding it difficult to secure credit.
Overall, lending is down over fifty percent. Al this rate, the SBA will make nearly $5
billion less in loans than it made in the previous year, demonstrating that serious
difficulties in the credit market still exist. How we overcome these challenges will be an
important part of today’s discussion.

All options are on the table in finding a solution to these very real problems. Where we
can enhance existing initiatives, we should do so. But, when programs no longer work,
they must be replaced with measures that do meet small businesses’ needs. No initiative
should continue simply because of a special interest. The only measurements should be —
do these programs serve small businesses? And, do they help small firms access capital?
If we cannot answer yes to both of those questions, then we have to ask, why are they
here?

Our goal must be to expand options for small businesses seeking financing. As with
health care, in many communities, entrepreneurs have only one or two options for
lending. That is not real competition and it doesn’t give firms the flexibility they need to
realize their potential, grow and create jobs.

Ultimately, the full range of small business capital needs must be met — from the micro-
borrower who needs a few thousand dollars to the high-growth company seeking equity
investment. No such menu of choices exists today — and the options are becoming more
limited. By the end of last year, venture capital was down 26 percent, Venture capital
was instrumental to the role technology played in turning the economy around in the
1990s and it will be just as important today as it was a decade ago.

In creating paths to capital for small firms, we have our work cut out for us. If we have
learned anything in recent years, it is that ensuring the capital markets function smoothly
requires a robust public-private partnership. It is my hope that today’s hearing begins a
dialogue about how to renew that partnership. I have always said that access to capital is
access to opportunity. In today’s economy, the ability to tap into capital means a laid off
worker can launch their own venture. It means companies that would otherwise close
their doors stay open and keep providing jobs. It means that when the economy
improves, small businesses can hire again and sustain our nation’s recovery.
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T would like to thank the Chairwoman for holding this important hearing on the
ability of small businesses to obtain needed capital. Given the recent job loss numbers, the
country will be relying on small businesses to grow the American economy. Although
Shakespeare warned that people should neither be a lender or borrower, he was unfamiliar
with the modern American economy. Today, the car or boat dealer needs financing to
purchase inventory to resell, the home or commercial builder needs funds to buy land in the
face of the mortgage-backed security debacle, and the manufacturer needs funds for
investing in the latest equipment to make it competitive in a global economy. Capital, then,
is the lifeblood of the American economy.

There is no doubt that the current environment for raising capital is difficult even
for the largest businesses with triple-AAA credit ratings when they have to compete against
the voracious appetite of the most creditworthy borrower in the world - the United States
government. So I can imagine how difficult it is for small businesses to find capital. Since
the end of the Korean conflict, the federal government has recognized that small businesses
have a much harder time raising capital than their large business competitors. Programs
overseen by the SBA provide small businesses with access to debt and equity financing.

These programs have a number of restrictions and limitations that may reduce their

utilization among small businesses.
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In times of economic necessity, imposing unnecessary barriers to existing programs
for providing capital seems counterintuitive. As aresult, | am interested in hearing the
opinions of our witnesses on the value of the SBA programs and what changes are needed to
ensure that America’s small businesses can obtain the needed infusions of capital that keep
the economy alive. Again, [ would like to thank the Chairwoman for holding this hearing

and yield back the balance of my time,
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Chairwoman Velazquez, Ranking Member Graves, and members of the committee, I am Cynthia
Blankenship, Vice-chairman and Chief Operating Officer of Bank of the West in Grapevine, Texas.

1 am also the Immediate-Past Chairman of the Independent Community Bankers of America.' Iam
pleased to have this opportunity to present the views of the nation’s community bankers on the credit
markets and small business lending. Community banks are independently owned and operated and
are characterized by attention to customer service and lending to small business.

ICBA represents 5,000 community banks throughout the country. Bank of the West is part of a two-
bank holding company with assets of $300 million. We have eight locations in the Dallas/Fort
Worth metroplex and banks in two rural locations in Vernon and Ponder, Texas. We serve the small
business community with a strong focus on SBA lending and rea] estate.

Bank of the West has been a long-time partner with the Small Business Administration and has been
strongly comumitted to helping small businesses in our communities using the SBA 7(a) and 504 loan
programs. Bank of the West has more than $10 million in SBA loans in its portfolio, and we service
these loans. This represents nearly 6% of our total loans. As Chairman of the ICBA, I was recently
honored to participate with President Obama and Treasury Secretary Geithner in advancing
additional policy initiatives to help small businesses lending. ICBA greatly appreciates the efforts of
the Obama Administration and the Small Business Committees in Congress for working with us in
advancing key policies to ensure our nation’s small businesses have the access to credit they need.

Summary of Testimony

¢ The prolonged recession, turmoil in the financial markets, and pro-cyclical bank regulatory
policies continue to jeopardize credit availability for many small businesses.

» Community banks support their communities in good times and in bad. Community banks
are well-positioned and willing to lend to small businesses especially during these
challenging economic circumstances.

e ICBA strongly supports President Obama’s and Congress’ recent initiatives to bolster small
businesses loan programs included in the American Recovery and Reinvestment Act of 2009.
ICBA will continue to work with policymakers to ensure these small businesses initiatives
are properly implemented and succeed as intended.

' The Independent Community Bankers of America represents nearly 5,000 community banks of all sizes and
charter types throughout the United States and is dedicated exclusively to representing the interests of the
communily banking industry and the communities and customers we serve. ICBA aggregates the power of its
members to provide a voice for communily banking interests in Washington, resources to enhance communily
bank education and marketability, and profitability options to help community banks compete in an ever-changing
marketplace. With nearly 5,600 members, representing more than 18,000 locations nationwide and employing over
268,000 Americans, ICBA members hold more than $1 trillion in assets, $800 biflion in deposits, and more than
$700 billion in loans to consumers, small businesses and the agricultural community. For more information, visit
ICBA's website at www.icba.org.
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« Small businesses will help lead us out of recession and boost needed job growth. Therefore,
lawmakers must continue a constant focus on the policy needs of the small business sector
during this economic slowdown. SBA lending must remain a viable and robust tool in
supplying small business credit.

Overview

ICBA greatly appreciates the opportunity to present our concerns and recommendations before the
Small Business Committee today. Like thousands of community banks across our nation, Bank of
the West is doing its part to support our local economy with small business lending and is dedicated
to the success of small business and the community. Bank of the West has facilitated more than $10
million in SBA loans in our local communities. These SBA loans create hundreds of jobs by
financing the local preschool, health center, hardware store, or auto dealer.

We all know the economy is still suffering from massive job losses, declining real estate values, and
tight credit markets. Additionally, declining credit ratings, increased risk, and a crushing financial
regulatory environment has jeopardized banks’ ability to lend. Many of the nation’s largest “too-
big-to-fail” financial institutions have been propped up with government programs and taxpayer
funds and dramatically cut back their small business lending and lines of credit. But there is another
side to the financial story. Many community banks like Bank of the West have experienced difficult
economic times before and, like always, we will stick with our communities and small business
customers.

Vital SBA Lending Role

Small Business Administration lending programs should serve as a counterbalance during times of
challenging credit markets for small businesses. Unfortunately, at a time when the economy is
faltering, the sharp decline in the number and dollar amount of Small Business Administration loans
is troubling. In the first quarter of fiscal year 2009, the number of SBA 7(a) loans dropped 57%
from first quarter of FY2008 and represents a 62% drop from first quarter of FY2007. The very
recent uptick in SBA loans is a positive and welcomed sign, but we have a very long way to go
before SBA lending reaches solid levels again. ICBA is encouraged to see the SBA report that
weekly 7(a) loan volume recently increased by more than 25 percent and new SBA loans were made
by nearly 450 lenders who had not made loans since October 2008.

SBA loans serve a unique niche since bank lenders need to match short-term deposits with short-
term small business loans. While the typical commercial small business loan has a maturity of one
to three years, SBA 7(a) loan maturities average 12 or more years. Importantly, SBA lending allows
longer loan terms up to 25 years. This lowers the entrepreneur’s loan payments and frees up needed
cash flow to start or grow the small business. As small businesses do their best to weather the
current economic climate, the longer loan term offered by an SBA loan would be a huge help.

Community Banks are Key SBA Lenders
Bank of the West strongly supports the work of the Small Business Administration and actively
participates in the SBA’s lending programs, specifically the flagship 7(a) and the 504 loan programs.

Community lenders like Bank of the West are proud to work with the SBA in helping supply needed
capital to small businesses across our nation, especially now when the economy is weak and many
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large, money-center banks are cutting back sharply on small business lending. Community banks
rely on relationship lending in their communities, not on relationships with investment banks or
hedge funds. Common-sense community bank lenders largely did not trip up on toxic investments
sub-prime loans, and off-balance sheet shenanigans. We are well-positioned and willing to help get
our economy back on track. Therefore ICBA urges the Committee ensure the SBA programs work
for the broad range of community banks and not become overly concentrated in only a handful of the
nation’s largest financial institutions.

Qur nation’s community banks are very much alive and willing to lend to small businesses. While
community banks represent about 12% of all bank assets, they make 20% of all small business loans
and more than half of all small business loans under $100,000. Some 48 percent of small businesses
get their financing from banks with $1 billion and under in assets. Therefore, we encourage
policymakers to be mindful and supportive of the community banking sector’s important role in
supplying credit to small businesses. To that end ICBA supports strong SBA programs, fair
regulatory treatment, and tax policies that will foster robust community bank small business lending.

ARRA Success and Implementation

ICBA was proud to work with Congress and the Obama Administration in advancing new policies to
bolster SBA lending to address the recession. Specifically, ICBA appreciates your work
Chairwoman Velazquez and the work of the Committee in enacting $730 million in ICBA-backed
SBA-related funding in the American Recovery and Reinvestment Act of 2009 (ARRA). This
includes reduced fees for borrowers and lenders and increasing the guarantee, a new deferred-
payment loan program to address small business’ short-term debt expenses, and a SBA secondary
market initiative. Where implemented, ICBA believes these “stimulus package” initiatives are
already having a positive impact on SBA lending and encourages the SBA to ensure all of ARRA’s
provisions be fully implemented as Congress intended.

ICBA fully supports the temporary lender and borrower fee reductions applied to the 7(a) and 504
loan programs. Notably, we encourage Congress to extend or make permanent these fee reductions
beyond 2009 given the prolonged length and depth of this recession and credit crunch for small
businesses. Importantly, ICBA notes the ARRA put into statute that the resources to be used for
lenders’ 7(a) loan program fees must first go to small lenders (those with $1 billion or less in assets).
We urge the SBA to follow the statute and Congress’ intent to give priority to small banks in
implementing the 7(a) lender fee reduction.

ARC Program

ICBA is encouraged to see the SBA finishing the implementation of the “ARC loan” program this
month. This key program included in ARRA will allow existing small business bank customers to
better service their debt and ride-out the economic slowdown. The ARC loan program will allow a
viable small business up to six years to repay a $35,000 ARC loan with a 100% SBA guarantee.
SBA will pay monthly interest to the bank lender. ICBA encourages the SBA to promote the new
ARC program to all community banks in order to ensure the limited funds reach a wide geographic
range of small businesses and lenders throughout the nation.
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SBA Secondary Market

The largely frozen secondary market for small business loans continues to impede the flow of credit
to small business. Many community banks find it difficult to make new SBA loans because they
cannot sell off existing ones to investors through the secondary market. While it is encouraging to
see some recent thawing in the secondary markets, they are nowhere near normal levels needed to
expand the flow of SBA lending. Several ICBA-backed programs have been launched to help
unfreeze the frozen secondary market for pools of SBA guaranteed loans, including the Term Asset-
Backed Securities Loan Facility (TALF), a White House / Treasury announced $15 billion initiative
and the new SBA secondary market facility called for in ARRA.

The TALF conducted through the Federal Reserve and U.S. Treasury, is intended to extend billions
in nonrecourse loans to holders of high-quality asset-backed securities and small business loans in a
bid to free up the frozen market.

ICBA greatly appreciates such ongoing program efforts to revive the secondary market for small
business loans. Specifically, the TALF program for SBA secondary market loan pools is very close
to success. Unfortunately, one program obstacle requiring third-party direct competitor primary
dealers to be middlemen has completely stalled the program. SBA loan poolers will not turn over
their customers to their direct competitors nor have the primary dealers engaged in the program to
date. ICBA recommends either eliminating the primary dealer middlemen in the process or allowing
the Federal Reserve Bank of New York to work as the intermediary with the existing SBA loan
poolers.

Similarly, the ICBA believes the new SBA secondary market program called for in ARRA is close
to success but the debate over potential additional fees to operate the program has stalled its launch.
ICBA recommends the Office of Management and Budget consider using all available budget
authority to run the program in combination with user fees so as not to kill the important program
with unworkable double fees. ICBA also appreciates the ongoing work of the White House and
Treasury to address obstacles in their $15-billlion TARP-funded announced program to buy SBA
loans directly from interested lenders.

ICBA believes with minor adjustments, these targeted SBA secondary market programs will keep
money flowing to consumers and small businesses providing the intended value and results.

Other SBA Program Considerations

Community banks do want to support more small business lending through the valuable SBA
programs. Several additional policy recommendations are aimed at returning more community
banks to SBA lending. These ICBA-backed initiatives include making the Rural Lender Advantage
program permanent, ensuring SBA makes good on their loan guarantees, and providing more
flexibility in small business size standards and market-based loan pricing.

Rural Lender Advantage
Many community banks that do not have dedicated SBA lending departments and are not Preferred
lenders (PLP) still make SBA loans. With more than 8,000 community banks nationwide, additional
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community banks making SBA loans would have a tremendous impact on the credit availability to
small businesses. When the SBA dropped the successful, streamlined “low-doc” program, hundreds
of banks dropped out of doing any SBA lending at all. Fortunately, in January of 2008, the SBA
launched a ICBA-backed initiative for the 7(a) program known as the Rural Lender Advantage
initially targeted in just a handful of states. As always, community banks still do their own strict
underwriting of these SBA loans but can rely on a less-onerous process to complete the loan through
the SBA. Important features of the program include:

e A streamlined, simpler, and more user friendly 7(a) process for small loans ($350,000 or
less);

o One page application for very small loans with key, but limited additional information
required for loans above $50,000;

e SBA guarantees 85 percent of loans of $150,000 or less and 75 percent of loans greater than
$150,000;
Loans centrally processed through SBA’s Standard 7(a) Loan Processing Center;
Expedited SBA processing with routine loans processed within 3-5 days; and

o Training on SBA program requirements from local SBA offices.

ICBA fully supports this beneficial, streamlined program and recommends it be expanded
nationwide and made permanent. Even with its limited launch and the economic decline, to date
more than 600 Rural Lender Advantage loans have been made. ICBA encourages the Committee to
ensure this program continues to help meet the small businesses’ credit needs especially in small
communities often facing population loss and higher unemployment levels.

Making Good on SBA Guarantees

ICBA has been hearing from a growing number of community banks lenders concerned with SBA
not making good on loan guarantees. This includes long waiting periods to hear from SBA, refusal
to pay the guarantee, or SBA applying substantial repairs. For community banks SBA loans provide
a very small margin of profitability and the guarantee is critical. In order for community banks to
engage in SBA lending they must have full faith in the SBA payment of the loan guarantee. When
lenders are confronted with trouble in collecting on an SBA guarantee they cannot afford to continue
in the program. ICBA recommends more upfront communication between the lenders and the SBA
on the guarantee process and all requirements when the loan is approved by the SBA. Addition
education and faster response times from the SBA would be helpful.

Small Business Size and Market-Based Pricing Flexibility

In these difficult economic times, the SBA loan programs need to be as flexible as possible to best
meet the need of lenders and small businesses in getting credit flowing again. To that end, a greater
range of small businesses should be eligible for SBA loans and lenders should have greater
flexibility in pricing these loans based on market conditions and risk. ICBA wholeheartedly
supports the recent SBA effort to temporarily allow alternative size standards for the 7(a) loan
program through Sept. 30, 2010. As a result of the temporary change, some 70,000 additional small
businesses could be eligible to apply for SBA 7(a) loan. The temporary 7(a) loan size standard will
parallel the standard for the agency’s 504 Certified Development Company loan, and will allow
businesses to qualify based on net worth and average income. The net worth for the company and its
affiliates can’t be in excess of $8.5 million and average net income after federal income taxes
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(excluding any carry-over losses) for the preceding two completed fiscal years can’t be more than $3
million. ICBA recommends this new size standard be made permanent.

Additionally, ICBA believes consideration should be given to the current credit market realities and
the pricing of SBA loans in this sharp economic downturn. Clearly credit risk has increased and
banks’ costs -- including the cost of raising bank capital, regulatory costs, and sharp increased in
FDIC deposit insurance premiums -- have all dramatically diminished banks’ margins. Every bank
needs a reasonable, positive loan spread to do business and survive. Small businesses still need
credit in this challenging financial environment. Small businesses often report they cannot get credit
at any price. ICBA recommends the SBA consider alternative market-based pricing for SBA loans
versus the set Prime-plus amounts to allow more flexibility and allow more small businesses to
qualify for SBA loaus.

Overzealous Bank Regulation Hurting Small Business Lending

Pro-cyclical bank regulatory policies continue to jeopardize credit availability for many small
businesses. ICBA believes the bank regulatory pendulum has swung too far and is crushing many
community banks’ ability to lend to deserving small businesses. Community banks did not cause the
current financial crisis fostered by the missteps of the too-big-to-fail banks. Unfortunately, bank
regulators are often applying crippling regulatory exams and policies across-the-board.

Community bankers nationwide continue to report to ICBA about overzealous and unduly,
overreaching examiners second guessing bankers and appraisers and demanding overly aggressive
write-downs and reclassifications of viable and performing commercial real estate loans and other
assets. Examiners are requiring write-downs or classification of performing loans due to the value of
collateral irrespective of the income or cash flow of the borrowers; placing loans on non-accrual
even though the borrower is current on payments; discounting entirely the value of guarantors;
criticizing long-standing practices and processes that have not been criticized before; and
substituting their judgment for that of the appraiser.

Other bankers are concerned that otherwise solid loans are being downgraded simply because they
are located in a state with a high mortgage foreclosure rate. This form of stereotyping is tantamount
to statewide redlining that is unjstified in today’s economic climate and could ultimately lead to
capital problems at otherwise healthy banks.

This examination environment is exacerbating the contraction in credit for small businesses as
community bankers must avoid making good loans for fear of examiner criticism, write-downs, and
the resulting loss of income and capital. While it is expected and understandable that examiners will
be more thorough and careful during a credit downturn, excessively tough exams that result in
potentially unnecessary loss of earnings and capital can have a dramatic and adverse impact on the
ability of community banks to provide small business loans and the ability to support economic
growth.

Nearly sixty percent of small business lending is backed by some type of real estate collateral. To
prevent a downward spiral in small business credit, regulators should consider a more flexible and
reasonable examination policy particularly with respect to real estate lending so that community
banks can meet the credit needs of the communities they serve. When banks suddenly find
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themselves classified as “adequately capitalized” rather than “well-capitalized” because of these
tough examinations their ability to fuel small business lending is dramatically curtailed. Community
banks are ready to meet the objectives of lending to creditworthy households and businesses but they
simply cannot meet those objectives without a change in the current regulatory environment.

Regulatory Restructuring Concerns

The Administration and Congress are also advancing proposals to restructure the financial regulatory
system, causing community bankers great concerned about the potential impact. Any restructuring
of our financial regulatory system should first recognize the fact that the current system that applies
to community banks has worked appropriately and the highly-regulated community banking sector
did not trigger the current financial crisis. Therefore, ICBA believes any plan to eliminate the state
bank charter and the current federal structure is unnecessary and would disrupt community banking
and small business credit.

ICBA believes reforms should focus on filling in regulatory gaps by regulating unregulated
institutions and instruments, such as credit default swaps, off balance sheet schemes, and providing
more effective regulation of under-regulated entities in the financial services sector, such as non-
FDIC insured mortgage companies and mortgage brokers. Regulatory restructuring should address
the systemic risk taxpayers just witnessed caused by the nation’s largest too-big-to-fail institutions
and focus efforts on eliminating future systemic risk.

Important Beneficial Small Business Tax Reforms

For many small businesses, taxes are the second highest cost after labor costs. Therefore, ICBA
strongly supports a number of small business tax relief measures to assist small businesses in
attracting and preserving capital in these difficult economic times.

Flexibility for S Corporations

S corporations continue to be the most prevalent type of corporation in our nation. More than four
million small businesses are structured as Subchapter S corporations including one-third of all banks.
For small businesses, raising capital is critical to the start-up, survival, and growth of the business.
However, arbitrary and restrictive limits on Subchapter S businesses are jeopardizing their ability to
raise capital. Specifically, current tax law restricts the number and types of individuals or entities
that may own S corporation stock. S corporations may not have more than 100 shareholders, new
IRA shareholders, and can only have one class of stock outstanding. ICBA believes these
restrictions should be immediately reformed to spur more private sector solutions for small
businesses to attract capital as Treasury is injecting taxpayer funds as capital into banks. In order to
increase the options for small businesses to raise capital from the private sector, ICBA recommends:

» Increasing the maximum number of allowable S corporation shareholders to 150 from 100;
e Allowing IRAs as eligible S corporation shareholders; and
e Permitting the issuance of preferred stock for all S corporations.

Small businesses including community banks are dealing with frozen capital markets and the near-
impossibility of raising new capital. Immediate adoption of the reforms listed above would go a long way
in creating addition private sector capital-raising options.
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Expand Loss Carryback to Five Years or More

One-third of banks nationwide or more than 2,657 reported a loss in the latest FDIC quarterly
banking profile. Allowing community banks and small businesses with $10 billion in assets or less to
simply spread out their current losses to preserve capital to leverage for lending would help entire
communities weather the deep recession. Expanding the current Net Operation Loss Carryback
{NOL) period to five years or more from two years will help free up small business resources now to
help support investment and employment at a time when capital is needed most. Expanding the NOL
to a five-year carryback simply allows businesses to accelerate the use of allowable NOL deductions
that can be claimed in future years under current law anyway.

Preserve 35% Top Marginal Tax Rate on Subchapter S Income

Maintaining cash flow is vital to the ongoing survival of any small business and taxes are typically
the second highest expense for a business after labor costs. As pass-through tax entities, Subchapter
S taxes are paid at the individual income tax level. Marginal income tax rates do play a critical role
in a small business’ viability, entrepreneurial activity, and choice of business form. Today more than
half of all business income earned in the United States is earned by pass-through entities such as S
corporations and limited liability corporations.

ICBA believes it is important to consider maintaining parity between the top corporate and individual
income tax rates in the Code. Additionally, during this difficult economic period, at a minimum, the current
top tax rate of 35% should be preserved on both small business Subchapter S income and C corporation
income, not increased. This will afford lenders and investors more confidence in extending small business
capital.

Conclusion

The need for affordable small business capital is greater today than ever. Community bankers run
small businesses themselves, live and work in the communities with their small business customers,
and will do everything possible to ensure they can support the credit needs in these difficult
economic times.

Small business credit needs and helpful SBA lending programs should remain front and center. The
ICBA pledges to work with the Small Business Committee to ensure our Nation's small businesses
have the access to capital they need to invest, grow, and to provide jobs and economic growth.
Thank you.
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The National Association of Development Companies (NADCO) is pleased to provide &
statement to the House of Representatives Committee on Small Business about our concems on
the need to improve access to capital by small businesses.

NADCO is a membership organization representing the Certified Development Companies
(CDCs) responsible for the delivery of the SBA 504 program. We represent more than 260 CDCs
and more than 200 affiliate members, who provided more than 98% of all SBA 504 financing to
small businesses during 2008, as well as many other small business programs and services in
their communities. CDCs are for the most part not-for-profit intermediaries with a statutory
mission of community and economic development achieved through the delivery of the SBA 504
and other economic development programs and services customized to the needs of their
respective communities.

NADCO’s member CDCs work closely with SBA and our lending partners to deliver what is
certainly the largest and most successful federal economic development finance program in
history (over two million jobs, $44 billion in authorized 504 loans and the leveraging of over $50
billion in private investment since 1986).

NADCO would like to thank Chairwoman Velazquez, Ranking Member Graves, and the entire
Committee, for continued support of small business in America, the CDC industry and the 504
program. The Committee on Small Business has worked closely with SBA and our industry to
ensure the availability of this valuable economic development program to small businesses for
more than twenty years.

NADCO will provide comments today on the critical needs of the 504 program as we seek to

increase access to long term capital by small businesses during and immediately following this
recession.

Reduce 504 Program Costs for Small Businesses:

NADCO has just been informed that the FY 2010 SBA budget increases the cost of access to the
504 program for small businesses by 38.9 basis points per annum. Further, with the nation’s
unemployment rate being a major factor in the SBA’s “econometric” subsidy model, itisa
certainty that the borrower fee for FY 2011 will also increase, and likely be a larger figure than
for 2010. For the average 504 borrower, this represents an increased interest cost of almost
$50,000 for the life of their loan. For FY 2011, this figure may far more than double. These cost
increases will hit our potential new borrowers just at the time our national economy needs these
companies to expand, create jobs and help pull the country out of the recession. This seems to
negate the benefits of the recently approved benefits through the stimulus bill. We reduced the
cost to borrowers in March 2009 and then will significantly increase the cost in October 2009

Since FY 1997, the 504 program has been at zero subsidy, that is to say, fees paid by small
business borrowers, CDCs and first mortgage lenders have covered the entire cost of the
program. No taxpayer funds have been appropriated for the program in over ten years. While we
have requested a more detailed discussion with SBA’s subsidy experts, an analysis of the OMB
Federal Credit Supplement reveals that SBA is projecting that loan defaults for 504 will increase
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from 3.5% for FY 09 to over 7.3% for FY 10. Together with the unemployment rate increase,
these two factors may well account for the majority of the fee increases over the next two years.

NADCO is concerned about this forecast of the program default rate. Surveys of our CDC
membership and information on bank credit underwriting leads us to a very different conclusion
than the SBA has drawn for this critical factor. In fact, both banks AND SBA’s own
underwriting of 504 loans have become far more conservative during this recession. The “credit
box™ has become much tighter, and only the strongest small businesses are now qualifying for
new loans. Further, with most businesses more carefully husbanding their cash, demand for fixed
plant expansion is coming from only the stronger small businesses. Finally, appraisers have
become much more conservative in their valuations of commercial real estate, making expansion
capital of any kind much more difficult to obtain.

Combining all these factors, it is clear that the FY'10 loans we make to small businesses may be
among the best and most conservative in the twenty-two year history of 504 lending. NADCO
strongly believes that loan defanlts for the 2010 loans will substantially decline, not go up, as
now forecasted by SBA’s subsidy modelers.

The result will be that, just as accurred in FY 1997 when OMB grossly overestimated the
defaults and cost thousands of small businesses millions in inflated guarantee fees, for FY 2010
we will see borrowers paying unnecessarily high program fees at the worst time: when they need
access to affordable 504 loan capital so they can preserve their cash for working capital to
undertake their company expansion and create jobs. With inflated guarantee fees for both FY
2010 and 2011, almost 20,000 small businesses will pay millions in extra fees to SBA over the
entire twenty years of their 504 loans.

We ask the Committee to consider the impact of these increased guarantee fees on the very small
businesses that are the job creators that will lead America out of this recession. NADCO believes
that the only way to restore the fairness of this subsidy process is for Congress to step in and
appropriate sufficient federal funds to offset these fees. We request this be taken up as soon as
possible in order to negate the impact of this subsidy fee on our borrowers for FY 2010.

Reach Out to More Small Businesses With New Capital:

The Congress and the Obama administration have worked hard to put more fixed asset and
working capital in the hands of small businesses hard pressed by this recession. Our industry
thanks both the Congressional Small Business Committees for taking a leadership role by adding
key programs to the stimulus bill earlier this year that are beginning to impact capital access and
job creation.

However, our industry believes that more should be done quickly to have even more impact.
Even as SBA worked to implement new programs and fee reductions created through the
stimulus bill, the loan eligibility and underwriting policies set forth by SBA that are so critical to
maximize the effectiveness of these programs were drifting towards more conservative
interpretations on numerous issues.
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For example, even with a history of successful lending and no data demonstrating unusual loan
losses, SBA has moved to restrict 504 borrowers from accessing their personal home equity in
order to inject these funds into their new 504 expansion projects. NADCO and the banking
industry have prevailed upon SBA to reconsider this policy and collect data to mitigate its
negative impact on business borrowing. We arc hopeful that SBA will reverse the planned
implementation of this potentially highly restrictive policy.

SBA has also moved fo interpret the energy-saving project financing changes passed by
Congress in ways that are unusual and inconsistent, to say the least, NADCO is working with
SBA to try to maximize the impact of these program enhancements and provide financing that
will incent businesses to become much more energy efficient as they expand their plants.

Our discussions with member CDCs and banks lead us to believe that there are many sroall
businesses eager to expand that either need access to larger guaranteed loan amounts, or have
already used up their allocated maximum for 504 under current law. Sometimes these are larger
businesses that can create many more new jobs with a new plant; other times they may be
successful entrepreneurs that have one or two stores today and want to add more sites based on
their current (and profitable) business models. NADCO believes that these restrictions can be
addressed in three ways: first, increase the maximum 504 debenture beyond its current limit of
$1.5 million, second, allow & borrower to maximize use of both 504 and the 7(a) loan limits for a
single project, third, eliminate the regulation that restricts business owners with higher net worth
from participating in 504 projects. These are the very business owners that can create the most
jobs as their businesses expand, and do so with the least risk of future loan default.

Our industry is concerned about the potentially catastrophic damage to the nation’s
entreprencurial sector as a result of the current capital markets and banking sector crisis. The
commercial mortgage backed securities industry remains frozen and banks are failing, or failing
to lend, in spite of historic efforts by this Congress and Administration to get these markets
moving. One area where this is having very adverse effects is in situations where companies own
their own buildings, but have financed these buildings with conventional financing which often
has 5 year call provisions. As the banks for these companies fail or substantially tighten their
lending standards, performing loans to good companies are being called, causing historically
good small businesses with performing loans to be put into foreclosure and causing jobs to be
lost. Because of the CDC industry expertise in providing optimally structured fixed asset
financing to small business, we believe 504 should be made available refinance this badly
structured conventional debt and save these good companies and the jobs they have created.

NADCO is also concerned that many small businesses that urgently need working capital to fund
salaries, raw materials, inventories, and everyday expenses are being hamstrung by their inability
to gain access to needed working capital from their substantial commercial real estate equity.
This equity is locked up in the current capital markets and banking crisis, with many banks
simply unwilling to renew even good loans as federal and state regulators force major
adjustments in bank balance sheets and loan portfolios. We believe that SBA and our industry
can work together to craft means to assist in these situations and provide fresh capital to these
smail businesses, while retaining sufficient real estate collateral to protect the taxpayer. We urge
Congress and SBA to work with NADCO to develop and pass legislation fo make regulations
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more flexible, especially during this recession in which businesses are collapsing due to lack of
working capital, even as they sit on substantial real estate equity that they cannot access dueto a
crisis in the pation’s capifal markets.

Reduce Loan Losses by Focusing More Effort on Liquidation:

Clearly, loan defanlts and charge offs within the 504 portfolio are increasing. However, NADCO
believes that the net losses for the program do not have 1o increase at the same rate. At Congress’
direction several years ago, SBA created a new regulation that enabled it to take advantage of the
recovery expertise within the CDC industry to increase the labor effort focused on liquidating
collateral from defaulted loans, and going after guarantors of those loans at the local level. All
agreed that this was especially difficult for SBA, as it has only two small and extremely
overworked liquidation staffs, located in Little Rock and Fresno, with no local recovery
specialists able to do this work in every city and town. They are simply too far away from the
projects and too small of a staff to maximize recoveries on the growing number of loan defaults.

This work is highly specialized and invariably requires staff work in local courts, as well as local
contractors to maintain collateral property and negotiate seitlements with local guarantors. Many,
if not most, CDCs already perform such tasks for other loan and grant programs they administer.
They have simply not been given the ability and freedom by SBA to do this on a broad scale for
504. Nor, have they, as set up in the SBA’s own regulations, been given the expense
reimbursements for the costly work of their staff efforts to maximize recoveries.

NADCO believes that the charge off losses for the 504 program can be reduced over time if
CDCs are given the freedom to perform recoveries and seek settlements from loan guarantors of
504 projects. This will require cooperation with, rather than dictation from, SBA liquidation
staff, who sometimes have far less experience that CDCs at this work. It will also require greatly
improved and accurate collections of payments and loan accounting systems. NADCQ continues
to make proposals to SBA regarding use of its centralized loan servicing contractor to improve
this process and speed up collections and payments for defaulted notes that are renegotiated with
borrowers or guarantors, with access to this information provided to the CDC industry to assist
them in their recovery efforts.

The Need to Make SBA Programs more Relevant and Productive:

Loan volume for both the 504 and 7(a) guarantee programs has improved slightly since passage
of the stimulus act, but many of those benefits are just now being implemented by the SBA.
However, in spite of the Stimulus bill, both programs are still down over 50% from their highest
levels two years ago.

A substantial part of this volume loss is clearly due to this historic recession with small
businesses pulling back on demand for long term capital. But, part may also be due to SBA, and
even our own lending industries, failing to fully respond in innovative new ways to the ever-
changing needs of small business financing. As we have seen with our inability to convert equity
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to working capital, and the ever more conservative policies on loan programs, it is possible that
SBA’s programs are becoming less relevant as small businesses are pushed to find other, and
often more expensive, means of funding their growth and job creation.

Each of these guarantee programs is over twenty years old, and an environment of restrictive and
over-bearing regulations has evolved within the Federal bureaucracy. With this new
administration, and the fresh thinking from senior policymakers it is attracting, NADCO sees an
opportunity to break out of the old program’s structure and bureancracy. We see the chance to
work with this new leadership team, and with the new Congress to expand the reach of the many
benefits of both 504 and 7(a) to more borrowers with different capital needs in new and leading
edge industries that will be the job creators for the next fifty years.

Working together, we must become more creative and flexible in serving the needs of these new
industries. We can’t finance just hotels and C-stores and create the kinds of jobs that Americans
will move into in record numbers to create new wealth, Working together, we must tear down the
walls of arcane, irrelevant and restrictive regulations or policies that create unnecessary batriers
t0 reaching the industries of the 21¥ century’s economy.

Further, neither SBA nor our CDC industry should shy away from working with other lending
industries or other federal credit agencies such as EDA, HUD, USDA or Treasury to create new
financing tools that will maximize job growth and economic development for our nation. Instead,
we should embrace the coneept of change for our program in order to respond to new small
business needs.

In the end, SBA should recognize the expertise and the broad financing knowledge of its lending
partner industries. CDCs are not just loan packagers; they are versatile and skilled economic
developers that have the well-being of their communities as their number one goal. SBA can
leverage this industry’s skills and contacts to expand its own programs and re-make itself into a
more relevant agency whose impact can be so much rmore substantial and be felt by thousands of
additional small businesses.

Conclusion:

In its fifty-six years of existence, SBA has become the most efficient and certainly the most
successful small business economic development agency in the Federal government. By
leveraging its guarantee authority and lender industries, SBA has directly assisted in the creation
of over five million jobs through more than $200 billion in 504 first mortgages, 504 second
mortgages and 7(a) bank loans. Many hundreds of thousands of small businesses have been
assisted. Every State has seen the job growth and business success achieved by the capital
brought to them by SBA programs. SBA has touched the lives of millions of business owners
and employees in its short existence. Few agencies can claim this record of accomplishment and
impact on our economy.

But like any maturing organization, SBA has fo re-evaluate its product lines, and strive to serve

the changing needs of America’s small businesses. With fresh leadership bringing extensive
market and financing knowledge to the agency, and with the twin pains of plummeting loan
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volume and increasing loan defaults, we have the “fiery cauldron” of opportunity from which
new and revolutionary programs can evolve tomorrow.,

Failure to respond to the new needs of 21% century small businesses will make both the SBA and
its programs less and less relevant in the next 56 years, and even in the next decade. Success in
changing its programs and throwing off the burden of its increasing regulatory bureancracy wil
keep it in the forefront of small business assistance. This will certainly lead to the creation of
another five million new jobs at a time when solid, well-paying American jobs will be precious
indeed for our economy.

NADCO urges the Congress, through the two Small Business Committees, to collaborate with
the new SBA management and with far-sighted, market driven lenders to tear down those
unneeded and overly restrictive regulatory walls and create the financing and economic
development programs so vital to America’s future in a competitive new world.

“By working together we can help get America working.”

Thank you.



57

CUNA & Affiliates

Credit Union National Association, Inc.
601 Pennsylvania Avenue NW

South Building, Suite 600

Washington, D.C. 20004

(202) 638-5777

WRITTEN TESTIMONY
OF

ROGER HEACOCK
PRESIDENT AND CEO
BLACK HILLS FEDERAL CREDIT UNION
ON BEHALF OF THE
CREDIT UNION NATIONAL ASSOCIATION

BEFORE THE COMMITTEE ON SMALL BUSINESS
U.S. HOUSE OF REPRESENTATIVES

“Laying the Gr dwork for E ic Recovery: Expanding Small B
Access to Capital”

JUNE 10, 2009



58

WRITTEN TESTIMONY
OF
ROGER HEACOCK
PRESIDENT AND CEO
BLACK HILLS FEDERAL CREDIT UNION
ON BEHALF OF THE
CREDIT UNION NATIONAL ASSOCIATION
BEFORE. THE COMMITTEE ON SMALL BUSINESS
U.S. HOUSE OF REPRESENTATIVES

“Laying the Groundwork for E ic Recovery: Expanding Small B
Access to Capital”

JUNE 10, 2009

Chairwoman Velazquez, Ranking Member Graves, and Members of the Small Business
Committee, thank you very much for the opportunity to testify at today’s hearing on “Laying the
Groundwork for Economic Recovery: Expanding Small Business Access to Capital” on behalf of
the Credit Union National Association (CUNA). CUNA is the nation’s largest credit union
advocacy organization, representing over 90% of our nation’s approximately 8,000 state and

federal credit unions, their State credit union leagues, and their 92 million members.

My name is Roger Heacock, and I am President and CEO of Black Hills Federal Credit Union in
Rapid City, South Dakota. Our field of membership includes businesses located in and
individuals, who live, work, worship, or attend school in Pennington, Custer, Fall River,

Lawrence, or Meade Counties in South Dakota.

I am honored to be here to speak to you about the impact that SBA lending has on our Jocal
economy, to our credit union and most importantly to our members, and to suggest ways to

improve SBA programs.

I would also like to note that CUNA President Dan Mica appreciated being among those at the
White House March 16 when President Obama announced his Small Business Lending
Initiatives, and we are looking forward to working with new SBA Administrator Karen Mills,

who has already undertaken steps to revitalize the agency.

Black Hills FCU’s Experience with the Small Business Administration
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Black Hills FCU was first authorized to do SBA lending in January 2003, and we truly value our
partnership with the SBA. In May 2009, Black Hills FCU received the District Director’s
Leadership Award from the South Dakota SBA. Black Hills FCU wrote more SBA loans in the
state of South Dakota than any other financial institution during 2008—29 SBA loans for a total
of $1,644,400, which is an average of $56,703 per loan.

We find working with the SBA beneficial to the credit union and our members for several

Teasons.

SB4 Programs Are Particularly Helpfil for Start-up Businesses

First, our relationship with the SBA gives us the opportunity to serve our members who are
interested in starting their own businesses. We have a number of members that started small
businesses, using SBA loan funds, while continuing to work at their primary job as their main
source of income. Many of these businesses started out in their home or garage, and as their small
business slowly began to grow, they were able to move their business to a bigger location and
were able to quit their job. The business matured and we were able to help them out. The SBA

helped us be there for our members.

There is additional risk to these types of borrowers and, quite frankly, other lenders shy away
from helping them because there is not a proven cash flow with these borrowers. We are able to
lend to this type of borrower because of the guarantee that SBA provides. The programs allow us
to help the borrower who comes in and may not have the equity investment we would generally
like to see, but has a good business plan. We looked to the SBA to help us create an acceptable
level of risk and it was a win-win situation for all of us — the Credit Union and the SBA and the

borrower.
As a result of our ability to make these small loans to start-up businesses, we have seen these
businesses grow, and that has resulted in additional employment opportunities, even during these

difficult economic times.

Excellent Support from Small Business Development Centers and Our District Office
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We find we receive excellent support from the Small Business Development Center, an affiliate
of the SBA. When someone comes into the credit union inquiring about an SBA loan, we often
refer them to the SBDC because they have people with expertise that can work with the borrower
to develop the business plan, complete cash flow projections, as well as pro forma income
statements and balance sheets. We accept documents from the SBDC as part of our review plan,
and it facilitates the application process and increases the member’s probability of being

approved for a loan.

In addition, we also have an excellent relationship with the South Dakota District Office in Sioux
Falls. We can generally call or e-mail them with a question or a concern and they get right back
to us. And, if there is a question that they cannot answer, they will refer it to the national level.
They give us direction and guide us on certain programs processing and servicing issues. This
level of service is ultimately advantageous for the borrower. They are just very supportive. I
cannot say enough about the SBA District Office here in South Dakota on the SBA and how

supportive they have been for us.

SBA Supports the Borrower

The SBA seems to approach its mission from a similar perspective as we approach our lending—
with the borrower as the primary focus. When there is a problem, the SBA, in our experience,
has been open to work-out solutions. They do not pressure us to liquidate the borrower. They
want to work with us and the borrower on a solution to bring the business back to a state of
financial health. In many respects, the approach we have found the SBA takes with problem
foans is consistent with the credit union spirit. Instead of asking, “What’s the best way to cut our

loss,” they ask, “What's the best solution?”

CUNA is aware that some lenders, including some credit unions, have not had such a good
relationship or positive experience with the SBA. In addition to the barriers presented by the
statutory credit union member business lending cap, credit unions also identify the application
process, fees, timeliness of decision-making and difficulties with SBA district and central offices
as reasons that they either do not participate in SBA programs, or do not do more SBA lending.

In that connection, we think there are ways to improve the work that is done by the SBA.

Maintain or Lower Fees
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CUNA strongly supports legislative initiatives to reduce the SBA fees and has advocated for the
highest possible appropriation in order to keep SBA programs even more beneficial to small
business and accessible to credit unions. CUNA believes that the greater the number of available
sources of credit to small business, the more likely a small business can secure funding and

contribute to the nation’s economic livelihood.

We encourage Congress and the SBA to maintain or lower fees because cost has become a major
obstacle for the small entrepreneur. We greatly appreciate Congress setting aside $375 million
for the temporary elimination of fees on SBA-backed loans and raising SBA's guarantee
percentage on some loans to 90 percent, as part of the American Recovery and Reinvestment Act
of 2009. This additional assistance is available until the end of the year or whenever the funds

are exhausted, whichever comes first.

As the Committee reviews SBA programs, we encourage Congress to make additional funds
available to the agency so that fees can remain low and the guarantees can remain generous. SBA
fees have a direct impact on small businesses’ ability to borrow under SBA programs. A 3% fee
on a $200,000 SBA loan is $4,500 that the business must pay either at origination or over the
course of the loan. The fees can become an obstacle for us as a lender when we are working with

a borrower.

Improvements to the SBA’s Electronic Communication and Application Systems

We encourage the SBA to develop an email notification system for lenders in order to improve
communications regarding procedural changes. Currently, we are not notified when the SBA
makes procedural changes to its programs. Lack of notification opens us up to exposure because
we are operating under a certain set of rules that has changed without our knowledge—if we do
not follow the proper procedure, we may not get the guarantee if the loan goes bad. This could be

avoided if lenders were made aware of changes in procedure at the SBA.

While this certainly is not a suggestion that requires a legislative fix, we would also encourage
the SBA to continue to make improvements to the agency’s website aimed at making it more
user-friendly to both lenders and borrowers. Many of the forms that we are required to use are

not up-to-date on the website.
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Additionally, we encourage the agency to find ways to improve its E-Tran system. While we
appreciate the goal to make the application process more efficient, as it has currently been
implemented, we find it to be more time consuming. The application pages are difficult to

complete, and errors on the application are easier to make and harder to correct using the system.

The Size of Eligible Business

The SBA has adopted an interim final rule that will revise the size criteria for a small business
eligible for a 7(a) loan; the rule took effect on May 5, 2009. In addition to the current size limit,
the new rule will allow a small business to be eligible if it has a tangible net worth of up to $8.5
million and average net income after federal taxes of up to $3 million. SBA estimates about
70,000 businesses would meet the new criteria. While the new size standards will end September
30, 2010, we support this initiative as a very positive step to help boost the small business

community and the broader economy.

Credit Union Involvement in SBA’s 7(a) L.oan Program

CUNA is a strong supporter of the 7(a) loan program, which provides America’s 26 million small
business owners with the capital and technical assistance needed to start and expand their
businesses. We view the 7(a) program as an essential tool for achieving the credit unions’
mission of serving all the credit needs of members, particularly low-to middle-income individuals
and groups living in communities that are not adequately served by other traditional financial

institutions.

CUNA strongly encourages our members to make use of the 7(a) program. Yet, while the
number of credit unions participating has increased, currently, less than 3% of all U.S. credit
unions offer SBA loans to their members. Larger credit unions are more likely to be involved
with SBA loans, and with business lending generally. About 28% of credit unions with more
than $500 million in assets offer 7(a) business loans. And, while the number of credit union 7(a)
loans has grown steadily since 2003, such loans represent only a small portion (1.6%) of all

business lending to credit union members.

Several important factors discourage larger numbers of credit unions from participating as 7(a)

lenders. First the statutory cap on credit union member business lending (MBL), which is
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discussed in detail below, restricts the ability of credit unions offering MBLs from helping their
members even more, and discourages other credit unions from engaging in business lending.
Even though the cap does not apply to SBA loans, it is a real barrier to some credit unions
establishing an MBL program at all. That is because not all loans fit SBA parameters and credit
unions are reluctant to initiate an MBL program when they may reach the cap in fairly short

order.

A second factor limiting credit union participation has been SBA policies that, until 2003, limited
credit union eligibility to participate in the 7(a) program only to credit unions with geographic or
community charters. Since the number of credit unions with community charters still represents a
small percent of all credit unions, this severely limited credit union access to the program.
Fortunately, SBA issued a revised legal opinion on Febrary 14, 2003, removing restrictions on

the types of credit unions eligible to participate as 7(a) lenders.

‘While SBA’s 2003 policy change was good news for credit unions, it may prove to be even more
important for small businesses. In 2005, an SBA research publication noted that large bank
consolidation is making it more difficult for small businesses to obtain loans.! Given the fact that
the average size of a credit union member business loan is approximately $216,000, and the
average credit union SBA 7(a) loan is approximately $73,000, this is a market that credit unions

are well suited to serve. And this is a market that credit unions are eager to serve.

! Small Business Administration. The Effects of Mergers and Acquisitions on Small Business Lending by
Large Banks, March 2005.
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business lending. However, please allow me to paint a picture of the member business loan

(MBL) activity of credit unions.

As noted above, member business loans that credit unions provide their members are relatively
small loans. Nationally, credit union business lending represents just over one percent (1.06%) of
the depository institution business lending market; credit unions have about $33 billion in
outstanding business loans, compared to $3.1 trillion for banking institutions.” In general, credit
unions are not financing skyscrapers or sports arenas; credit unions are making loans to credit

union members who own and operate small businesses.

Despite the financial crisis, the chief obstacle for credit union business lending is not the
availability of capital—credit unions are, in general, well capitalized. Rather, the chief obstacle
for credit unions is the arbitrary statutory limits imposed by Congress in 1998, Under current
law, credit unions are restricted from member business lending in excess of 12.25% of their total
assets. This arbitrary cap has no basis in either actual credit union business lending or safety and
soundness considerations. Indeed, a subsequent report by the U.S. Treasury Department found
that business lending credit unions were more regulated than other financial institutions, and that
delinquencies and charge-offs for credit union business loans were “much lower™ than that for

either banks or thrift institutions.®

The cap is overly restrictive and undermines public policy to support America’s small businesses.
It severely restricts the ability of credit unions to provide loans to small businesses at a time when
small businesses are finding it increasingly difficult to obtain credit from other types of financial

institutions, especially larger banks.

The cap not only restricts the credit unions that are engaging in business lending and approaching
their limit, but also discourages credit unions who would like to enter the business lending

market. The cap effectively limits entry into the business lending arena on the part of small- and

? All financial data is March 2009. Credit union data is from NCUA; Bank data is from FDIC.
? United States Department of Treasury, “Credit Union Member Business Lending.” January 2001.
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medium-sized credit unions—the vast majority of all credit unions—because the startup costs and
requirements, including the need to hire and retain staff with business lending experience, exceed

the ability of many credit unions with small portfolios to cover these costs.

Today, only one in four credit unions have MBL programs and aggregate credit union member
business loans represent only a fraction of the commercial loan market, Eliminating or expanding
the limit on credit union member business lending would allow more credit unions to generate the
level of income needed to support compliance with NCUA’s regulatory requirements and would
expand business lending access to many credit union members, thus helping local communities

and the economy.

While we support strong regulatory oversight of member business lending, there is no safety and
soundness rationale for restricting credit union member business loans as the law currently does.
There is, however, a significant economic reason to permit credit unions to lend without statutory
restriction, as they were able to do prior to 1998: America’s small businesses need the access to
credit. As the financial crisis has worsened, it has become more difficult for small businesses to

get loans from banks, or maintain the lines of credit they have had with their bank for many years.

A growing list of small business and public policy groups agree that now is the time to eliminate
the statutory credit union business lending cap, including the Americans for Tax Reform, the
Competitive Enterprise Institute, the Ford Motor Minority Dealer Association, the League of
United Latin American Citizens, the Manufactured Housing Institute, the National Association of
Mortgage Brokers, the National Cooperative Business Association, the National Cooperative
Grocers Association, the National Farmers Union, the National Small Business Association, the

NCB Capital Impact, and the National Association of Professional Insurance Agents.

We hope that Congress will eliminate the statutory business lending cap entirely, and provide
NCUA with authority to permit a CU to engage in business lending above 20% of assets if safety
and soundness considerations are met. We estimate that if the cap on credit union business
lending were removed, credit unions could—safely and soundly—provide as much as $10 billion

in new loans for small businesses within the first year. This is economic stimulus that would not

cost the taxpayers a dime, and would not increase the size of government. We also support
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revising the statutory floor on what constitutes an MBL from the current $50,000 to a more
realistic level of $250,000.

Madame Chairwoman, thank you very much for convening this hearing and inviting me to testify.

T look forward to answering the Committee’s questions.
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Madam Chair, Ranking Member and Members of the Committee:

Thank you for the opportunity to appear today to offer the National Association of Small Business
Investment Companies’ (NABSIC) views on the important issue of how to lay the groundwork for
economic recovery by expanding small business access to capital. My name is Holly Huels and [ am the
Senior Vice President of Capital For Business (CFB) in St. Louis, MO. I am also Chairwoman of the
NASBIC’s Board of Governors.

While much of the attention has been paid to the General Motors, AIG, and other ailing behemoths, the
plight of millions of small business owners and entrepreneurs has not received the same media attention.
We appreciate this Committee’s continued commitment to small businesses and efforts to keep small
businesses as part of the Congressional agenda. We particularly appreciate the reforms that were
incorporated into the Recovery Act. Your actions have helped many of our small business partners.

CFB is a private equity firm focused on providing capital to small businesses with proven management
teams and a high potential for growth. Founded fifty years ago as one of the first SBICs, we have
invested in over 80 companies across a wide range of industries including consumer, commercial,
distribution, manufacturing, and service companies throughout the US. CFB’s goal is long-term growth
and the creation of value by bringing unique financial, operational, and industry expertise to help
management teams grow their businesses. We do not purchase companies with the intention of reducing
employees or selling off key assets in order to realize short-term profits. We invest, in cooperation with
exceptional management teams, fo improve companies and increase long-term shareholder value for all
investors.

CFB has invested in companies from Pennsylvania to California. Today much of our portfolio is in the
Central US. The difficult economy has impacted our current 20 portfolio companies just as most
companies in America have been affected. Revenues and profits have declined. However, CFB as well
as most SBIC investors take a long-term view toward investing in US-based companies. We have
continued to support our investments by working with our management teams and commercial banks and
providing additional capital from our own funds, when appropriate. Many of our companies are not
currently growing due to the difficult economy. However, over CFB’s long history, our portfolio
investments have typically grown, increasing their employee base and paid taxes.

Over this 50 year period, the SBIC program has provided over $55 billion of financing to over 106,000
U.S. based businesses. While these are large numbers, [ assure you the program is underutilized. The
U.S. credit markets have experienced a significant contraction especially to small companies. SBIC
financing is the one program available to US small business that remains available when other financing
sources have retracted.

SBICs are private equity funds that invest exclusively in domestic small businesses. While the bigger
names in the private equity and venture world invest globally, SBICs invest locally in the main street
businesses that employ your constituents. Many of SBA’s greatest success stories — Federal Express,
Intel, Qutback Steak Houses, Whole Foods, Apple, Quiznos, and PeopleSoft — received their early
funding from SBICs. SBICs are the right partnership for policy makers and the private sector to work
together to end this recession, grow the economy, and create jobs.

Since 1958, the SBIC program has been a successful, market-driven collaboration. The program design is
simple and effective: debenture SBIC fund managers raise private capital for investment in small
businesses and are able to enhance these investments by borrowing money periodically from SBA.
Currently the SBIC Debenture program has the capacity to facilitate investments of about $4 billion
dollars a year into America’s job creators. However, only about $1.5 billion dollars a year is currently
being facilitated by the SBIC program. Over the next four years that is an opportunity cost of
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approximately $10 bitlion dollars — 100% of which would otherwise be invested in job creating domestic
small businesses. This is particularly troublesome because the existing SBIC Debenture program fully
pays for itself and often returns a profit to the government. For example, the SBIC Debenture program
has returned over $340 million dollars to SBA in excess of the costs of running the program and this
number does not include any of the increased tax revenues from the small businesses that benefitted from
the program. As the champions of small business, we are asking this Committee and SBA to emphasize
the SBIC program and fully utilize its potential. Please reform the program to help today’s small business
become tomorrow’s icons of the American economy.

Current State of the Market

Smali Business Access to Capital

Capital for small business investment is in very tight supply, but demand is strong. It is in times of
economic stress that small businesses can be nimble to take advantage of growth opportunities, but they
need access to capital. Right now, seed and early stage investment has shriveled to exceptionally low
levels. Growth and buy out capital is hard to come by. Senior lending by banks has pulled back
dramatically.

NASBIC polled its members and found that 100% of the respondents reported that they had experienced
banks pulling or reducing senior lines of credit for investments that normally would have no difficulty.
75% of the respondents reported less subordinated debt available for small businesses. One of the most
respected publications for the lower and middle markets, GF Data Resources, recently reported that we
“are now in the throes of a dramatic slow down in non-distressed private equity sponsored buyout
activity.”! However, unlike the rest of the market, SBICs are still investing in small businesses. SBICs
have provided approximately $1.3 billion to small businesses in 2009. These funds were invested in over
1900 transactions in 1068 companies. The average amount of investment in each company is slightly over
$1 million. These may sound like small numbers by Washington standards, but to small businesses every
one of these dollars is a very big deal. The SBIC Debenture program expands access to critical capital to
the nation’s small businesses. This effort is hindered by the relatively low number of licensed SBICs.
Imagine what could be done if the program were running anywhere near full capacity.

For seed and early stage companies the situation is even worse. Early stage and equity investing for small
business has largely dried up. The SBA previously had an effective tool that was exceptionally successful
at using the private market to steer equity investments into domestic small businesses with the taxpayer
money enhancing the effect. The SBIC Participating Securities program needed reforming, but instead of
being reformed, it was deactivated and now lies dormant. While it lasted, this program had an Internal
Rate of Return of almost 11%, invested over $13 billion in small businesses, created over 385,000 new
jobs and saved hundreds of thousands more. While almost 70% of venture capital dollars go to high tech
and life science industries, this program invested heavily in small business manufacturing. More than half
of VC investments are made in California and Massachusetts, but the SBIC program invested more than
70% in other states that are often starved for investment capital. SBICs are still a source of capital for
early stage companies, investing in almost 300 so far this year, but there has been over a 30% decline
since the mothballing of SBA’s equity option.

Meanwhile the debenture program provided over $800 million over the same period. The demise of an
early stage and equity option from SBICs has contributed to the dearth of early stage capital and is a road
block to our economic recovery. These SBICs were the most reliable source of equity capital for U.S.
small businesses dealing with the fallout of the recession that began in 2000. All venture capital
investments fell 83% between 2000 and 2003 according to Venture Economics. SBIC investments during
that period—a total of $5.25 billion—fell just 23%. A recent survey by the National Association of Seed
and Venture Funds found that over 90% of early stage entrepreneurial companies, some of the nation’s
best job creators, are having serious difficulty raising follow on capital.

! GF Data Resources May 2009
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Unfortunately for America’s small businesses, the demand for SBIC capital is increasing at a time when
the SBIC program is at its nadir. Last year only six SBIC funds were licensed. This is down by over 90%
from the peak of over 60 a year in the late 1990s. Licensing in the 1990°s took only a few months. In
contrast, last year many SBIC licensees had to wait over a year. Without new SBIC licenses, small
businesses are being denied funds that could be providing growth capital. The good news is that in FY
2009 SBA has licensed nine SBICs — a 50% increase from the nadir of 2008 — with SBA openly trying to
get licensing waiting periods down to four months. This is a good start, but a better target would be 30 to
40 new funds a year.

New Capital for SBICs Means More Capital for Small Businesses

There is a dramatic uptick in the number of funds that are interested in becoming SBICs. With fewer
limited partners investing in private equity, limited partners feeling the stress of the market downturn, and
institutional investors holding onto capital, the SBIC program can be a win-win-win for private equity
funds, small businesses, and policy makers. SBIC informational seminars were recently held by some of
our industry partners in New York, Chicago, and Charlotte and with attendance so large that some rooms
had to be expanded. As interest in the program grows, more of these seminars are being planned across
the country.

NASBIC partners with SBA to provide regulation training for applicants to the SBIC program. The next
class was expanded twice and is sold out. Our next class is scheduled for October and is nearly sold out.
The private equity world is taking a fresh look at the SBIC program. We urge Congress and the
Administration to seize the opportunity to bring in new partners and dramatically increase the investment
capital available for small business. Now is the time for Congress and the Administration to fully utilize
the SBIC prograr.

Renewable Energy

There is a lot of interest in renewable energy and other technologies. While SBICs invest in small
business across almost all industry sectors, SBICs are not yet able to utilize the “energy debenture” that
was passed by Congress. We do not yet know if the energy debenture will be successful in expanding
small business investment in these areas, but until SBA implements this new debenture we do not know
what the effect will be on these small businesses of the future. Some major market participants are
actively reviewing ideas for a new debenture model to promote energy efficiencies. With your help,
SBICs can make sure that the green economy will be open to innovative small businesses and not just the
biggest multinationals. These regulations need to be put in place quickly and more green investing
options should be authorized.

Bank Investments in SBICs

Banks are important investors in many SBICs. Banks receive excellent returns on their investments and
many also get CRA credit. However, since the passage of Gramm-Leach-Bliley the number of bank
SBICs and amounts invested in SBICs has dropped dramatically. Currently, banks are under intense
pressure to maintain or increase capital reserves so the outlook for bank investments is not promising. As
more pressure is being placed on banks to get capital out to small businesses, the SBIC program should be
an attractive public policy option for both banks and policymakers.

Laving the Groundw r E i ve

The SBIC program must be used to its full potential. Small businesses need growth capital and they need
it now. Capital for small businesses must not be a handout or bailout. The program should be market
driven and protective of the taxpayer’s money and trust. To achieve its full potential the SBIC program
must attract and accept only qualified partners. Policymakers should remove barriers to entry and create
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incentives to partake in this socially conscious form of investing that provides profits for investors and
jobs for Americans.

Maximizing the Impact by Keeping Successful SBICs in the Program

Proven and successful SBICs are often “graduated out” of the program because the relicensing process is
too slow and cumbersome and the leverage limits for “family of funds” becomes constraining. The loss of
these established funds must be stopped. The program benefits from keeping funds that have developed
expertise in the small business sector. To correct this problem we recommend that SBA create an
“expedited relicensing process.”

Every three years any licensed SBIC should be automatically eligible for a new additional license subject
to the following restrictions: the SBIC must be financially sound, have no major negative audit findings,
have no major examination findings, have 2/3 of the same management team, and be in regulatory
compliance. To be granted an expedited relicense, the SBIC must have a new background check, proof of
private capital raised, pay all appropriate fees and submit a declaration that their new business model is
similar to their previous model. Successful SBIC management teams are well known to SBA and there is
no taxpayer protection added by an expensive, duplicative, and year long process. New or troubled funds
should not be eligible for expedited relicenses.

If we are to keep successful SBIC funds in the program, raising the leverage limit for a family of funds is
also very important. The normal life cycle of a single SBIC fund is ten years with a maximum $150
million leverage limit. With expedited relicensing a new license could be granted every three years and
therefore a higher leverage limits will be needed to accommodate the capital needs of multiple funds.
Under this scenario for a family of SBIC funds, one fund might be just getting started with $50 million in
leverage. A second fund might be at its investment peak with $150 million in leverage. A third fund
might be winding down with $75 million in leverage outstanding. The current limit of $225 million was a
dramatic improvement for successful repeat funds, particularly in this time of economic crisis. However,
if we are to truly lay the groundwork for keeping more successful funds in the system then even the
current family of funds limit should be increased or eliminated.

There is one option that could release large amounts of capital nearly immediately - extending the
investment period for current SBICs. Many successful SBICs are in the wind down phase, but do not
have to be. If existing, successful SBICs were allowed to extend their investment period by two years and
access the program’s leverage, then many more small businesses could be funded within a matter of days
or weeks. There would be no increased risk to the taxpayer because only successful and currently
licensed funds could access the extended investment period. Small businesses need capital now and are
not served by an arbitrary investment period that cuts off the best SBICs when they are needed most.

A National SBIC Program

The SBIC program provides capital in areas of the country often overlooked by the rest of the private
equity and venture capital community. Despite this fact, there are areas of the country that need more
SBIC coverage. A concerted effort should be made to publicize this program and to welcome new
licensees, particularly from the western United States. Policymakers should also make it easier to raise
capital for SBICs by allowing a higher percentage of capital to come from state sources. There are a
number of funds that have attempted to become SBICs who were either delayed or rejected for a SBIC
license because of the current state limit of 33%.

Welcoming Banks to the SBIC Program

Banks are being asked to hold more capital while increasing lending and investment. Policy makers
should encourage and incentivize banks for investing in SBICs. Banks get CRA credit for providing
capital to SBICs, but this credit is sometimes done on a case by case basis. A strong public statement
from bank regulators would provide an incentive to partner with SBICs. Moreover, if banks are
welcomed and incentivized to become leveraged SBICs they could then triple the amount of capital they
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invest in small businesses. This could be done in a way that does not cost the taxpayer while minimally
reducing their regulatory capital.

Prevent Regulatory Disi tives to B ing an SBIC

SBICs compete in a free and open market as they invest in small business transactions. If the number of
SBICs is to increase and thereby grow the amount of capital available for small businesses, then
disincentives should not be placed on becoming an SBIC. For example, SBA currently limits the interest
rates that SBICs earn if equity warrants are part of the investment package. SBA also limits enforcements
of default rates. Both of these provisions need reforming because they limit taxpayer protections for being
paid back and risk the SBIC’s bottom line compared to non-SBICs. There should not be a penalty for
partnering with SBA to invest exclusively in domestic small businesses.

Following the scandals in several of the mega private equity funds, there have been calls to regulate
private equity, including SBICs. SBICs are already highly regulated and screened to levels that the SEC
has never matched and likely never will. Additional regulation by the SEC or other bodies would just
increase the regulatory burden for being an SBIC. SBA’s reporting requirements are already out of sync
with GAAP and will be out of sync with the SEC too. SBA’s requirements are stricter. Adding SEC
regulation would only add cost — not taxpayer protection. SBICs and the entire lower and middle markets
pose no systemic tisk and should not be punished for the sins of a few scandalous mega funds.

Revive an Equity Focused Program

We are in a recession. This fact makes the availability of equity capital, or lack thereof, even more
important to America’s small businesses. Equity capital is the foundation upon which any company is
built. A company’s ability to raise senior debt and lines of credit-—absolutely essential to business
success—relates directly to its ability to raise equity capital. Congress and the Administration should
review proposals that establish tools for SBICs to invest equity in a manner that protects the taxpayer and
provides capital to worthy businesses.

Conclusion

American small business is the unsung workhorse of our economy. A fully utilized SBIC program can
provide billions in capital to domestic small businesses that will create more jobs than any other part of
the economy. The Recovery Act was projected to save or create four mililion jobs at a cost of nearly
$197,000 per job. It only costs between $11,000 and $33,000 to create a job via small business
investment. If the existing SBIC program were fully utilized, it could create between 300,000 and
900,000 jobs over the next four years and do so at zero net cost to the taxpayer. Please reauthorize,
reform, and expand this successful partnership of 51 years. Now more than ever, the economy and the
American worker need this program to be fully utilized.
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2004 - 200
Total $

. . : o Financed 2004
State | $ Fin. 2009 $ Fin, 2008 $ Fin. 2007 | $Fin. 2006 | '$ Fin. 2005 $ Fin. 2004 to Present
AL 16,682 9,256,173 9,084,571 4.217.827 13,900,006 30,207,292 66,682,551
AK 0 0 0 0 0 0 [
AZ 34,233,277 60,834,429 30,249,147 41,756,290 24,741,694 29,235,389 221,050,226
AR 1,870,000 331,518 10,144,777 13,281,992 7,057,425 12,623,615 45,409,327
CA 133,410,976 347,448,553 408,174,810 456,952,045 487,038,915 608,630,860 2,441,656,159
co 48,018,000 77.032,486 93,579,760 112,208,179 77,097,953 73,448,469 481,384,847
cT 18,807,846 47,486,128 38,643,462 81,834,822 46,167,518 49,889,435 283,839,211
DE 1,051,425 3,082,672 3,290,301 2,838,033 14,925,469 10,100,510 35,288,310
Dc 1,286,257 12,354,065 749,815 2,112,500 9,199,404 7,431,663 33,133,704
FL 65,954,736 48,663,606 113,672,922 166,502,105 106,081,810 50,761,621 551,636,800
GA 21,680,087 64,992,086 75,400,958 54,279,480 89,465,544 97,935,960 403,754,115
HA o Q0 0 4,620,000 G [+ 4,620,000
D 150,000 6,106,029 10,040,000 550,000 6,894,802 891,346 24,632,177
. 38,723,687 109,205,506 168,606,212 100,002,022 144,566,449 121,597,340 682,701,216
IN 17,195,591 57,380,088 33,556,133 31,284,392 30,496,242 10,419,756 180,331,202
1A 2,789,000 6,200,000 8,018,937 9,246,254 10,187,412 21,941,003 58,382,696
KS 3,311,000 21,249,878 27,393,333 21,039,245 8,821,068 3,644,988 85,459,512
KY 14,765,360 25,344,897 36,161,066 1,665,000 24,879,978 17,317,543 120,133,844
LA 12,946,962 8,852,878 8844411 18,844,289 26,884,982 11,004,500 87,378,022
ME 625,000 9,564,640 8,700,000 20,550,000 16,375,000 25,350,000 81,164,640
MD 13,116,317 48,271,089 51,877,197 89,862,842 53,500,990 60,699,195 316,927,640
MA 106,441,506 166,991,540 175,394,349 138,807,267 207,468,130 158,037,274 954,140,066
Ml 31,852,378 34,882,568 47,389,763 60,520,778 38,762,993 34,137,201 237,645,681
MN 28,292,995 25,545,227 45,244,101 62,331,432 66,508,800 35,548,394 263,467,949
MS 608,294 14,185,403 2,161,208 4,486,500 11,150,861 9,101,500 41,693,766
MO 39,274,195 36,689,539 49,318,000 68,604,335 48,240,293 47,239,828 289,366,190
MT 500,000 495,000 1,308,000 123,000 4 [+ 2,423,000
NE 2,150,000 4,483,302 17,441,663 2,625,000 17,853,252 1,300,000 45,853,217
NV 9,646,793 12,187,996 18,488,000 14,859,948 9,539,805 5,270,000 69,992,542
MH 11,181,178 22,364,351 18,581,756 32,050,896 30,674,852 15,905,393 130,758,426
NJ 45,328,952 109,023,126 128,064,464 93,742,234 116,199,476 127,345,863 619,704,115
NM 297,706 3,703,120 9,400,595 11,468,225 18,347,988 8,761,741 52,979,375
NY 142,400,223 361.489,241 325,956,487 447,987,904 377.053,148 397,312,616 2,052,209,619
NC 38,067.960 80,512,684 69,606,180 87,940,758 46,466,092 38,282,741 340,876,415
ND 4] 4 0 1,670,000 0 0 1,670,000
OH 21,790,551 31,936,167 40,360,705 75,817,454 47,962,311 38,044,078 255,911,266
0K 9,000,000 10,525,170 13,594,439 3,396,232 14,378,540 10,924,965 61,819,346
OR 2,000,437 6,491,767 36,234,991 36,815,319 22,538,250 35,873.604 139,954,368
PA 56,485,731 51,526,249 118,209,618 112,966,543 142,820,692 98,457,210 582,476,043
PR 1,260,000 807,500 727800 5,791,028 13,664,736 3,295,000 25,545,864
Rl 450,042 11,876,260 4,256,286 11,240,000 26,383,539 6,291,282 60,497,409
sC 21,994,248 28,073,788 14,733,056 47,546,022 28,999,250 16,403,600 157,749,964
sD 115,014 o 689,700 9,342,599 1,500,000 7,608,209 19,258,522
™ 15,125,607 38,449,479 57,392,395 38,305,762 70,134,322 49,725,786 270,133,351
T 59,883,553 219,106,162 127,888,822 167,493,034 142,584,386 229,932,391 946,888,348



uT

VA
WA

Wi

40,239,533
594,000
49,435,504
14,141,667
37,500
11,774,738

1]
1,181,532,508

33,588,481
6,320,446
56,596,756
55,697,154
10,415,118
29,715,128

0
2,427,355,353

26,631,312
6,264,705
48,398,138
56,470,405
1,894,173
48,761,020

o
2,647,847,744
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38,577,559 37,765,890 48,496,900

1,098,000 7,225,000 4,420,746
34,162,186 61,252,683 67,259,349
59,218,349 62,337,653 46,765,697

2,664,878 4,177,611 13,276,867
18,308,038 24,820,487 36,642,689
1,833,336 0 0

2,897,242,934  2,895,098,701  2,836,791,499

225,298,675
25,922,897
317,105,617
294,631,925
32,468,147
170,031,101
1,833,336
14,895,868,739
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Chairwoman Velizquez, Ranking Member Graves and members of the Committee, my name is
Michael McGannon, Senior Vice President and Chief Lending Officer of Country Club Bank in Kansas
City, Missouti. Country Club Bank is 2 family owned community bank with over $650 million in asscts.
L am pleased to be here today on behalf of the American Bankers Association (ABA), which brings
together banks of all sizes and charters into one association. ABA works to enhance the
competitiveness of the nation’s banking industry and strengthen America’s economy and communitics.
Its mernbers — the majonity of which are banks with less than $125 million in assets — represent over 95

percent of the industry’s $13.5 trillion in assets and employ over 2 million men and women.

The topic of SBA lending for small businesses is important and timely. The efforts that have
been made by this Committee, the Congtess as a whole, and the Administration to improve the
environment and opportunities for small businesses through changes to the SBA program have been
needed for many years. These changes are particularly important in the difficult economic conditions
which are affecting all businesses, including banks. The core business of banking is lending. That is
what banks do. Banks will continue to be the source of financial strength in their communities by
meeting the financial needs of businesses and individuals in both good times and bad. Banks in cvery
state in the country are actively looking for good loan opportunities. Even in a weak economy, there

are strong borrowers.

The focus of this Committee is especially important. Consistently, small businesses are drivers
of new ideas, new employment, and new cconomic growth. For banks like mine, small businesses are
our bread and butter. While some might think the banking industry is composed of only large global
banks, the vast majotity of banks in our country are community banks — small businesses in their own
right. In fact, the Small Business Administration defines a small business as one that has fewer than

500 employees, By this measure, over 8,100 banks — 97 percent of the industry — would be classified as

AMERICAN BANKERS ASSOCIATION
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small businesses. Tiven more telling, over 3,500 banks (41 percent) have fewer than 30 employees.
Banks like mine have been an integral part of our communities for decades — sometimes more than a

century - and we intend to be there for many more to come.
T would like to focus on three points today:

»  Banks continue to lend, even in this difficult economic environment,

¥ Changes in the SBA program have the potential to create opportunities for small

businesses.
»  Further examination of SBA’s mission and putpose is needed.
1 will address cach of these points in turn.

1. Banks continue to lend, even in this difficult cconomic envitonment

Against the backdrop of a very weak economy, it is only reasonable and prudent that all
businesses — including banks — exercise caution in taking on new financial obligations. Both banks and
their regulators are understandably more cautious in today’s environment. Bankers are asking more
questions of their borrowers, and regulators are asking more questions of the banks they cxamine. This
means that some bigher-risk projects that might have been funded when the cconomy was stronger

may not find funding today.

In this cavironment, we sometimes hear from individual businesses and developers that banks
arc not lending moncy. While overall bank lending continues to grow, that does not mean much to an
individual borrower having difficulty obtaining financing. In many of these individual cases, however,
upon futther investigation, it appears that the primaty reason for not receiving funding was cither that
the borrower’s financial condition was vulnerable (perhaps weakened by local economic conditions), or
the borrower expected to borrow money at pre-2008 rerms when the tisk of lending was considerably
lower and funds available for lending wete more accessible. Of coutse, every loan application is unique
and must be evaluated that way. One thing that has clearly happened is that banks ate looking carcfully
at the tisk of a Joan and re-evaluating the proper pricing of that risk. "Fhis is 2 prudent business practice

and one expected by out bank regulatots.

Fven with the economy faltering and individuals and businesses reducing their bortowing,

banks continue to lend. This is, in fact, in sharp contrast to the lending trends during other recessions.

AMERICAN BANKERS ASSOCIATION
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History shows that during a recession,

Bank Lending Remains Stable

several forces typically combine to reduce 8 8illions )
$2,000 # Business Loans W Consumer Loans

the volume of loaus outstanding: loan ]
$1,600 |

demand declines as businesses experience
slowdowns, financial shocks make it hard to $t20e ]
repay existing loans, and banks tighten 800
lending standards as regulators caution banks

about lending in this environment.

4 8 -t .1
As the chart and table below Sh()W, Jan06  Jul06 Jan07  Juld?  JandB  Jul0§ Jan-09
Bource: Federal Reserve.
loan growth shrinks during a recession as
loan demand falls. During the current recession, busi loans have expanded by 12 percent and

consumet loans by 9 percent; in contrast, for the previous six recessions, median business loans

declined by 0.7 percent and consumer loans by 5.1 percent.

Commercial Bank Loan Growth

Infiation-Adjusted Yoar-Qver-Year Percentage Growth Change in Bank Lending
DuringR ions?
25% s
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20% ;Lé Recession Lending Lending
15% i (%) (%)
10% i Dec 1969 - Nov 1970 0.9 12
5% 9 Nov 1973 - Mar 1975 57 53
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0% Jul 1990 - Mar 1991 6.6 59
Mar 2001 - Nov 2001 8.0 19
“15% Madian of Past T ]
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Source: Federal Reservg

In the case of Country Club Bank, our bank continues to be an active lender in our community,
but we have certainly scen a slowdown in loan requests. Although our loans were up 12 percent in 2008
we have seen year-to-date growth in 2009 of only around 1 percent, We still remain optimistic that our
loan demand will pick up as evidenced by the fact that our pipeline for new loan requests is beginning
to pick up. We have money to lend and a strong desire to do so but with a watchful eye toward prudent

underwriting and propet overall risk management,
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Capital is critical to support additional lending. It enables banks to raise deposits to fund loans,
and it absorbs unexpected losses when businesses and individuals fail to sepay their debt. Currently, $1
of capital can support up to $7 in loans. Capital is the money that owners invest in banks to provide

the financial sccutity to weather economic downturns.

Banks entered this current recessionary period CThange in Bank Capital
. . . . During R i
with much higher capital compared to other recessions L ‘Averags Thange in
. . Capital-Te p Asset
(see the table on the right). Loan losses have increased Ratio Ratio
%) {Basis Points)?
as the economy weakened; as capital absorbed these Dec 1969 - Nov 1970 WA NIA
Nov 1973 - Mar 1975 4.7 20
losses, capital ratios began to fall somewhat, Jan 1980 - Jul 1980 50 134
Jui 1981 - Nov 1982 54 205
Under normal circumstances, banks would go Sul3980 - Mar 1991 82 s2
Mar 2001 - Noy 2001 96 8
to the private capital markets for additional capital. i MedianotPast. v [ Toms
With markets frozen, this has been extremely difficult . Pes2007-2. ~t04bp

to do. In fact, banks in the last 12 months have rafsed

1
2 Onabasis point causts 1100% ot 2 porcantage pomt
: . 1.8, Assts angiiod

only one-third of capital gpically taised duting a Gpae
recession, according to the Federal Reserve. Without additional capital to back more loans, banks
might not be able to grow lending; others might cven be forced 1o shrink lending in order to boost their
capital-to-assets rato. The Capital Purchase Program investments has provided capital to suppart
lending and tnade it easier for banks to raise capital directly as investors will have mote confidence in
the overall financial underpinning of the bank. However, the changes made to the program and the

constant mixed messages banks have received, have hindered the usefulness of the program and

encouraged banks to repay the capital more quickly than the plan envisioned.

Naturally, banks ate following prudent underwriting standards to avoid losses in the future, and
bank regulatots demand that they do so. One-third of the banks surveyed by the Federal Reserve in its
Aptil 2009 Senior Loan Officer Opinion Survey on Bank Lending Practices noted a decrease in the size
of business lines of credit. About one-third of banks have decreased credit limits on business credit
card accounts, Of those banks surveyed, more than 65 percent said that the “less favorable or more
uncertain economic outlook™ was 2 “very important” reason for tightening credit standards or loan
terms (and 20 percent said it was “somewhat important”). “Worsening of industry-specific problems”
was cited by 33 percent as a “very important” driver of these changes (with another 33 percent saying it

was “somewhat impottant”).

AMERICAN BANKERS ASSOCIATION
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But in spite of the difficult economic environment, only 8 percent of small businesses
(according to a May 2009 survey by the National Federation of Independent Businesses, NFIB)
reported problems in obtaining the financing they desired. The report noted that: “Ihe credit
wortthiness of potential bortowers has also detetiorated over the last year, leading to difficult terms and

higher loan rejection rates, even with no change in lending standards.”

Borrowers are also being more careful, and, as would be expected in this cconomy, the overall
demand for loans is declining, although this varies by market. (Sec the chart on Commercial and
Industrial Loan Demand on the right) The NFIB reports that “33 percent [of businesses] reported
regular borrowing, typical of the past 20 years.” This combination of increased bank lending in 2008
at the same time that loan demand was sheinking undesscores the increased prominence of banks in

meeting the credit needs of borrowers.

It is almost certain that & d d - .
5 AmOst cestain that foan deman Business Loan Demand Falls

including the demand for SBA Joans - will Net Pascantage of Banks Reporting Higher Domand

= Large and Medium Firmg - Sl Firms.

continue to decline in this cconomy, and there s
is evidence that the volume of traditional bank
ceedit is now marginally declining. With fewer
customers, businesses experience a teduction in

the need to finance inventory, buy equipment or g |

expand operations. However, as the economy -60
Recession :
starts to grow again and loan demand increases, 0
1992 1994 1096 1998 2000 2002 2004 2006 2008
the ability of banks to meet these needs will be Sowce: Federat Resene

stunted if adequate capital is not available to back increased lending,

Ii.  Changes in the SBA progtam have the potential to create opportunities for small

businecsses

The SBA program has struggled over the last several years. SBA fiscal year 2008 loan volume
figures showed a 30 percent decline year over year in its flagship 7(a) loan guarantec program, and fiscal
year 2009 figures would indicate a similar reduction in volume, The cconomy is certainly playing a
significant role in overall loan volume decline. However, many lenders are concerned that this decline
is also due to SBA programs becoming teo costly and difficult for lenders and small businesses who

wish to access the program. This Committec has consistently worked to maintain the integrity of the
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7(a) program and we applaud your efforts on the Recovery Act to epact the small business provisions.

Already, the SBA is making progress to implement thesc provisions.

First, SBA has made §375 million available to make access much easier for the two most
popular lending programs. The act temporarily increases the guarantees to up to 90 percent on SBA’s
7{a) loan program, which will help provide banks with the greater confidence they need to extend credit
during the recession. It also temporarily eliminates fees for borrowers on 7(a) loans and climinated fees
for both borrowers and lenders on 504 Certified Development Company loans. According to
testimony fox the Senate Small Business Committee by SBA Administrator Karen Mills last month,
average weekly loan volume was up 28 percent in the 7(a) program and 22 percent in the 504 program
immediately following passage of the Act, and that participation among banks had likewise increased.
We hope these provisions will be reevaluated as the deadline approaches, to detetmine whether they

should be extended to continue to help with the economic recovery.

Second, the SBA expanded eligibility to small businesses in the 7(a) program by applying the
broader standard used currendy in the 504 program. Now, businesses will be able to qualify with a net
worth that does not exceed $8.5 million and an average net income under $3 million (after federal
income taxes) for the preceding two fiscal years. This will mean that an additional 70,000 small

businesses will be cligible to participate in the 7(a) program.

"Third, 2 whole new category of loan will be available through the America’s Recovery Capital
{ARC) program. This program provides funding of up to $35,000 for six months to help small
businesses facing immediate financial difficalty. These loans are interest-free to the borrower, and are
100 percent guaranteed by the SBA. In addition, the loans have no fees associated with them and
repayment will not begin until 12 months following the final disbursement. Many businesses will be
able to get on their feet with this assistance, however the dollar amount allocated for this program is
very small and it is anticipated that the ARC program will be fully funded in a matter of months of

when banks are able to start using this program.

Other provisions from the Act include provisions that raised the maximum contrace that can
qualify for an SBA Surety Bond guarantee from §2 million ro $5 million and additional funding to

microloan intermediaries and funding for the technical assistance needed to accompany these loans.
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III.  Further examination of SBA’s mission and purpose is needed

The recent legislative changes have the potential to create opportunities for small businesses and
lenders. Practically, however, it will be difficult for our bank to take advantage of these opportunitics

unless SBA makes some changes to addtess some important challenges we face:
» The challenge to find programs that are right-size for our bank,
» The challenge of collecting on a loan guarantee.

» The chall of finding s to our ¢

=4

First, SBA should work with trade associations like the ABA to develop SBA loan programs that
ate attractive to lenders of all sizes, and especially to community bankers. The United States has over
8,000 banks, but ouly slightly over 2,500 of these financial institutions participate in SBA’s 7(a) loan
guaranty program. Most small community banks are intimidated by the amount of paperwork required
for a regular SBA 7(a) loan. In the past, the SBA had a product in which there was a two page
application for the bank to complete and had an 80 percent guaranty.  The SBA has since eliminated
their Low-Doc program and has offered their SBA Express product as a substitute, However, the SBA
Hxpress guaranty is only 50 percent of the loan amount. Community banks would be more inclined to
participate in the SBA program if a regular guaranty was offered for a loan of $150,000 or less. The
ARC loan program may fit this bill; howcever, as this program was outlined by Congtess in February,
the implementation of the program is still being drafted by SBA. More importantly, the funds allocated

for the program will be expended in a matter months, if not weeks.

Furthermore, the SBA needs to eliminate the financial and human resource burden on
community banks created by SBA audits. These audits review loans already on the books that are
already being scrutinized by other federal regulators such as FDIC or the OCC. Wotsc, banks are
required to pay for their own SBA audit, however it does nothing to cotrect or stabilize a loan or to

assist if there is the need for a liquidation.

Second, SBA should reduce the time it takes for participating banks to collect on loan
guarantees. In our own experience, we have been fortunate to collect on all guaranty purchases
submitted. However, the time frame for these collections is sporadic. In every case, the items needed
were submitted in a complete package, but, as the process continued ~ far away in Herndon, Virginia —
sections of the package were fost. Thus the bank had to resubmit documentation and lost time in the
process. There is a near universal agreement in the lending community that efforts to collect on the

loan guarantee from SBA can be a time-consuming and costly process.
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Third, community banks need personal contacts with knowledgeable people who can answer
our questions. Qur bank has had the benefit of a very cooperative SBA office in Kansas City. These
SBA loan specialists know the area and know the cconomic environment better than anyone from a 1-
800 number. This relationship has been vital in making sure we stay on track of new changes in the
SBA regulations and answering questions regarding some of the grey areas of the Standard Operating
Procedure.  However, banks in outlying areas do not have the benefit of 2 local SBA office that
understands them, their clients, or thetr town.  Instead they have to contact someone at a 1-800
number and get answers to questions.  As a community banker from Missourt [ take pride in knowing
the business and the community that an entrepreneur is trying to serve. A 1-800 number cannot help
me through that process. It is critical that SBA returns to a model of helping local small businesses and
community banks through off-site training programs that can tend to the needs of the lending

partnership.

Conclusion
“The initiatives and new programs launched by the Administration and by Congtess have great
potential to help thousands of small businesses. "The SBA, however, must be given the human

resources to implement these initiatives, many of which are new to SBA.

Thank you for your time and attention today.
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Good morning Chairwoman Veldzquez, Ranking Member Graves, and Members of the
Committee.

Thank you for the opportunity to testify before you today on how the Small Business
Administration and its programs could assist innovative, research and development focused,
small businesses bridge funding gaps and overcome other barriers that affect their ability to
succeed.

My name is Doug Doerfler and I have been President and Chief Executive Officer of MaxCyte,
Inc. in Gaithersburg, MD since 1999. Currently, I serve on the Biotechnology Industry
Organization’s (BIO’s) Board of Directors and its Executive Committee, and am co-chair of the
Capital Formation Committee. I am here to today representing B1O’s more than 1,200 members -
the vast majority of which are small emerging biotechnology companies.

1 have led the development of global biotechnology companies and products for more than 25
years. MaxCyte currently has approximately 20 employees who are developing novel
therapeutics using cells that have been modified by our process to treat serious diseases. We
have one product in Phase I/II clinical human testing for the treatment of Pulmonary Arterial
Hypertension and additional products in pre-clinical development for the treatment of
cardiovascular disease, cancers and infectious disease. These programs are partnered with
commercial partners and major universities, including Baylor, the University of Pennsylvania,
Duke University and Stanford University.

Biotech companies are, by and large, small companies. Recent survey data by BIO indicates that
93% of their core R&D members have fewer than 500 employees. The topic of this hearing is
very timely given the current economic environment which has severely limited the ability of
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small biotechnology companies to raise the capital necessary to continue to research and develop
new treatments and therapies. According to the latest available data:

» 16% of the 394 public US biotech companies that were active at the beginning of 2008
ended the year either in bankruptcy, restructuring, or suspended operations (9%), or were
acquired (7%).

* Since January 2008, over 125 biotech companies have laid off more than 10,000
employees to save cash and over 35 companies have shelved promising development
programs with positive clinical data. These programs include therapies for HIV, cervical
cancer, Multiple Sclerosis and diabetes.

*  40% of the currently active 330 public U.S. Biotechs have less than 1 year of cash

*  23% of the currently active 330 public U.S. Biotechs have less than 6 months of cash.

The total capital raised by industry in 2008 has seen a steep decline (down 55 percent compared
to 2007). A recent joint study by BIO and Thompson Reuters found that the current economic
crisis has forced over 80 % of biotech investors to change their investment approaches. They
can no longer afford the high risk that is characteristic of investment in biotech. And lastly,
engagement by angel investors in the life science industry has all but disappeared over the last
year. The decline of the biotech industry jeopardizes not only America’s patient population, but
also America’s competitive edge in the 21st century global economy.

Small biotechnology companies always have a long and difficult path in researching and
developing treatments and therapies. Developing cutting-edge treatments and therapies takes
anywhere from 8-12 years due to the intensive research and extensive regulatory requirements
that must be overcome in order to provide safe and effective treatments to patients. In addition
to being a lengthy process, it is an extraordinarily capital intensive endeavor generally costing
over $1 billion to bring a single FDA-approved product to market.! The typical small
biotechnology company has one lead product and 5 other early-stage research projects in the
pipeline. However, while these projects tend to be high-risk they are also high-reward both
economically and socially.

The total employment impact of the biosciences sector is 7.5 million U.S. jobs, taking into
account the additional jobs created in the economy as a result of the sector’s 1.3 million direct
jobs. ? These are high-paying jobs that are on average 68% higher than the average private-
sector job.

As you know, it is imperative that we find better ways to treat chronic diseases. A 2007 study by
the Milken Institute found that the U.S. could save about $900 billion in indirect costs (lost
productivity) by 2023 by reducing the rate of chronic disease through improved prevention and
disease management.® Innovative treatments are an important component of reaching this goal.
Currently there are more than 252 FDA approved biologics and 400 biotech drug products and

' Tufts Center for the Study of Drug Development.

? Technology, Talent and Capital: State Bioscience Initiatives 2008, Battelle/BIO study, June 2008

* De Vol R, Bedroussian A, et al. “An Unhealthy America: The Economic Burden of Chronic Dlsease-Chartmg a
New Course to Save Lives and Increase Productivity and Economic Growth.” The Milken Institute. October, 2007
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vaccines currently in clinical trials targeting more than 200 diseases including various cancers,
Alzheimer’s disease, heart disease, diabetes, multiple sclerosis, AIDs and arthritis.

The topic of this hearing is to explore ways in which the SBA can better provide assistance to
early-stage high-risk, high-reward small businesses. As we have testified previously, SBA’s
Small Business Innovation Research (SBIR) program has traditionally been enormously helpful
to small biotech companies - with the best science and most potential to commercialize their
products - by providing an opportunity to compete for funding to develop early-stage, high risk
research projects. These funds serve to bridge the funding gap for early stage research projects
and help companies reach critical milestones, thus helping these companies attract the significant
private sector capital required to develop that project into an FDA approved treatment or therapy.

However, the SBIR program is currently limited in that a significant number of companies have
not been able to apply to the program since a 2003 SBA ruling that determined that small
companies, with multiple venture capital firms with minority ownership, failed the “51%
majority ownership by individuals” test, if collectively the minority venture capital investors
own more than 51%. In fact, the recently released National Research Council Report, Venture
Funding and the NIH SBIR Program, states that restricting access to SBIR funding from firms
that benefit from venture investments risks disproportionately negatively affecting some of the
most promising small innovative firms. Further, the complex financial structure of multiple
venture capital investors can cause a company to be rendered ineligible — even if they meet the
current 51% individual ownership criteria — due to broadly applied affiliation rules that often
count employees of an investor’s portfolio companies against the SBIR applicant. This is done
even when the only thing the SBIR applicant shares with these other companies is an investor.
Until these issues are addressed and small U.S. biotech businesses are allowed to compete based
on science and the potential to benefit public health - and not on how many investors with
minority ownership they have - this program will not achieve its maximum potential in helping
high-risk, high-reward companies to succeed.

The SBA has many programs that help small businesses but programs that provide assistance to
biotech and other high-risk, high-reward technology industries are unfortunately limited. Small
biotech firms. which do not have any revenue resources for often times more than a decade, are
normally unable to take advantage of SBA’s premiere programs, such as the preferred lender or
guaranteed loan programs. Most biotech companies do not take on debt, as their lack of revenue
means that any loan proceeds would be used in part to pay down the interest. As a result, most
biotech companies do not generally utilize loans for which guarantees could be useful.

SBA’s Small Business Investment Company (SBIC) program is designed to stimulate the flow of
private equity capital and long-term loans to small businesses (companies with a net worth of
less than $18 million and an average after tax net income for the prior two years less than $6.0
million). This program allows SBICs to receive up to 300% additional leverage on their private
capital from SBA guaranteed debentures. According to a recent BusinessWeek article (June 5,
2009) SBICs tend to focus on companies with revenue streams that are beyond the start-up
phase. These companies are generally lower-risk but lower-gain companies. SBICs on average
invest less than $1 million in each of their companies which may be too low to have an impact
on the life sciences industry as an investment funding resources. While this program is for
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investors, BIO would like to work with the Committee and the SBA to determine if there are
ways in which the program could be improved to stimulate more investment in high-risk, high-
reward industries such as biotechnology.

In addition, the numerous programs that assist small businesses procure contracts, while
valuable, are not applicable to the life sciences industry. There are helpful programs, such as the
Small Business Development Centers Program, which works with educational institutions and
other federal and state government agencies to provide information on how to create a startup
and early-stage businesses. However, the funding mechanisms, aside from SBIR, are for the
most part not applicable to the life science industry.

The SBA does have links to several resources and programs (facilitated by SBA) that assist small
carly stage companies in attracting venture capital and angel financing. Some examples include
ACE-Net and BusinessPartners.com which assist investors in identifying investment
opportunities and small businesses in identifying potential investors. BIO would like to work
with SBA to determine if these efforts could be improved in order to maximize outreach to small
emerging biotech companies and life science investors.

1 believe it would be a worthwhile endeavor for the Committee, SBA and organizations
representing high-risk, high-reward industries to examine ways to tailor current programs, or
develop a new program, that would serve to foster small research and development-intensive
companies that are high-risk and high-reward. In order to develop a program to promote
America’s innovative and high-growth — yet cash-starved — industries, such as biotech, it will be
important to take into account their business models. Unique attributes of many of these
industries’ business models include: a lengthy time horizon associated with product
development, the fact that collateral in the form of fixed assets is not available where
investments are based on intellectual property, and more capital-intensive research and
development requiring larger investments. It may be feasible to develop a program whereby
grants could be repaid by future positive cash flows or proceeds from the sale of the business.
BIO looks forward to working with the Committee to examine ways in which the SBA could
increase efforts to support and foster the growth of high-tech industries. Supporting these small
businesses is critical to developing a robust 21st century innovation economy in the United
States.

In closing, I would like to again thank the Committee for holding this hearing to discuss how the
Unite States Smal! Business Administration can develop or improve programs to ensure that 21%
century industries such as biotechnology are fostered and allowed to reach their maximum
potential in improving public health and strengthening our nation’s economy.
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Good afternoon Chairwoman Veldzquez, Ranking Member Graves and members of the
committee. My name is Doc Cohen, and I am grateful to have the opportunity to speak to you
today about the credit crunch facing small business entrepreneurs and the need for strong
measures to promote capital access. During my statement, I will make three key points:

1. Credit is the lifeblood of small businesses;

2. While SBA programs typically support borrowers who cannot obtain financing through
commercial sources without the SBA guarantee, this is not a typical recession and many
more small businesses need the capital access programs of the SBA in order to obtain
financing. This means that policymakers should be willing to consider, even temporarily,
further changes to SBA programs including increases in the dollar amounts for SBA 7(a)
loan guarantees to accommodate the needs of larger- and intermediate-sized small
businesses; and,

3. The fastest way to kick start the American economy into a sustainable recovery will be to
target categories of businesses that can create and sustain the most jobs. I believe a
compelling case exists that franchised businesses offer the best opportunity for

policymakers to promote a strong and sustainable recovery.
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I am the Founder and CEQ of DOC & Associates, based in Tomball, Texas, and a leading
franchisee of the Great American Cookie Company. [ have served as the Chairman of the Board
of Directors of the International Franchise Association (IFA) and was the first franchisee to eam
the designation of “Certified Franchise Executive” given by the IFA Educational Foundation.

As the largest and oldest franchising trade group, the IFA’s mission is to safeguard the business
environment for franchising worldwide. IFA represents more than 85 industries, including more
than 11,000 franchisee, 1,200 franchisor and 600 supplier members nationwide. According to a
2008 study conducted for the IFA Educational Foundation, there are more than 900,000
franchised establishments in the U.S., creating 21 million American jobs and generating $2.3
trillion in economic output. [ am proud to represent franchising. The business methods, training
and support I have received as a franchisee have been one of the keys to my success.

My franchise, Great American Cookies, began in 1977 when the first store location
opened in Atlanta’s Perimeter Mall. Founded on the strength of a generations-old family
chocolate chip cookie recipe, the company eventually set the standard for gourmet cookie sales
in shopping centers nationwide. From one store and one recipe, Great American Cookies
expanded in malls across the country and developed a complete line of cookies and brownies,
including our signature Cookie Cake product. Currently, there are over 300 Great American
Cookie locations in the United States.

Today, I sit before you an experienced entrepreneur. From my first Great American
Cookie Company in Lafayette, Louisiana thirty years ago, financed with help from my sister and
brother-in-law, I now operate 30 stores in the Houston, Texas area, employing almost 300
people. I was fortunate that when I began my career in franchising, there was a functioning

credit market, including the SBA loan guarantee program. [ can say that the SBA loan programs
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helped me and my business succeed in franchising. After my first store, I came to the Agency
three times to finance subsequent expansion. Today’s small business entrepreneurs are not so
lucky. Under normal circumstances, small businesses can tap financing from a number of
different sources, including the SBA loan programs. During this recession, however, most
commercial lenders have dramatically curbed their willingness to assume risk. Some credit
might be available, but the terms and delays that entrepreneurs are encountering can be
staggering.

Last year, I was presented with opportunities to add eight new locations. I had previously
acquired a reducing line of credit with a major bank in the amount of $1.5 million. In early 2008,
I had approximately $1 million available on the line. By the end of 2008, and with two locations
remaining to be built, it appeared that I would need an additional $500,000 and asked to increase
our credit line back to the original $1.5 million. The answer [ was given by my lender wasn’t
quite “no;” but the terms being offered in late 2008 had become extremely restrictive. T was told
that I could borrow the additional $500,000 that I needed, but only if I agreed to keep $1 million
in liquid assets on deposit with the lender. Fortunately, I no longer need my brother-in-law; but
even with an extensive track record of successfully opening new units and a relatively healthy
balance sheet, my lender was unable to provide the financing under acceptable terms. Facing
unacceptable credit terms, I chose to forego the additional borrowing, take a personal risk and
finance the two new stores on my own, using cash generated from operations. The eight stores
that I opened required a capital investment of $1.8 million and created 74 new direct jobs. It is
unlikely, however, that I will consider opening additional stores until the restrictions on credit
are eased and until small business regains its ability to access the capital necessary to fuel

expansion and growth.
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The current crisis is keeping America’s entrepreneurs on the sidelines and the negative
impact this is having on our country’s economy could not be more real. Small businesses are
struggling to access the capital needed to stay open, pay debts, maintain payroll and expand
operations. The problem is even worse for those looking to get into business for themselves for
the first time.

Capital investments in small businesses create jobs, and according to the SBA, small
businesses have created 60 to 80 percent of new jobs annually over the last decade. The findings
of the recently released study, Small Business Lending Matrix and Analysis, prepared for the IFA
Educational Foundation, support the notion that meaningful economic recovery and meaningful
job creation will start with small business lending. In fact, the study determined that for every $1
million in new small business lending, the franchise business sector would create 34.1 jobs and
generate $3.6 million in economic output.

Franchised businesses play an important role in the economic health of the U.S.
economy, and they are poised to help lead the economy on the path to recovery. IFA
Educational Foundation reports show that the franchise industry consistently outperforms the
non-franchised business sector, creating more jobs and economic activity in local communities
across the country. Released in February, 2008, Volume 2 of the Economic Impact éf Franchised
Businesses, for example, documents that franchising grew at a faster pace than many other
sectors of the economy from 2001 to 2005, expanding by more than 18 percent. During this
time, franchise business output increased 40 percent compared to 26 percent for all businesses.
The message is clear, Madam Chairwoman, provide small business entrepreneurs and

franchisees with access to capital, and we will create jobs.
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Earlier this year, Congress and the new Administration worked quickly to address the
current economic crisis. The stimulus plan authorized the spending of nearly $800 billion,
including more than $650 million targeted at small business lending. The recovery bill made
important changes to SBA programs such as a temporary increase in the loan guarantee from 75
percent up to a maximum of 90 percent, and the bill suspended loan fees for borrowers that can
add up to 3.75 percent to the cost of a loan. These are crucial steps, but far more needs to be
done to support small businesses.

Since passage of the American Recovery and Reinvestment Act, the Administration has
announced further action to address the availability of credit. In March, President Obama and
Treasury Secretary Geithner announced that the federal government would use $15 billion to
purchase SBA guaranteed loans from the secondary market in order to help new loans flow.
Unfortunately, the rollout of this initiative stalled when financially healthy industry partners
refused to abide by the intrusive terms of the federal bailout. As a result, franchised businesses
and prospective franchise investors with strong credit histories remain in limbo and loan
applications continue to be denied or delayed.

The franchise business community believes that there are several steps that Congress
should consider to make it easier for entrepreneurs to access capital and create jobs. Congress
should increase the standard 7(a) maximum loan limit from $2 million to $4 million and increase
the maximum guarantee amount provided to $3.6 million. The economic downturn has resulted
in borrowers having less collateral due to declining home values and reduced investment and
savings accounts. Increasing the loan limit will allow more individuals and businesses to take

advantage of the 7(a) program, expanding the job creation potential of the program.
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I would urge you to also consider examining a market-based loan pricing model for the
SBA loan programs. The real issue for many small business borrowers is not so much the cost of
funds as it is the basic availability of funds. When SBA programs cap the interest rates that can
be charged by lenders, the rules create a competitive disadvantage for small business borrowers.
Despite the best intentions of policymakers, capital will not flow to markets that offer below
market rates, and guarantees and borrower discounts alone will not change the dynamics of a
bank’s simple risk versus return analysis. Smaller, thinly capitalized firms cannot compete for
scarce capital resources with larger firms paying market rates, and financial institutions are more
likely to lend money to a better capitalized firm offering an opportunity for a greater return. In
my view, this is a major market breakdown that has blunted the impact of changing the guarantee
rate and reducing fees and Congress should respond.

In April, the General Accounting Office reported that SBA lending activity has begun
picking up pace. While that may be true, many franchised businesses continue to report that they
are still struggling to find capital. Do not mistake the increased activity of mortgage refinancing
for the start-up financing that small businesses need. Mortgage refinancing in the small business
sector is not going to promote the kind of job creation and recovery that Congress intended.
Therefore, the IFA strongly recommends that this Committee look at new ways to stimulate
small business lending so that funds are available for business start up and expansion. One
recommendation would be to reserve a portion of the available loan proceeds solely for business
start-ups and expansion. This would ensure that the SBA guarantee programs are supporting real
job creation.

While we are here to examine steps to improve the climate for small business lending, I

must note that, unbelievably, the SBA has actually created new regulatory roadblocks for small
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businesses. On March 1%, the SBA published a new version of its Standard Operating Procedure
(SOP) that included a significant change regarding goodwill financing of business transfers and
acquisitions. In a departure from long-standing practices, the SBA opted to place a cap on the
amount of “goodwill” that can be financed through the SBA’s guaranteed loan program. Since
the value of many small businesses is based primarily on the cash flow it can generate rather than
the value of the assets it has on its books, the new policy has had the impact of placing an
arbitrary limit on the valuation of some businesses. In franchising, this change also threatens to
curb the valuation of all franchisees in a system, not just a store that is being transferred to a new
owner.

The SBA has indicated that it will grant exceptions on the policy while it collects data on
loans involving goodwill submitted after March 1, 2009. The agency has also said that it will
reconsider the policy for revision in September. The IFA would recommend that in order to
adequately analyze transactions that involve goodwill financing, the SBA should entirely rescind
the newly established cap of $250,000 on goodwill financing while the data is gathered.

Keeping in place an arbitrary rule will continue to undermine the Agency’s ability to effectively
evaluate the policy.

Finally, I would suggest that the solution to adequately addressing the economic struggles
facing small businesses is for the federal government to promote more lending—not more
federal government spending. As shown my experiences and the hundreds of thousands of small
franchised businesses in every local community, lending leads to more sustainable and
renewable job growth and economic recovery.

1 want to again thank the members of the Committee for the opportunity to participate in

today's important hearing on laying the groundwork for economic recovery and expanding small
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business access to capital. [ think you will agree that the franchised business community can
play a significant role in these efforts.

Thank you. *
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Good aftemoon Chairwoman Velazquez, Ranking Member Graves, and other distinguished
members of the House Small Business Committee. My name is Tim Watters and it is my pleasure fo
= = 1 come before you today both in my capacity as a
| small business owner and as a spokesman for

my industry.

| am the president and CEO of Hoffman
Equipment Co., a family-owned business
headquartered in Piscataway, New Jersey.
Hoffman sells, rents, and services Case,
Liebherr, Terex, JCB, Grove, Manitowoc, and
other leading brands of construction equipment
from five locations in New Jersey and New York.
Our distribution territory includes New York's 12
congressional district.

| am also the northeast region director for the
Associated Equipment Distributors (AED) and
serve on AED's Board of Directors. AED is the
national trade association representing
authorized, independent distributors of
construction, mining, forestry, and agricultural
equipment. AED has more than 1,000 members,
the overwhelming majority of which are small
businesses. Approximately 48 percent of our

pa Y qu‘c”)' k distributor members report annual revenues of
g federal infrastru $10 miliion or fess.

| appreciate the opportunity to come before the
Commiftee to discuss how equipment distributors
are being affected by tighter credit and to
suggest ways to improve access to capital for
small, construction industry firms.

The association of leaders in equipment distribution.
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Credit and the construction equipment industry

The construction equipment industry runs on credit. Distributors borrow fo finance equipment in their
inventories and rental fleets, and to operate their

companies on a day-to-day basis. Credit is also critical for equipment purchasers.

Contractors seeking to acquire a piece of equipment may choose fo buy it, lease it, rent it, or rent it
with an option to buy. When buying equipment, contractors generally pursue one of three financing
or payment strategies. The firstis to simply write a check and buy the machine outright. However,
given the relatively high cost of construction equipment, this is the least common approach. The
second (and slightly more common) option is for the purchaser to independently seek financing {e.g.,
through a local bank or other third party lender). The third and most common way to buy equipment
is to borrow funds for the purchase from a captive finance company affiliated with 2 manufacturer
that the dealer selling the equipment represents (e.g., CNH Capital, CAT Financial, Voivo Financial
Services, John Deere Credit, Volvo Financial, Doosan Capital, etc.) Captives provide distributors
and their customers with more flexibility than third party lenders. As a general proposition, captives
owned by manufacturers are willing to accept more risk than independent banks because the
manufacturer can (at least to a certain extent) offset potential losses on the lending side with profits
from the sale of equipment.

Impact of the credit crisis on the construction industry

With the foregoing in mind, it is no surprise that the construction equipment industry has been hit
hard by the global credit crisis. AED members report that it has become considerably more difficuit
for customers to get financing to buy equipment and for the dealers themselves to get credit fo run
their companies.

This spring, AED conducted a member survey to, inter alia, clarify what impact the credit crisis has
had on equipment distributors and their customers. The 2009 AED Government Affairs Survey was
conducted over a four-week period from mid-March to mid-April. Multiple e-mails inviting
participation in the survey were sent to primary AED contacts at dealer member companies.
Respondents were representative of AED's overall membership: 46 percent had between 20 and 99
employees and 57 percent had between $5 million and $75 million in revenues. Ultimately, 107
distributors (approximately 17 percent of AED's dealer members) completed the survey, resulting in a
survey margin of error of 8.6 percent.

Key survey findings were as follows:

» Eighty-one percent of survey respondents reported that they had lost sales in the last year
because qualified purchasers had been unable to get financing.

¢ Survey respondents reported losing more than $120 million in sales because qualified
customers were unable to get credit. When the survey results are projected across the
association’s entire membership, AED calculates distributors have lost more than $720
miltion in sales because credit was unavailable.

» Fifty-six percent of distributors who responded to the survey reported an increase in their
own credit costs. And,
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o Forty-four percent of respondents said their companies had difficulty securing credit.

The findings illustrate that the lack of access to capital is undermining equipment markets and
increasing the costs of doing business for equipment distributors.!

The staggering value of lost sales is particularly vexing considering current industry market
conditions. Given the well documented drop-offs in housing and commercial construction, in some
regions of the country the sales market for new equipment has fallen by as much as 85 percent from
peak levels in 2006. Dealers are struggling to keep their heads above water and credit issues are in
some cases preventing the only people who want to buy equipment from doing so. As one AED
member recently put it, “It's hard enough to find a deal, then a whole new fight begins in trying to get
it financed. if's brutal”

What's behind the credit crisis?

The credit woes plaguing the industry are apparently the result of a number of factors. First, given
that the construction industry has been among the hardest hit by the economic downturn, in an effort
to minimize risk, some of the large, independent, asset-based lenders have reduced construction
lending or simply stopped writing loans for the industry. At the same time, captive finance companies
have found it more difficult to raise money. Wall Street currently has a dim view of asset-based
lending and the cost of money for captives has therefore gone up in many cases. The captives are
passing the cost increases along to customers and, in some cases, are quoting interest rates for
equipment purchasers at well above ten percent.

Dealers also report that the finance companies still serving equipment markets have raised their
creditworthiness standards. While a tightening of credit terms is not surprising given the recent
subprime meltdown, some dealers have suggested that lenders have over-corrected and told us that
it has become difficult o find financing for equipment purchases even for credit-worthy borrowers.
As one dealer put it, we've swung from “easy credit’ to “no credit’. Other AED members suggested
that what we are seeing in the marketplace is simply a return a more sustainable level borrowing
after an extended period of loose credit. However, the availability issue aside, AED members have
expressed near universal concern about the high cost of credit for the construction equipment
distributors and customers at a time when interest rates in general are so low.

Easing the pain. What can the federal government do?

We recognize that the challenges that our industry is facing are symptoms of economic problems

plaguing the broader U.S. and world economies. However, the following actions by Congress and
executive branch could help speed the industry's recovery and alleviate some of problems we are
facing:

! Construction equipment distributors are not the only ones who have lost sales as a result of lack of access fo
capital. Forty-eight percent of the respondents to a spring 2009 survey of members of the North American Equipment
Dealers Association, a trade association primarily representing farm equipment distributors, reported they had lost retait
sales because customers had been unabie to get financing.
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Quickly reauthorize and increase funding for federal infrastructure programs.
Numerous government and private studies? suggest that the federal government is spending
less than half of what it should be to maintain our current, woefully inadequate surface
transportation infrastructure. Traffic congestion resulting in large part from inadequate
capacity costs the U.S. economy $78 billion per year in wasted time and fuel. Our sewers
and drinking water systems are in equally deplorable shape. The pending reauthorization of
federal highway, sewer, and drinking water programs provides an opportunity for Congress
{o address this national crisis. The reauthorization of water programs is many years past
due. Additionally, all signs suggest that the highway reauthorization will not be completed by
the end of Fiscal Year 2009 and that the Highway Trust Fund will run out of money this
summer. Given the massive impact that federal infrastructure programs have on the
construction industry, the uncertainty surrounding reauthorization is contributing to instability
in construction markets. Contractors and distributors are caught between the proverbial rock
and hard place. Lenders are avoiding the construction industry because of current volatility
and Congress is only making matters worse by dragging its feet. One of the surest ways to
speed recovery in the construction industry, address the staggering 18.7 percent
unemployment rate among construction workers, and restore lender confidence in the
construction industry is to reauthorize the federal highway program and ensure the long term
solvency of the Highway Trust Fund.

Tailor Small Business Administration loan underwriting to better serve the
construction industry. A widely-held perspective in the construction equipment industry is
that loans underwritten by the Small Business Administration (SBA) take too long to get
approved and that there is foo much “red tape” attached. As one dealer put it, "Buying a
piece of equipment is an event; SBA involvement would turn it into a process.” Our
interviews indicate that captive finance companies generally do not offer loans underwritten
by SBA. This is likely attributable in part to the fact that captives are sometimes willing to
bear higher risk to facilitate a sale and that thase borrowers might not meet SBA
requirements. Even so, we suggest that SBA work with captive finance companies and
banks serving the industry to develop loan products that meet the unique needs of small
construction contractors, particularly those perceived as high-risk borrowers. As one
industry finance expert pointed, just because a potential construction industry borrower is
“subprime’, does not mean the company will not pay its bills on time, it just means they are a
higher risk. Unfortunately, it seems that credit is effectively unavailable for smaller, higher
risk companies. Additionally, SBA should reexamine its size standards to determine whether
they are preventing companies that otherwise fit the definition of small business from
benefiting from SBA programs. f so, the standards should be adjusted. If appropriate SBA
products and programs already exist, our research suggests that the industry is largely

2

See, e.g., the most recent report on the economic impact of congestion from the Texas Transportation Institute

(http:/fmobility.tamu.edufums/), the National Surface Transportation Policy and Revenue Study Commission’s report
explaining the need to double investment in highway infrastructure (http:/transportationfortomorrow.orgffinal_report/), and
the National Surface Transportation Infrastructure Financing Commission’s report explaining the need for a gas tax
increase (hitp://financecommission.dot.gov/).
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unaware of that fact and SBA should conduct aggressive outreach fo the construction
industry.

» Investigate allegations of SBA bias against non-titled vehicles. Some in the industry
perceive that SBA underwriting requirements are biased against construction equipment
because, unlike motor vehicles, equipment is generally not titted. However, the Uniform
Commercial Code (UCC) filing system for liens against movable assets is actually superior in
some ways to motor vehicle titling because there is reportedly less variation in registration
rules from state to state. The Committee should inquire into whether SBA's loan programs
are biased against non-titled assets and, if necessary, clarify the applicability of the SBA
underwriting to loans for those types of assets.

o Improve access to capital for captive finance companies. While the credit crisis has
eased somewhat on Wall Street, looser credit has not necessarily trickled down to Main
Street (or “Industrial Boulevard” where many equipment dealers are located). While we
expect conditions to improve as the economy recovers and financial markets correct
themselves, Congress and the President should look for ways to further assist the
commercial and asset backed paper markets fo help lower the cost of funds for the captive
finance companies. As one distributor told AED, “The Fed has set the prime rate at near
zero. So we somehow need to have a contractors’ finance rate that is reasonable. Fourteen
percent is not reasonable, and thus, not stimulative.”

Conclusions

In sum, tight credit is making it more difficult for equipment distributors to sell equipment and to
operate their businesses. While much of the problem is atiributable to broader economic problems
that are beyond the control of government, there are steps that Congress and the president can take
to help alleviate some of the pain. We appreciate you organizing this hearing to focus attention on
the small business credit crisis. AED and its members stand ready to work with the members of this
committee in a bipartisan manner to find solutions that promote rapid economic recovery.

For more information regarding this statement, please contact:

Christian A. Klein

Vice President of Government Affairs and Washington Counsel
Associated Equipment Distributors

121 North Henry Street

Alexandria, VA 22314

Tel. 703.738.9513

Mobile 703.599.0164

Fax 703.739.9488

E-mail caklein@aednet.org
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Good afternoon Madam Chairwoman Velazquez, Ranking Member Graves and
distinguished members of the Committee. Thank you for inviting me to testify before your
Committee today on the important topic of expanding small business access to capital.

Background

T am David R. Bofill, the President and Owner of Dave Bofill Marine, and sell Chris
Craft and Scout Boats at both of my Long Island, New York sales locations. I have been in the
boat service and dealer business for 35 years and my operation at its peak employed over 20
people. Iam the 2™ largest Scout dealer nationwide and the 3 largest nationwide Chris Craft
Dealer. I am a small business. In fact, about 80 percent of the boating industry is made up of
small business with the vast majority of boats sold in the U.S. having been made in this country.
The National Marine Manufactures Association (NMMA) asked me to explain to the Committee
the impact of the current credit crisis on the recreational boating industry. The boat brands that I
sell, Chris Craft and Scout Boats, are active members of NMMA’s Boat Manufacturing Division
Board. In addition, I have served on the Board of the New York Marine Trades Association for
the past eight years.

Marine Industry is in a Severe Credit Crisis

Unfortunately, my story is being played out in boat dealerships and manufacturing plants
across the country. I have had a thriving business for over 35 years, but this credit crisis will
force me to close my doors. What frustrates me the most is that those of us in the boating
business are used to riding the ups and downs of the economy. It is typical for our boat sales to
track with consumer confidence, which is why many boat dealers diversify with marinas and
boat service departments. Since 1974, when [ started in the boating industry, I have always been
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able to tighten my belt and rely on good customer service and a solid diversified business plan to
weather the storm. This downturn is different.

Today, I am dealing with a reluctant consumer and the sudden loss of wholesale credit at
anything close to reasonable rates to finance my inventory. Over the last year, the floor plan
lenders for the boating industry, including KeyBank, Textron Financial, Wachovia, National
City, and several others have abruptly stopped lending in the boating industry, as well as in other
industries. Some of these banks as you know received federal assistance under the TARP
program, but severed their ongoing business relationships with marine dealers anyway. GE has
become the dominate player with approximately 70 percent of the market. GE has recently
informed me that they are radically changing my loan terms, resulting in a doubling of my
interest payment per month. They have changed the instrument for calculating interest from
Prime rate to LIBOR, and have added a substantial percentage that has driven up my rate from
under 4% to just under 8% on new inventory and over 10% on aged inventory. GE has also
added a 2.1% surcharge to all new boat invoices as a service fee. Overall, these actions have
increased my monthly bill from $10,000 to over $20,000.

My story is playing out across the country. GE has scaled back lending, dramatically
increased interest rates, cracked down on curtailments, and is not issuing new loans or extending
current lines of credit to enable marine dealers to finance any new inventory. The inability of
dealers to finance current inventory or purchase new model inventory to display means that
manufacturers have shut down production by about 60 percent, and much higher in some cases.
Boat manufacturers are also being hit hard. Manufacturers must “buy back™ or repurchase
inventory of dealers driven out of business by the yanking of their credit. This trickle down
effect drains much needed capital from manufacturers, leaving them responsible for buying back
inventory, but without marine dealers to sell these boats. It is a vicious circle. Boat dealers and
manufacturers have and will continue to face lay-offs, furloughs, plant closures as well as
liquidations and bankruptcies.

The credit crisis has forced the closure of many otherwise solid dealers who could have
made it through this rough spot and would have been ready to rebuild their businesses in the
recovery if they could keep their hands on reasonable credit. These were not failing businesses
or companies with flawed business models—they relied in good faith on lenders for typical
business credit, and when the financial markets collapsed, my company and others had nowhere
to turn. What I need to survive, just like any other American business, is access to credit at
reasonable terms.

Boating Industry Needs Help Through this Transition

There has been a fundamental shift in the lending environment. What Congress could do
to help the many small businesses in the boating industry is to facilitate the creation of a new
credit market. The exit of lenders in the last few months has convinced me that the boating
industry needs help to transition from relying on just a few large national financing companies to
a network of regional and national banks that complement larger lenders and provide some
competition. Boat dealers and manufacturers need help in encouraging regional banks to create
or re-establish floor plan lending departments. The industry has overwhelmingly supported and
eagerly awaited the Small Business Administration’s (SBA) plan to establish a floor plan lending
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program for boats, motor, and boat trailers. The industry has welcomed this program as a critical
lifeline, but problems remain. It will be very difficult to attract a lender to develop a floor plan
program when the program is only slated to last a year. A new permanent program will be much
more effective in attracting new lenders. The SBA lending program can serve as an important
transition. Waiting a year to authorize the program as permanent, will do little to encourage new
lenders when we need them so badly pow. We will know that this is a success when new
regional lenders are established and competition has again returned to boat inventory lending.

The terms of the SBA program are very conservative and will require boat dealers to
make significantly more financial assurances than was typically required. This is going to be
difficult for some dealers, but we understand the need to be cautious with government
guarantees. It is the industry’s view that an 80% loan guarantee with adequate inventory
management controls will protect the SBA from incurring unreasonable losses.

Temporary Change in Business Size Standards are Welcome and Should be Permanent

In addition to making the SBA floor plan program permanent, we also support the
changing of the size standards for all businesses. This is an important change that reflects the
marketplace. The traditional standard for marine dealers (receipts of $7 million or less a year) is
far too low to include dealers who sell high-cost products, but do so with a small staff. Selling a
couple of larger yachts would put many dealers over that limit and yet there is no question they
are small businesses., We urge that these temporary size standards be retained.

Loan Limits Should be Increased

Currently, SBA 7(a) loans are capped at $2 million. This level is not enough to provide
financing for the majority of small dealers and manufacturers. Typically, in the marine industry
one dealer will carry multiple types and lines of boats. It is common for a small boat dealer to
have inventory in the $5 million range. In addition, boat manufacturers would need far more
than $2 million to build a new manufacturing facility or to purchase specialized equipment. We
urge the Committee to track the 7(a) program more closely with the U.S. Department of
Agriculture Business and Industry Guaranteed Loan program which caps out at $25 million.

Conclusion

I appreciate the opportunity to testify before you today. The marine industry has been hit
extremely hard by the economic downturn and even more so by the meltdown in the credit
markets. Already, industry observers have noted that the marine industry stands to lose one third
or more of its boat dealers due to the financial crisis. Nearly 20,000 manufacturing jobs have
already vanished and roughly 135,000 jobs related to the marine industry are gone. The lack of
reasonable credit may very well lead me close my doors soon. [urge the Committee to support
in every way possible the rehabilitation of the credit markets, particularly for the small
businesses on Main Street that are the real engine of the American economy. We cannot have a
healthy credit market, nor can we have healthy companies, if conditions make it so that there is
only one option for wholesale or floor plan credit. Iurge you to make sure that the Small
Business Administration has the resources and authority it needs to continue its efforts to help
affected small businesses.
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June 10, 2009

The Honorable Nydia Velazquez The Honorable Sam Graves
Chairwoman Ranking Member

Small Business Committee Small Business Committee

U.S. House of Representatives U.S. House of Representatives

2361 Rayburn House Office Building 1415 Longworth House Office Building
Washington, DC 20515 Washington, DC 20515

Dear Chairwoman Velazquez and Ranking Member Graves:

I am writing on behalf of the National Association of Federal Credit Unions (NAFCU)
the only trade organization exclusively representing the interests of our nation’s federal
credit unions, in regards to today’s House Small Business Committee hearing entitled
“Laying the Groundwork for Economic Recovery: Expanding Small Business Access to
Capital.”

NAFCU would like to thank you for holding this very important hearing and would also
like to offer some possible recommendations that would help promote an economic
recovery of America’s small business community.

As you are aware, our nation’s small businesses represent 99.7 percent of all employer
firms, employ half of all private sector employees, pay more than 45 percent of total U.S.
private payroll and have generated 60 to 80 percent of net new jobs annually over the last
decade. Therefore, NAFCU believes that the strength of the economy is strongly
influenced by the health and well being of the small business community. Many small
business owners are members of credit unions around the country and rely on our
services to help make their small businesses a success. Our nation’s credit unions stand
ready to help in this time of crisis and, unlike many institutions, have the assets to do so.

Unfortunately, there are legislative and regulatory hurdles impeding the ability of credit
unions to do more. First, an antiquated and arbitrary member business lending cap
(12.25% of assets) is prohibiting credit unions from assisting American businesses during
the current credit crunch. This cap was placed on credit unions in 1998 and has remained
unmodified since then, despite a 2001 Treasury Department report that indicated that

E-mail: dberger@nafcu.org » Web site: www.nafcu.org
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The Honorable Nydia Velazquez
The Honorable Sam Graves
June 10, 2009
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credit union business lending meets the needs of America’s small businesses that other
institutions are unable to serve. With the current credit crisis, we believe that sentiment
rings even more true today, which is why NAFCU supports removal of this cap. Doing
so will allow credit unions to lend millions more capital to our nation’s small businesses
and help stimulate the economy, all the while not costing the American taxpayer a pentiy.

NAFCU also strongly supgoﬂs the re-introduction of the Credit Union Small Business
Lending Act from the 110" Congress. This bill would have exempted credit union
participation in Small Business lending programs from the arbitrary MBL limits currently
in place, provided a higher guaranty of SBA loans made by credit unions and instructed
the SBA to create an outreach program to credit unions to help more get involved in SBA
lending. Enactment of these provisions would help many small businesses throughout the
nation to have greater access to capital at a time when it is most needed.

We thank you for holding this important hearing and look forward to continuing to work
with the Small Business Committee in finding ways to increase opportunities for
America’s small businesses in these trying times. Please do not hesitate to contact me or
NAFCU’s Director of Legislative Affairs Brad Thaler, at 703-522-4770, if you have any
questions regarding how credit unions can help America’s small businesses.

Sincerely,

e -

B. Dan Berger
Senior Vice President, Government Affairs

cc: Members of the House Small Business Committee
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Source Material

Information for this report is based on SBA data, the Economic Impact of Franchised Businesses Study
{Volume 1 and 2) and additional third-party data. Additional information in this report was compiled from
FDDs received and registered by state franchise examiners. Franchisors are required under state and
federal {aws to produce and deliver FDDs to prospective franchisees. As part of this disclosure process,
certain state regulatory agencies require complete and updated FDDs to be filed and approved before a
franchisor is permitted to sell franchising rights within their jurisdictions. These documents must be
accurate by faw.

More information concerning FDD disclosure guidelines is available at the North American Securities
Administration Association (NASAA) website:

http://www.nasaa.org/l latory Resou ‘Corporation Fi 88.cfm

© 2009 Franchise Information Systems, Inc. (all rights reserved)

FRANDATA HAS NOT CONDUCTED ANY INDEPENDENT INVESTIGATION WITH RESPECT TO THE
INFORMATION COMPILED BY FRANDATA FOR INCLUSION IN THIS REPORT, AND FRANDATA DOES NOT
WARRANT THE ACCURACY OR COMPLETENESS OF THE INFORMATION CONTAINED IN THIS REPORT.
FRANDATA HEREBY DISCLAIMS ALL EXPRESS, IMPLIED AND STATUTORY WARRANTIES, INCLUDING,
WITHOUT LIMITATION, WARRANTIES OF MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE
AND NONINFRINGEMENT.

FRANdatas: permits no reproduction, electronic transmission or other distribution, of this report, in
whole or in part, without written permission. FRANdata may be contacted at:

FRANdata

4300 Wilson Bivd, Suite 480
Arlington, VA 22203
703.740.4700

FRANdata and the FRANdata logo are service marks of Franchise Information Services, Inc.

FRANdata - 8004859570 - www.frandata.com
4300 Wilson Bivd, Suite 480, Arlington, VA 22314
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OVERVIEW

Small business is a powerful and important driver of economic expansion. The current recession and the
corresponding reduction in lending have placed a burden on small business and its ability to grow and to
help the economy. The purpose of this report, prepared for the IFA Educational Foundation, is to show
the refationship between lending to the franchising industry and the industry’s capacity to develop new
businesses and expand existing businesses, which in turn creates more jobs and produces more
economic growth. This report examines a number of factors which enhance or constrain franchise
business growth. However, the primary focus of this report deals with the amount of lending available to
franchise businesses and its impact on franchise growth and the economy as a whole.

A typical franchised small business with initial investment requirements greater than $50,000 directly
creates an average of 10.8 jobs and an additional average of 9.8 indirect jobs. It also creates an average
of $828,000 in direct annual economic output and another $1.3 million in average indirect annual
economic output (all excluding the Lodging Industry).'

Franchising as a business model has been extremely resilient to economic slowdowns in the past, For
example, between 1999 and 2006, the number of franchised units grew at an annual average rate of
almost 6%. During the 1999-2002 Tech Bubble, the new unit growth continued at 5%.2 During past
recessions this growth has helped spur the pace of economic recovery and has provided alternatives to
individuals who were down-sized or displaced by other businesses or sectors of the economy. However,
the present recession presents new chalfenges. Between 2000 and 2002, lender willingness was
constrained but capital was not. This time, the recession has been exacerbated by banks having limited
capital to lend with significant implications for smail business.

The relationship between lending, franchise small business jobs and economic output can be summed up
by the following: For every million dollars of lending obtained by franchised small businesses, 34.1 jobs
are created and $3.6 million in annual total economic output is realized.®

The current capital access issues affect franchising and the economy in the following ways:

«  Even with lowered expansion expectation in 2009, franchisors, franchisees and prospective
franchisees are faced with capital access challenges that will constrain their growth further,

s Franchising will require an estimated $8.4 billion dolfars in financing to meet 100% of demand in
2009.

« Based on the current conditions, it is possible there will be a 40% reduction in franchise lending
in 2003 which would limit the total number of unit transactions to 10,781 new units and 16,912
transfers, This amounts to 25,547 lost direct jobs and another 22,992 indirect jobs, or a total of
48,539 jobs. The economy as a whole would lose $1.9 billion in direct annual economic output
and another $3.2 billion in indirect economic output, or a total of $5.1 billian,

«  Without the current capital constraints, FRANdata projects that in 2009 there will be 12,965 new
units and 20,338 transfer units. This equates to 151,660 direct jobs and 126,566 indirect jobs
either created or protected, for a total of 278,226 jobs. Total direct annual economic output
would be $11.6 billion and indirect annual economic output of $18.5 billion, for a total of $30.1
billion of economic output.

¥ Direct jobs and direct economic output refers to the employment and business activity that is created directly by the franchise

pusiness. Indirect jobs and indirect economic output occurs when a franchised business and its employees acquires products and

services from other businesses.

# For purposes of this report a "unit” is one business format franchisee-owned establishment. This report does not include product
istri franchises and company d i

3 Combination of both direct and indirect iobs and econormic ﬁut,

FRANdata - 8004859570 - www.frandata.com
4300 Wilson Blvd, Suite 480, Arfington, VA 22314
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EXECUTIVE SUMMARY

DEMAND

In 2009, FRANdata projects that franchise systems across all industries excluding Lodging® will require
tota! capital of $12.7 billion and total borrowings of $8.4 bilfion. These projections are based on the
following factors:

1. Average initial investment for a unit transaction

2. The number of unit transactions defined as both new units and transfers

3. Distinctions between prospective franchisee and experienced operator franchisee willingness and
ability to start new units and acquire existing units

4. Bank loan terms

The projected average initial investment for 2009 was calculated by analyzing the average initial
investment for alf brands across industries, Franchises that require an average initial investment of less
than $50,000 were excluded. It was assumed that franchises with initial costs under $50,000 typically
would be financed through non-institutional sources, such as family and friends. Based on historic data,
the average Initial investment for brands with a minimum requirement of $50,000 was $390,152. This
number was reduced by 2% to $382,349 to account for expected declines in initial investment costs in
2009 as franchisors try to reduce such costs whenever possible,

To determine the number of unit transactions requiring financing, FRANdata considered new units and
transfers since both transactions involve new financing. FRANdata estimated that franchise systems
would try to maintain — but not attempt to increase — their historic growth levels to calculate the
number of unit transactions, In 2008, excluding Lodging, there were an estimated 22,547 new units and
22,916 transfers, adding up to 45,463 unit transactions. Consequently, FRANdata assumes that in 2009,
unit transactions would be at the same level.

Potential new unit owners were divided into two groups, first time owners and experienced franchisees,
FRANdata took into consideration possible changes in both the ability and the willingness to invest in a
unit transaction for each group separately. It is assumed that both have decreased due to the effects of
the economy on housing prices (down 18% from 2006 to 2008), an unemployment rate of 8.1% in
February 2009 {up from 4.5% in February 2007) and 401k portfalio losses (down an average 30%).
FRANdata projects that unit transaction investments by experienced franchisees will decrease by 33%
and those by first time owners will decrease by 21%. Investments by experienced franchisees are
expected to decrease more than those of new franchisees because they are generally leveraged by their
current units and the equity in their businesses has not allowed for a significant amount of new leverage.
FRANdata estimates that of the 45,463 unit transactions that would require new ownership, excluding
Lodging, only 33,302 units will be applying for financing, a reduction of 27% from 2008 estimates.

FRANdata further projects that based on 33,302 unit transactions, excluding Lodging, with an adjusted
average initial investment of $382,349, franchisees will have total capital requirements of $12.7 billion in
2009.

Lending from banks follows two basic programs, SBA guaranteed loans and conventional bank loans
(private placements, securitizations, and public company franchisee activities were deemed to be not

* Lodging was excluded from the overall analysis because of its capital intensity. The Lodging industry will be examined separately

in the fast chaﬁﬁr.

FRANdata - 8004859570 - www.frandata.com
4300 Wilson Bivd, Suite 480, Adington, VA 22314
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materiat to this analysis because of the capital market disruptions in 2008). Each type of loan requires
different equity levels for borrowers to meet. In 2008, an SBA loan typically required borrowers to put in
at least 20% cash while conventional loans typically required 30%. In 2009, these requirements are
projected to increase to 30% for SBA and 35% for traditional loans, In 2008, franchisees recelved about
16% of alt SBA guaranteed loans, according to FRANdata estimates. This share is projected to increase in
2009 because the government has more tools to influence SBA lending as it tries to add liquidity to the
capital markets, Based on FRANdata’s assumption of an increase to 26%, the average overall debt-to-
equity required by banks is projected to be 66% in 2009.

FRANdata projects that based on capital requirements of $12.7 billion, excluding Lodging, and a discount
debt-to-equity ratio of 66%, the projected total tending institution borrowing demand for 2009 will be
$8.4 billion,

SUPPLY

While it is impossible to know how the economic downturn will affect bank ability to lend at this time,
several scenarios can be used to understand the impact on franchise unit capital needs. Using the
estimated nearly $12 biflion loaned to franchisees in 2008 as a base, a lending contraction of no more
than 28% would still allow enough capital availability to meet franchise unit transaction borrowing
requirements.

This relationship is displayed in the graph below.

Supply and Demand

» 511,000
£
o
£ 310,000 o
= 50000 ~ Demand
' ,2/ 30% Reduction
$8.000 . - 35% Reduction
$7.000 // ———40% Reduction
$6,000 Equit
$5,000 r v T g
20 25 30 35 40 45

Untt Transactions - Thousands

Based on the current banking environment, FRANdata believes lending could be reduced as much as 40%
from 2008 estimates.

ECONOMIC RAMIFICATIONS

Each unit transaction has an impact on the economy as a whole. Based on the Economic Impact of
Franchised Business Study, the average franchise unit employs 10.8 directly (excluding todging) and
creates $828,353 of direct economic annual economic cutput (excluding Lodging). These units aiso
create 9.8 indirect jobs and $1.3 million in indirect annual economic impact. Therefore, every new unit
not opened costs the economy 20.6 jobs and $2.2 million of annual economic output.

FRANdata - 800485.9570 - www.frandata.com
4300 Wilson Bivd, Suite 480, Arlington, VA 22314
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Transfer units that are unable to get financing will likely continue in business thus not affecting the
economy as a whole, FRANdata assumes that 5% of all transfers that fail to get financing will close,
These 5% are taken into consideration in the calculations below.

The table below provides to information about the constricted lending scenarios:

Equilibrium 12,965 20,338 288,153 $30,112,041,484
30% Reducion . 12,577 . 19,731 279,549 $79,212,864,832

1 359% Reduction 11,679 18321 259,581 $27,126,231,630
[40%Reducton . 10781 - 16812 . 239813 . $25039508427

Based on the equilibrium scenario under which unit growth is not constrained by financing, the 12,965
new units and the 20,338 transfer units will create, or protect, 288,153 total jobs and create a total
annual economic output of $30.1 billion.

To calculate the number of total jobs lost under each scenario, FRANdata multiplied the difference
between the equilibrium point and the individual scenarios. The result equals the number of new units
not developed and transfers not financed. For example, at a 35% reduction from equilibrium, 1,286 fewer
new units will be developed and 2,017 transfer units will not find financing.

The new units that are not being built can be multiptied by the average direct (10.8) and indirect (9.8)
number of jobs in order to come up with a total number of jobs not created. For the transfers, only 5%
should be taken into consideration to calculate the number of jobs not protected since the other 95% are
assumed to continue their operations.

In summary, if lending is restricted by 35%, or $837 million short of the equilibrium point, the economy
will lose 28,572 total jobs and suffer lost economic output of $3 billion doliars. Another way to say this is
that for every million dollars in fending not obtained by franchises, 34.1 jobs and $3.6 million in output

wilt be fost.

FRANdata - 8004859570 - www.frandata.com
4300 Wilson Blvd, Suite 480, Arfington, VA 22314
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Demand

The demand for franchise unit debt capital was determined by using 2008 estimates as a baseline and
adjusting these estimates for 2009. Three main factors affect borrowing demand: the number of unit
transactions, the average initial investment and the bank lending rate. For this analysis, Lodging is
removed as an outlier. The Lodging industry is highly capital intensive and its financing comes primarily
from capital markets activities that are not often available to other franchise segments. For this reason,
the Lodging industry will be examined on its own in the chapter on Industry Break Out and has been
removed from the overall calculations.

Franchisor Capacity

One factor that will determine the number of unit transactions is franchisor capacity to grow franchised
unit numbers, It is assumed that all brands will want to grow at 100% of their 2008 capacity but in the
face of the current economic conditions would not be adding new capacity for growth, Uncertainty about
consumer behavior is likely to deter franchisors from implementing aggressive growth plans. In addition,
decreased demand for products and services offered will make most franchisors more cautious and
protective about their brand image. While some brands will add capacity, any such capacity increase is
likely to be offset by brands that decide to curtait capacity,

To determine 2009 unit growth capacity, FRANdata examined a population of 1,630 franchise brands
across all industries and sectors. From 2005 to 2008, these brands grew their units on average by 22%,
with brands in NEC growing the fastest. Gasoline Services experienced the largest decrease. It should be
noted that these latter two NAIC segments had the fewest number of brands and units and thus do not
have the same weight as the other larger segments,

It should also be noted that not all franchise brands have provided 2008 unit numbers. Whenever 2008
data were not available, average historical growth rates were used to estimate the expected number of
units in 2008. This assumption is based on franchisor feedback stating that for most franchisors the
recession started affecting unit growth in the second haif of 2008.

i Automotive L 1.23%
| Business Services 21L.70%
i Commercial & Residential Services 26.53%

. Food Retail — 26.16%
{_Gasoline Service Stations -1.90%
10.98%
Y 79.64%
: Personal Services . e L3347%
| Quick Service Regtaurants 13.18%
.\ Retall Products & Services . 15.57%

These percents were then applied to the 2008 unit numbers to project the maximum number of units
franchisors could add in 2009,

FRANdata - 8004859570 - www.frandata.com
4300 Wilson Blvd, Suite 480, Arlington, VA 22314
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Based on these estimates, 2009 could see 48,560 unit transactions of which 22,741 would be new units
and 25,819 would be transfer units. When Lodging brands are removed, the number falls to 22,547 new
units and 22,916 transfers,

Franchisee Demand

To determine franchisee demand, FRANdata considered several factors. Demand for a new unit is fargely
driven by a buyer’s ability and willingness to invest. Considering the level of willingness is important for
the calculations because a new owner can have the ability to invest in a unit transaction due to access to
credit and personal assets. However, investment decisions are also driven by less tangible factors such as
willingness to invest,

Demand is also influenced by the type of prospective investor. FRANdata distinguishes between new
owners and experienced franchisees who wish to add another unit to their existing one(s). For these two
types, ability and willingness to invest will differ.

Another factor affecting the number of new franchisees is the recent weakening of the job market.
People who lose their jobs may seek out franchising as way to guarantee their future job security.
However, even If the potential pool of new franchisees would thus increase, it is not certain whether this
waould also significantly increase the number of qualified applications. For this reason, FRANdata did not
include this as factor in overall new unit demand.

Franchisee Ability

First time buyers have had their personal ability to invest considerably affected in the past 24 months,
According to recent economic figures, housing prices have dedined by 18% from 2006 to 2008 and 401k
balances are down an average of 30% from 2007 to 2008. These declines in private assets will negatively
impact the ability of new franchisees to provide the necessary cash portion of an investment because the
equity position of a franchise unit investment is traditionally financed through a mix of home equity debt,
personal savings and other assets,

The second group, experienced franchisees, has often already leveraged their homes or 401k plans to
purchase their first unit and thus use equity in their existing business to purchase additional units. In a
period of decreased consumer sales, many existing franchisees have experienced decreases in operating
margins and therefore in company equity. As a consequence, experienced franchisees are exposed to a
decline in private assets and business equity and may face even more restrictions on their ability to invest
in a unit transaction than new franchisees.

Franchisee Willingness

While it is difficult to assess emotional and psychological factors that influence willingness, some
assumptions are possible. Uncertain economic times, a projected 1,6% decrease in consumer spending in
2009 and lower severance packages for employees are all fikely to decrease willingness to take on
entrepreneurtal business risks, Based on past patterns of business activity during economic downturns,
experienced franchisees will try to ride out the economic storm by slowing further development plans.
However, past patterns also show some increased willingness on the part of experienced franchisees to
acquire existing units, particularly from franchisees that have more recently entered franchising.

FRANdata - B80D.485.9570 - www.frandata.com
4300 Wilson Blvd, Suite 480, Arlington, VA 22314
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Considering how these factors could impact the ability and willingness to invest in a unit transaction for
each of the two groups of potential buyers, FRANdata created the following matrix. It is assumed that
new franchisee willingness to invest in a unit transaction would be lower than that of existing franchisees
because of their lack of franchise experience. The table presents the percent decrease for each
transaction type in 2009.

Decrease in Investment Ability and Willingness by Investor Type

| Bxisting Opg%atqr Wming
| Existing Operator Ability o
ingness‘

305 s !
e e

Based on the above analysis, the matrix shows the most affected group will be existing operators. The
majority of these operators will be the most constricted due to deciining personal net worth and greater
financial restrictions imposed on their businesses. Also, the bulk of unit transactions will consist of
transfers rather than new units. An investment in a transfer is likely t0 be more attractive because new
units that do not have a sales history represent greater investor risk. Transfer unit prices are more
affected by future cash flows and not the value of existing assets. A demonstrated performance history
makes valuation more certain,

In addition, buying an existing unit will also be an attractive proposition for experienced operators
confident of their ability to streamline operations, cut down on expenses and increase profit margins,
Units that underperform due to inefficient operations typically are among the first to be put up for sale
during economically difficult times,

Given that credit availability and dediine in private assets has been significant, FRANdata projects that the
ability to purchase a new or existing unit will be a more fimiting factor than the willingness to do so.

Estimated Unit Transactions

Based on the estimated new units of 22,547 (excluding Lodging) and transfers of 22,916 (excluding
Lodging), FRANdata projects a maximum of 45,463 unit transactions in 2009. Following recent trend
statistics, it is assumed that there will be about an equal number of new franchisees and existing
operators involved in unit transactions in 2009. The effects of decreases in ability and willingness resuft in
12,965 new units {down 43% from estimates for 2008) and 20,338 transfers (down 11% from estimates
for 2008} for a total of 33,302 unit transaction in 2009.
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Estimated Average Initial investment

To calculate an average initial investment for each individual business line, FRANdata took a sample of
over 1,960 brands and removed all brands with initial investment levels of less than $50,000 leaving a
popuiation in excess of 1,700 concepts. The concepts with initial investment levels below $50,000 were
removed on the assumption that they would finance through non-institutional sources or would not
require any debt to start.

Based on the aggregation of franchise brands into eleven NAIC categories, the average initial investment
breaks out as follows:

,Aveage nitial
investment . De

| Automobile & Truck Dealers* . $212,933 $230,291
| Automotive . : $386,188 L $653,719
: Business Services . . .. 185,779 $192,532
Commercial & Residential Services § $179,112 . $402,337
| FoodRetall . $366318 . $550,361
Gasoline Service Stations** . $854,000 N/A
¢ NEC - not elsewhere classified $92,001 $50,669
; Personal Services $274,872 $395,885
; Quick Service Restaurants $417,326 : $358,754
; Retail Products & Services $240,206 $191,673
| Table/Full Service Restaurants $1,082,941 ..3871,773
| Average Initial investment $390,152 $289,759

*Automobile & Truck Dealers were rolled up into A{ztori:oﬁile because of a limited 'sampie size,
**There is no standard deviation because of a small sample size.

As the table shows the average initial investment across all industries is $390,152 (Lodging was removed
as an outlier), Each industry average initial investment was calculated independently as was the total
average initial i . One ¢ for the esti is the high standard deviation in average initial
investment. In each industry there was a wide array of different types of companies and each of these
had very different initial costs associated with starting the business. Also, franchisors disclose initial
investment levels for each brand as average initial investment, which is based on a range of new unit
costs,

FRANdata assumed that transfer unit purchase prices would be similar to the creation of a new unit while
any difference in price would be based on individual sales performance, which cannot be measured.

A second factor affecting average initial investment is an expected decrease in prices. In late 2008, price
indexes began to fall, driven by lower fuel cost and decreased demand. FRANdata projects prices to
decrease by approximately 2% in 2009, As a result, the average initial investment will falt from $390,152
to $382,345.

FRANdata used a flat average instead of a weighted average for the overall industry average in an
attempt to limit the number of assumptions made about unit growth. The number of factors impacting
growth projections varies by industry. Also, additional unknowns would have increased the number of
necessary assumptions for this calculation. A flat average avoids such additional assumptions.

Using the adjusted average initial investment of $382,349 and the total unit transactions of 33,302,
FRANdata projects that franchisees will require total capital of $12,733,166,682 in 2009,
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Advance Rates

Of the calculated $12.7 bilfion in required capital, only a portion will come from lenders because
borrowers need to provide a portion of the capital themselves. The advance rate banks expect on
franchise transactions is based on the type of transaction. Since SBA loan transactions have a
government guarantee protecting the bank from default, they often have a higher advance rate than
conventional loans. This means franchisees have to come up with a smaller cash piece to qualify for a
foan. In 2008, the SBA debt-to-equity ratio was nearly 80% and for conventional loans it was about
70%. Also, potential new legislation may increase the SBA loan guarantee to 95% of the loan value,
which would further decrease the franchisee’s cash portion.

In 2009, FRANdata predicts both these ratios will decrease due to the current credit challenges that are
fikely to continue in 2009, Experts in the lending industry expect that debt-to-equity ratio for SBA loans
will be closer 70% in 2009 and conventional foans will have a debt-to-equity ratio of approximately 65%.

In 2008, SBA guaranteed loans represented approximately 16% of total borrowing by franchisees, This
percentage is likely to increase, As conventional bank lending decreases, the new administration wiff ook
into various ways to ensure capital access for small businesses. According to the Office of Advocacy,
smalt businesses represent over 90% percent of all firms and create more than half of the private non-
farm US gross domestic product. FRANdata projects regulatory pressure to increase SBA Loan guarantees
to help unfreeze the credit markets. In February of 2009, legisiation was passed to increase the SBA foan
guarantee to 90% on 7(a) loans. In 2009, FRANdata expects SBA guaranteed loans to represent 26% of
the total loan pool or a blended $BA/conventionat basis; the average bank advance rate will be 66% in
2009.

Using this ratio, FRANdata projects that total borrowings in 2009 will be $8,442,089,510.

This is presented below as part of a Supply and Demand graph at the estimated economic equilibrium
point.

Supely amt Demand
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é $10,000 /,
9,000
$ -

— e Demand

8,000
; / s B QDU
$7,000 / S

$6,000

$5,000 - : - -
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L}
The equilibrium point represents the amount of funding required to meet the needs of alt the franchise
unit transactions in 2009, At this point ali 12,965 new units and 20,338 transfers, or a total of 33,303 unit
transactions, would be able to receive financing.

Franchising Economic Impact in 2009

Based on the Economic Impact of Franchised Business Study, the average franchise unit provides 10.85
direct jobs and 19.5 indirect jobs (exciuding Lodging) and creates $828,353 of direct economic output
and $2.2 million in indirect economic output (excluding Lodging)®.

The following table breaks out the averages by NAIC code per unit:

Auto £ : ) $710,355 5115
Busihess Services . 698 $780874 . B1248.919
Cornmercial and Residenti 5.76 $603,725

todging 1899 17.09 $1.599,.254

NEC 4,57 4R $77S8L

Personal Services 1223 : n.ee $1,250,411

o
¥ - $770,800
Retoll Producis 684 .. 616 4858253
_Table Service M7

231,999
$742,804
$1,807,050

ssLon
*Data was derived from the Franchise Business Economic Qutlook report and the Economic Impagt of Franchised Business, Volume
2, published by the IFA Educational Foundation.

Combining this information with FRANdata's estimates shows that the projected 12,965 new units for
2009 would create 267,195 new jobs and account for $27.9 bilion in total annual economic output®.
Transfer units do not generate new jobs or economic output because at existing units all employees have
been hired and are already creating output. However, some units that are looking to transfer ownership
might not find a buyer. While some franchisors may re-acquire these units and ensure continued
operations others might be closed. FRANdata assumed that 5% of transfer units will be closed for this
reason. Thus, the 20,338 transfers that would occur without the limitation of lending sustain 20,958 totat
jobs and protect $2.2 billion of annual economic output,

In total, FRANdata estimates that unit transitions seeking capital in 2008 would account for 288,153 total
jobs and $30.1 billion in total annuat economic output.

3 Data was derived from the Franchise Business Economic Outlook report and the Economic Impact of Franchised Business, Volume
2, published by the IFA Educational Foundation,

# Jobs are defined as positions filled by part-time and full-time ! or by self-employed indivi Economic Qutput is

s is the gross value of and services it bre
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Supply

FRANdata used estimates for the amount of lending in 2008 as the basis to estimate lending in 2009, An
estimated $11.7 billion went to franchisees for unit transactions. Of that amount, $1.9 bitlion” — or 16%
— was SBA guaranteed while $9.8 billion came from conventional ioans.

In 2009, banks willingness to lend will be restrained. According to the Federal Reserve October 2008
Senior Loan Officer Opinion Survey on Bank Lending practices®, banks are tightening their credit policies
in response to the current economic climate. Of the banks surveyed, 85% are tightening lending for
commercial real estate and 60% mentioned tightened credit policies for consumer lending. Based on this
data, it can be assumed that commercial lending policies will also be tightened considerably. This will
make obtaining franchise loans more difficult,

The amount of money banks are able to lend to franchisees is also likely to be constrained. In 2008, a
number of large financial institutions have announced plans to reduce the available amount for smait
business lending which wilf also limit the funds available to franchisees. In both, SBA and conventional
lending markets, a handful of national lenders had a significant percentage of all the franchise lending
activity in recent years. Even if regional and local banks increase the commercial lending activity, as early
evidence in 2009 suggests, it will be very hard to replace the large volume that the big financial
institutions represented,

Based on these data and interviews with experts and professionals in the banking field, FRANdata
projects that overall bank lending would decrease by 30% to 40% from last year. FRANdata projects that
in the 30% reduction scenario there will be $8.2 billion available for banks to lend. In the 40% reduction
scenario, banks will only have $7 billion to lend for franchise unit transactions.

The graph shows the relationship between supply and demand based on FRANdata's estimates, The
equilibrium point is above the 30% scenario line meaning that at best there will be a short-falf of
$252,089,510 in requested funds from franchisee transactions and 994 fewer unit transactions,

The following table breaks out the numbers for each scenario:

Equilibrium 33,302 ... $8,442,089510
30% Reduction | 32,308 994 $8,190,000,0 §
35% Reduction . 30,000 3302 | $7,605000000  $837,089,5
40% Reduction | 27,693 5610 | $7,020,000,000 $1,422,089,510

7 The SBA estimates its lending to franchises at $1.2 billion. FRANdata assumes this is an undemeported amount caused by bank keying eors in
SBA applications.
8

hitp: y
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Lending’s Impact on Franchising and the Economy in 2009

To put this information into perspective, the following section describes how each scenario will affect jobs
and economic output.

Scenario It 30% Reduction in Lending

In the first scenario, lending is constrained by 30% of last year's amount.

Supply ond Denand
2 $11,000
2 $10,000 o
] )
$§9,000
$8.000 ——Demand
e 30% reduction
$7.000 7 N
$6,000
$5,000 + + T r
20 25 30 35 40 45
Unit Transactions - Thousands

In this scenario, due to reduced bank lending there will be $8.2 billion doliars available for franchises in
2008, instead of the $11.7 billion in 2008 and the $8.4 billion required at equilibrium. This reduces the
number of new units created from 12,965 units at equilibrium to 12,577 new units, This equates to 4,199
direct jobs not created and 4,076 indirect jobs from new units not opened. This in turn equates to $320
million in lost direct annual economic output and $513 million in indirect annual economic output from
these new units not being opened.

In this scenario, transfer units receiving financing will decrease from 20,338 to 19,731, FRANdata
assumes that 5% of these 19,731 units wilf not be able to compiete transfer transactions and wilf be
required to close. This reduction in transfer units decreases total jobs from 288,153 to 279,549 and total
annual economic output decreases from $30.1 billion to $29.2 billion, a drop of approximately 3% for
equitibrium for both employment and economic output.
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jo I1: 35% ion in Lending

In the second scenario, lending is reduced by 35% from 2008 levels, This equates to an estimated
lending pool of $7.6 billion dollars for franchising verse the $8.4 billion required at equilibrium,

« $11.000
&
§ $10,000 /
$9.000 /
8 000 e Dgpviangd

. - 38% Reduction
$7.000 /
$6,000
$5.000 ; : K
20 25 30 35 40 45

inits Transactions-Thousamds

At this level of lending, the number of new units opened is reduced from 12,965 to 11,679 or a 10%
decrease from equilibrium and the number of transfer units is reduced from 20,338 to 18,321, aiso 10%
of equilibrium. Using the same assumptions from above, this will result in 13,944 direct jobs not created
and 12,550 indirect jobs not created from new units and 1,094 direct jobs and 984 indirect jobs lost from
incomplete transfer units for a total of 28,572 jobs lost. These lost units and jobs total $3 billion in lost
economic output.
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Scenario IIT: 40% Reduction in Lending

In the third scenario lending is reduced by 40% from 2008 levels. This equates to an estimated lending
pool of $7 billion doltars for franchising vs. the $8.4 billion required at equilibrium.

o FHL000
| $40,000 /,
$8,000
/ R
$8,000 / swssons 4% Paciuction
$7.000 /
$6,000
$5,000 T v
20 25 30 35 40 45
Unit Transacfions - Thousands

Trs this case the number of new units is reduced from 12,965 to 10,781, or 3 179% decresss frofy
equilibrium and transfer units are reduced from 20,338 to 16,812, This equates to 45,010 total jobs riot
created from new units and another 3,530 total jobs lost from transfers not completed, summing upto &
total of 48,540 total jobs either lost or not created and economic output lost or not created of $5.1
billion.

Table below summarizes all scenarios:

conomic Ou

} 12,965 20,338 $30,112,041,484
30% Reduction | 12,577 19,731 29,212,864,832
35% Reduction 11,679 18,321 $27,126,231,630
40% Reduction | 10,781 16,912 239,613 $25,039,598,427

* Dats was desived from the Franchise Business Economic Outlook report and the Economic Impact of Franchised Business, Volume
2, published by the IFA Educational Foundation,

Another way to put it is that for every one million dollars in fending lost to franchises cost the economy

34,11 total jobs and $3.6 million in economic output,
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Unit Growth in the Past Recession

Enabling franchisees to access capital is all the more crucial during a recession, particularly given that
franchising has always been a resilient business strategy. Companies that grow through the franchising
business model have weathered many serious economic storms in the past and have always done well. In
fact, franchises continued to grow units in the face of recessions. From 2000 to 2002, the U.S, economy
suffered through the tech bubble recession. The table provided below shows unit growth by industry
during the recession and immediately after. As the table shows, franchises maintained an average yearly
unit growth of 5.9% in spite of the harsh economic conditions.

| Personal Services
: k Service Restaurants
Retail Products & Services

The franchise business model has proven to be resilient through previous recessions,
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|
Industry Break Down

For a more granular approach, ined the esti i borrowings by ten different industries.
To attain the expected borrowing requirements FRANdata assumed unit percentage growth would be
consistent form 2008 to 2009 and that each industry would suffer the same percentage decrease in
demand for new unit transactions. The debt-to-net worth was also held consistent for all industries. Each
industry average initial investment was applied to caiculate the estimated requested borrowings in 2009,
1t should be noted that the industry totals do not sum back to the overall estimated borrowings. The
reason for this is that a flat average was used to estimate the overall required borrowings and not a
weighted average®.

The table below breaks out total estimated borrowings by ten industries.

$123,673,800

| Automotive : 73,80
| $353,358,652

 Business Services
| Commercial & Residential | $495,248,923
FoodRefall . $271,294824

| Full Service Restaurants | $593,618,707

. Gasoline Service Stations | $206,845
(NEC | $16,477,605

| Personal Services 1 $2,027,224,848
|.Quick Service Restaurants | $2,614,843,586
i Retall £ $370,321,633

$ As mentioned above, the calculations were based on flat averages rather than weighted averages in order Yo avoid additional
assumptions, Mathematically this means that applying an industry average to the following calculations leads to a different totaf as
. opposed to using the total average.
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Presented graphically:
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*Gasoline Service Stations were removed as an outlier
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New Units.

192
Transfey Units 301
Total Unit Transactions 493
Bank Lending Rate ) 66%
Industry Average Initial Investment $ 386,188
Overall Average Initial Investment .5 390,152

 Required Borrowings (based on Industry Average Initial Investment) $ 123,673,680
Required Borrowings (based on Qverall As $124,943,161
Average Number of Employees per unit* 4.94
Average Quiput per unit* $710,355
Average Number of Indirect Jobs created per Unit* 4.45
Average Indirect Economic Output per Unit® $1,136,568

* Data was derived from the Franchise Business Economic Qutlook repart and the Economic Impact of Franchised
Business, Volume 2, published by the IFA Educational Foundation.

New Units 1140

Transfer Units 1,788
f Unit Transactions 2,927
Bank Lending Rate . 86%
_Industry Average Inftial Investment $ ... 182,779
Overall Average Initial Investment % 390,152
Required Borrowings (based on Industry Average Initial Investment) $ 353,358,652
Required Borrowings (based on Qverall Average Ini trent) $ 742,083,113
Average Number of Employees per unit* 6.98
Average Qutput per unit™ $780,574
Average Number of Indirect Jobs created per Unit* 6,28
Average Indirect Economic Qutput per Unit* $1,248919

* Data was derived from the Franchise Business Fconomiz Qutlook report and the Economic Tmpact of Franchised
Business, Volume 2, published by the IFA Educationsl Foundation,
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1,657

Transfer Units 2,599

Total Unit Transactions 4,256
Bark Lending Rate 66%

Industry Average Initial Investment % 179,112

Overall Average Initial Investment $ 390,152

Required Borrowings (based on Industry Average Initial Investment) $ 495,248,923
Required Borrowings {based on Overall Average Initial Investment) $ 1,078,781,525

Average Number of Employees per unit*

576

Average Output per unit*

$60

Average Number of Indirect Jobs created per Unit*

Average Indirect Econos tput per Urit*

$965,960

* Data was derved from the By

Business, Volume 2, published by the IFA Educational Foundation.

| New Units

Business Econoric Qutlook report and the Economic Impact of Franchised

Transfer Units 696
Total Unit Transactions 1,140
Bank Lending Rate 6%
Industry Average Initial investment } $ 366,318

nvestment $ 390,152

Required Borrowings (based on Industry Average Initial Investment)

$ 271,294,824

_Reguired Borrowings (based on Overall Average Ini vestment) 288,946 576

of ees per unit* 12.76
Average Output per unit™ $770,000
Average Number of Indirect Jobs created per Unit* 1149
Average Indirect Economic Qutput per Unit* $1,431,999

* Data was derived from the Franchise Business Economic Outlook report and the Economic Impact of Franchised

Business, Volurme 2, published by the IFA Educational Foundation.
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Transfer Units : 1
Total Unit Transactions. . 1
Bank LendingRate R SR
Industry A\!eragéuinitiai Investment T . $ 854,000
Overall Average Initial Investment . % 30182
Required Borrowings (baséd‘on ‘Indx‘xs‘try“}\verége Tnitial Ih\)éstmen{) o ! ‘$“ 206;845
Required Borrowings (based on Overall Average Initial Investment 94,498

New Units ) ] 107 |

Transfer Units 168

Total Unit Transactions 76

Bank Lending Rate 6%

Industry Average Initial Investment $ 92,001

Overall Average Initial Investment $ 390,152

_Required Borrowings {based on Industry Average Initial Investment) $

Required Borrowings (based on Querall Average Initial Investment) $

Average Number of Employees per unit* 457
age Output per unith $775,811
rage Number of Indirect Jobs created per Unit* 4.12

Average Indirect Economic Quiput per Unit* 41,241,298

= Data was derived from the Franchise Business Economic Qutlook report and the Econonic Impact of Franchised
Business, Volume 2, published by the TFA Educational Foundation,
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 Barconal Service:

New Units e e - e 418
Transfer Units . . 6,932
Total Unit Transactions . 11,351
Bank Lending Rate ) o ) - ) 66%
Industry Average Inftial Investment e 074872
Overall Average Inftial Investment e 390,152
éé&uired Borrowings (based on ‘I‘hdustry Average Initial Investment) $ 2,()27,;2'24[848
Required Borrowings {based on Overall_Average Initial Investment) | $2,877,428,580
“A{/éx(é‘ge‘Nuﬁber‘bf‘&hbbyéé‘skpkefuniktki‘i : . S ! ‘ :12.21
Average QUIDUE PRr UBILY | | e $5,250,811
Average Number of Indirect Jobs created per Unit* _— . . 1098
Average Indirect Economic Output per Unit* : $2,001 458

* Data was derived from the Franchise Business Economic Outlook report and the Economic Impact of Franchised
Business, Volume 2, published by the IFA Educational Foundation.

lew L3734
Transfer Units . U .
Total Unit Transactions § . _ i ) 9,643
BanklendingRate S B 66%
Indusiry Average Initial Investment o $ 0 4173
Qverall Average Initial Investment 3 390,152
Required Borrowings (based on Industry Average Initial Ir i) $2,614,843,586
. Required Borrowings (based on Overall Average Initial Investment) $ 2,444,580,142
Average Number of Employees per unit™ 18.82
Average Quiput per unit* $907,637
Average Number of Indirect Jobs created per Unit* 16,93
Average Indirect Economic Qutput per Unit* $1,452,219

* Data was derived from the Franchise Business Economic Qutivok report and the Economic Impact of Franchised
Business, Volume 2, published by the IFA Educational Foundation.
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New Units 942
Transfer Units - . 4,449
Total Unit Transactions . o o : 2,373
Bank lending Rate 66%
Industry Average Initial Investment % 240206
Overall Average Initial Investment 5 390,152
Required Borrowings (besed on Industry Average Initial Investment) - § 370,321,633
Required Borrowings {(based on Overall Average Initial Investment) $_ 601,491,029
Average Number of Employees per unit* 6.84
Average Output per unit® R $464,253
Average Number of Indirect Jobs created per Unit* 6.16
Average Indirect Economic Quiput per Unit* $742 804

* Data was derived from the Franchise Business Economic Qutlock report and the Economic Impact of Franchised
Business, Volume 2, published by the IFA Educational Foundation.

Newdnits . : 328
TrensferUnits e : 515
Total UMt THRNSACONS e e S
BanklendngRate %
Industry Average Initial In it ) s iomo4r
Qverall Average Initial Investment e B 390,152
. Required Bormowings {bésed on Industﬁ Average Initial Investment) $ 593,618,707

wired Borrowings (based on Overall Average Initial Investment) $ 213,863,548
_Average Number of Employees per unit* 24,74
Average OQutput per unit* $1,191,912
Average Number of Indirect Jobs created per Unit* 22.26
Average Indirect Economic Quiput per Unitx 41,907 059

~ f3ata was derived from the Franchise Business Economic Outiook report and the Economic Tmpact of Franchised
Business, Volume 2, published by the IFA Educational Foundation,
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Lodging

Lodging has been removed from the previous calculations of the totals for several reasons. First, because
of its capital intensity, the industry often accesses capital in different ways. Lodging has the highest
average initial investment of all industries, which would have highly slanted the estimate used for the
calculations. Second, new units take a fonger time to be built than most other franchise units, and to
operate which makes Lodging likely to lag behind other industries. Third, the larger capital amounts
required for a unit in the Lodging industry make the industry more susceptible to economic downturns.

For these reasons Lodging is presented here as an independent industry. FRANdata used the same
estimates to determine unit growth and bank lending rates.

“Transfer Units . B
Total Unit Transactions [ .68
SanklendimgRate T e
Industry Average Initial Investment . e : $ li‘;ﬁ‘)iﬁ?l
Overall Average Initial Investment™ e S 1,331,962

Récf&iréd Bbrrgwings {based on Industry Average Initial Investment) | § 516,;573;986
Required Borrowings (based on Overall Average Initial Investment) = § 58,849,171

Average Number of Employees per unit™ k 1899
Average OQutput per unit™ i . $1,559,254
Average Number of Indirect Jobs created per Unit™ A4z

Average Indirect Economi put per Unith* ; $1,241,298
*The Average Initial Investment was adjusted to indude Lodging

*¥ Data was derived from the Franchise Business Economic Outlook report and the Eronomic Impact of Franchised Business,
Volume 2, published by the IFA Educational Foundation.
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<iFRANdata

About FRANdata

Founded in 1989, FRANdata is the franchise industry's number one source for objective information and
analysis. FRANdata receives no advertising or other fee arrangements that might influence its
objectivity. Using its proprietary software to access data from various sources, including its library of
more than 15,000 Uniform Franchise Offering Circulars, FRANdata supports the research and competitive
inteligence functions of franchisors, helps franchisees evaluate different concepts, provide information
and analysis for legal and financial organizations, and provide marketing access to franchisors and
franchisees, FRANdata also is the exclusive contractor for the SBA Franchise Registry.

800.485.9570
www.frandata.com
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