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This section of the FEDERAL REGISTER
contains notices to the public of the proposed
issuance of rules and regulations. The
purpose of these notices is to give interested
persons an opportunity to participate in the
rule making prior to the adoption of the final
rules.

SMALL BUSINESS ADMINISTRATION
13 CFR Parts 108, 116, 120, 122, 131

Business Loan Programs

AGENCY: Small Business Administration
(SBA).
ACTION: Proposed rule.

SUMMARY: In response to President
Clinton’s government-wide regulatory
review directive, SBA has completed a
page-by-page and line-by-line review of
all of its existing regulations. SBA
determined that it could eliminate some
regulations and consolidate, clarify, and
simplify the remainder. This proposed
rule consolidates five current CFR parts
into one Part to be known as Part 120.
The surviving Part 120 covers virtually
all policies and regulations, other than
size standards, applicable to SBA’s
business (non-disaster) loan programs.
Almost all provisions have been
reworded, renumbered, and relocated.
There are a few new or revised policies.
Several sections have been deleted.
However, most of the revisions merely
streamline and clarify the regulations
and do not represent substantive
change.

DATES: Comments must be submitted on
or before January 16, 1996.

ADDRESSES: Address written comments
to David R. Kohler, Associate General
Counsel for General Law, (120) Small
Business Administration, 409 3rd Street
S.W., Washington, D.C. 20416.

FOR FURTHER INFORMATION CONTACT:
Ronald Matzner, Associate Deputy
General Counsel; Office of General
Counsel, at (202) 205-6882.
SUPPLEMENTARY INFORMATION: On March
4, 1995, President Clinton directed all
federal agencies to conduct a page-by-
page, line-by-line review of their
existing regulations to determine which
could be eliminated or streamlined. The
President’s directive complemented
SBA'’s ongoing reinvention effort, which
had already targeted portions of the
business loan programs for streamlining
and simplification. From its review of

its business loan programs, SBA is
proposing to eliminate many pages of
business loan regulations and
consolidate and simplify the remainder.

The proposed rule combines Parts
108, 116, 120, 122 and 131 of 13 CFR
into one new Part to be known as Part
120. The new Part 120 will regulate all
of SBA’s non-disaster financial
assistance to small businesses under its
general business loan program (*‘7(a)
loans”), its microloan demonstration
program (“‘Microloans”), and its
development company program (‘504
loans™).

Many repetitive and overlapping
sections from the current regulations
will be eliminated. The remaining
provisions will be easy to find and easy
to understand. Formerly, provisions
applicable to a business loan program
were often located in different Parts.
Sometimes unintended differences
developed between the loan programs in
the interpretation or implementation of
similar program policies because of
minor inconsistencies in the language of
the provisions in the several Parts.
These inconsistencies have been
eliminated.

In the proposed rule, the basic
requirements that apply to all of the
business loan programs are located in
subpart A. These include elements
currently found in portions of Parts 108,
116, and 120. Policies specific to a
particular program are in the separate
subpart applying to that program. Rules
specific to 7(a) loans will be in subpart
B and include elements currently in
portions of Parts 116, 120, and 122.
Regulations applying to SBA'’s special
purpose loans currently in Part 122 and
a portion of Part 116 will be in subpart
C. Subparts D, E, and F will contain
rules regarding lenders, program
administration, and the secondary
market currently found primarily in Part
120. The loan moratorium provisions
presently in Part 131 will also be in
subpart E. Subpart G will contain rules
specific to Microloans currently in Part
122. Finally, regulations applying only
to 504 loans currently located in Part
108 will be in subpart H. The following
chart summarizes the proposed rule:

Subject mat- Section
Subpart ter Jcovered numbers

A Policies ap- 120.100 to
plicable to 120.199.
all busi-
ness loans.

B s Loanmaking | 120.200 to
policy spe- 120.299.
cific to
Guaran-
tees and
Direct 7(a)

Loans.

C o Special Pur- | 120.300 to
pose 120.399.
Loans.

|5 R Lenders ....... 120.400 to

120.499.
| Loan Admin- | 120.500 to
istration. 120.599.

Fos Secondary 120.600 to
Market. 120.699.

[C I Microloan 120.700 to
Dem- 120.799.
onstration
Program.

Hos Development | 120.800 to
Company 120.899.
Loan Pro-
gram (504).

The most noticeable change in the
proposed regulation is in the format.
The rule is written in a “‘user-friendly”’,
“plain-language’ style. Provisions have
been grouped in logical sequences.
Descriptive headings make it easier to
find sections. Hyphenated section
numbers are no longer used. Questions
and answers are sometimes used.

Subject mat- Section
Subpart ter covered numbers
Introduction ... | Overview of 120.1to
Part 120; 120.99.
definitions.

Wherever possible, ordinary language is
used instead of ‘““‘government-speak’’.

SBA'’s intent was to write regulations
that provide easy-to-comprehend notice
of the general content of a policy, rather
than detailed information explaining or
expounding upon that policy. Much
explanatory material currently in the
regulations and used primarily by SBA
personnel to implement SBA’s programs
has been eliminated from the proposed
rule, but is available to the public and
may be found in SBA policy guidances,
Standard Operating Procedures
(““SOPs™), and other SBA materials.

Most of the revisions do not represent
policy changes. In many cases, the
wording of the regulation has been
changed to conform to actual conduct.
Although SBA is not aware of any
instances, SBA requests comments
regarding any inadvertent substantive
changes which may have been caused
by rewording and format changes.
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There are a few substantial policy
changes in the proposed rule, however.
For example, the “alter ego’ rule has
been completely revised making more
Passive Companies eligible for financial
assistance, and new provisions are being
proposed allowing Certified
Development Companies (‘“CDCs”’) to
expand into other areas not being

adequately serviced by the existing
CDCs in those areas. These and other
substantive policies are explained in
detail below in the section by section
analysis.

Comments to this proposed rule are

invited, including suggestions for
further clarification and streamlining.

Send them to the person and address
noted above, within the time specified.

Each subpart is addressed separately
below. Conversion tables are provided
detailing all deletions, consolidations,
relocations, and policy changes.
Immediately below is a chart showing
the location of surviving material by
Parts.

F';);?zr Subject matter New 120 subpart Nne%%(z(;?sc;n
Development Company LOans .........ccccceevvevrieeeniennieeninn H o 120.800-899
Subpart A—Veterans ............... 120.104
Subpart B—Flood Insurance ... 120.170
Subpart C—Lead-based Paint 120.173
Subpart D—Floodplain Management and Woodlands 120.172

Protection.
Subpart E—Coastal Barrier Resources Act .................... NJA s 120.175
Subpart—General; Subpart A—Loan-Making Policy ....... Dispersed in Intro., Subpart A, Subpart B. ...........cccocne. 120.1
Subpart B—Loan Administration ............ccccevieeienneeenn. SUDPAI E oo 120.500-599
Subpart C—Loan Participants ..... SUDPA D oo
Subpart D .... SUDPAM D oo
Subpart E ... SUDPA D oo
Subpart F ... SUDPA F oo
Subpart G .....cccoocveiienieeen SUDPAIT F oo
Subpart A—General Provisions ......... Dispersed in Introduction, Subpart A, Subpart B ............
Subpart B—Special Purpose Loans .. SUDPAIT C oo
Loan MOratorium .........cocueeieeiiieiie e SUDPAI E oo 120.532-536

Definitions applicable to all business
loans are located in §120.10, combining
separate definitions previously in Parts
108 and 120. Nearly all have been
reworded. Some definitions have been
added, and some have been eliminated
because they were redundant or were
incorporated into the text. Of particular
note is the definition of ‘“Associate,”
which was broadened. Conversely, the
definition of “‘close relative’ was

limited to the closest family
relationship. The net effect of the

changes is to pinpoint more effectively

the individuals subject to the ethical
requirements and conflict of interest
prohibitions of the regulations. Terms

which are defined in the proposed rule

are capitalized in this preamble for
consistency. In addition, references to

SBA Regional offices and officers have

been eliminated and usually, but not

always, replaced with a reference to
District Director because of SBA’s recent
restructuring.

A detailed listing of changes specific
to each subpart follows.

120 Subpart A and B—General Loan
Policy and Guaranteed and Direct 7(a)
Loans

The following is a conversion table for
Subparts A and B:

Former section

New part 120 number for loan

Action(s) (Note: all sections were renum-

Extent of policy change, if any; comments

number provisions bered and moved, or deleted) on action(s)
116.1-116.3 ............. 120.104 ..o Revised; Subpart was split; provisions | Minor policy change; explanatory material
moved to program Parts. and definitions will be in SOP or other
policy material.
116.10-116.12 ......... 120.170 v Revised; provisions condensed ................ No policy change; explanatory material
will be in SOP or other policy material.
116.20-116.23 ......... 120.173 e Revised; provisions condensed ................ No policy change; explanatory material
will be in SOP or other policy material.
116.30-116.35 ......... 120.172 e Revised; provisions condensed ................ No policy change; explanatory material
will be in SOP or other policy material.
116.40-116.41 ......... 120.175 oo Revised; provisions condensed ................ No policy change.
116 Appendix A ....... NJA e Deleted ...oovvviieeeiieece e No policy change. Material no longer
needed.
Deleted .....oooiiiieiiiiiee No policy change. Material no longer
needed.

Revised ........cccceevninne
Deleted. Unnecessary

Revised ....

Revised; some deletion; material moved ..

ReVised .....ccooccveee i

REWNIEN ..oviviieeeciee e

REWIIttEN .vvvveieeeicciiee e

Deleted ....cccovvveeeiiiee e

No policy change. Some explanatory ma-
terial no longer valid.

No policy change.

No policy change.

No policy change.

No policy change. New definitions are
added; an owner is now considered an
“Associate.”

No policy change.

See Policy Note above.

No policy change. Definition will no longer
be used.
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Former section

New part 120 number for loan

Action(s) (Note: all sections were renum-

Extent of policy change, if any; comments

number provisions bered and moved, or deleted) on action(s)

120.2-4 ..o 120.10 .t REVISEA ...ovveiiiieeeee e Minor policy change. This definition has
been dropped, but sub-definitions were
modified and included elsewhere.

120.2-5 .oooiriiin 120.20 i REVISEd ..o Minor policy change. Definition of Lending
Institution was dropped.

120.2-6 ...oociieien 120.10 i ReVISed .....ccooviiiieiiii Minor policy change. Both definitions were
dropped.

120.2-7 v NIA e Deleted .....oooviiieiiiiiee e Minor policy change. Definition was
dropped, as no longer used.

120.2-8 .o 120.470 .ooviiiiiieiieeeeee e REWrItteN ..o No policy change.

120.3-1 120.2 ........ REWNIEN oo No policy change.

120.3-2 120.2(a) REWNIEN .oviiiieeeiee e No policy change.

120.3-3 120.2 ..... REWTItteN .o No policy change.

120.3-4 120.101 Consolidated with 120.103-1 ..........cccue.... No policy change.

120.100 .......... N/A ... Deleted .....ooooiieiiiiiee e No policy change. Section not needed.

120.101-1(a) .. 120.100(d) e | REWHITEEN oo No policy change.

120.101-1(b) ............ 120.103 ..o REWNILEEN ..oeiiiieieeee e No policy change.

120.101-1(C) .eeevveenne 120.120() coecvveeervmeeenineeeeieeeanes REVISEd ....ooiiiiiiiiiiee e No policy change. Section now combined
with another.

120.101-2 .....cceeeee. 120.210 oo REVISEd ..o No policy change.

120.101-2(@) ..cceveenee. 120.210(K) weevveeieeiiie e REVISEA ..o Clarifies policy regarding promotion of reli-
gion. See Note 1, below.

120.101-2(b) ............ 120.210(Q) -vevvveerrverirenrieiieninnn REVISEd ...oocviiiiiiiieii No policy change. explanatory material
will be in SOP or other policy material.

120.101-2(C) ..eoevveene 120.110(N) cooeeeeeiieeeeiee e ReVISEd ....oooiiiiieiiieeee No policy change. Needless wording was
deleted.

120.101-2(d) ............ 120.110(b)(c), 120.111 ............. Revised; new rule included ....................... Major policy changes. See Note 2, below.

120.101-2(d) (1) 120.111 i Revised; New Rule. .......cccoevvivveeviiieennen, Major policy changes. See Note 2, below.

through (7).

120.101-2(d) ..... 120.110(g) ... Revised ....... No policy change.

120.101-2(f) ...... 120.110(f) ... Rewritten ... No policy change.

120.101-2(qg) .. 120.110(m) . Revised ....... No policy change.

120.102 .......... 120.120 ..ooevvvereren. Revised .... No policy change.

120.102-1 ...
120.102-2 ...
120.102-3 ...
120.102-4 ...
120.102-4(a)
120.102-4(b)
120.102-5
120.102-6

120.102-7 ....ccveunen.
120.102-8 ...
120.102-9

120.102-10,
120.102-10 (a)—(f).
120.102-11 ...oonoc.n...
120.102-12 (a)—(d) .
120.103-1(a),
120.103-1(b).
120.103-2 .ooviooeene..
120.103-2(a)
120.103-2(b)
120.103-2(c)

120.103-2(d)
120.103-2(e)

120.103-2(f)

120.103-2(Q) ..vev....
120.103-2(h)
120.103-3 (a)-(e) ....
120.104-1 (a)—(e) ...
120.104-1(f)
120.104-2(a)(1)

120.130(f), 120.201 .
120.207, 120.130(d) ....
120.130(a)
120.104, 120.130(b)
120,104 oo
120,104 ovvooeeeeeeeeeeeeeeeeeeen
120.130(c)
120.202 ovvooeeeeeeeeeeeeeeeeeen

120.110(i)
120.130, 120.130(e)
None

120.140, 120.110(0)

120.130 .eooiiiiieiiee s

120.110(q)
120.101, 120.102

120150 wvvoreeeeeeee e
120.150 ...
120.150(f)
120.160(a), 120.201

120.160(b)
120.160(c), 120.170

120.170,
120.175-76.
120.160(d)

120.172-73,

120.200 ..oooiiiiiiiiiiie e
120.193 ....
120.220 ....

Revised ....
Revised ....
Revised ....
Revised ....
Revised
Revised
Revised ....
Revised

Revised
Revised ....
Deleted

Revised; new Rule .......ccceeoevvviiieeieeiiiiinnn,

REVISE ...

Revised
Rewritten

Revised
Revised
Rewritten ...
Revised

Revised ....
Revised

Revised

REVISE .....ceevieieeieeeee s
Revised
Revised .......
Rewritten ...
Deleted ....
Deleted

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change. Wording changed to re-
flect agency policy.

Minor policy change. See Note 3 below.

No policy change.

Minor policy change. Provision was not
used.

Major policy change. See Note 4 below.

Minor new policy. 180-day parameter
added.

Minor policy change. See Note 5 below.

Major policy change. See Note 6 below.

No policy change.

No policy change.

No policy change.

Minor policy change or clarification. See
Note 7 below.

No policy change.

No policy change. Though not now spe-
cifically mentioned in the regulation, life
insurance may still be required as part
of prudent lending.

No policy change.

Minor policy change—depository plan no
longer required.

No policy change.

No policy change.

No policy change.

Eliminated from statute.

No policy change; policy will now be con-
tained in SOP or other policy guidance.



Federal Register / Vol. 60, No. 241 / Friday, December 15, 1995 / Proposed Rules

64359

Former section
number

New part 120 number for loan
provisions

Action(s) (Note: all sections were renum-
bered and moved, or deleted)

Extent of policy change, if any; comments
on action(s)

120.104-2(a)(2) ....... N/A . ... | Deleted ....

120.104-2(a)(3) ....... NIA e Deleted .....ccoooiiiiieiiiee

120.104-2(b) ............ 120.222(E)(F) weveervreeeiieeeeiieeee REWNILEEN ..o

120.104-2(c) ..... 120.221(b) .. Rewritten ...

120.104-2(d) ..... 120.222 .... Revised .......

120.104-2(e)(1) 120.222 .... Revised ....

120.104-2(e)(2) ....... 120.221(8) ocveeeiereeeiieee i Revised ....

120.104-2(e)(3) ....... 120.223(a), 120.222(€), | REVISEA .....eevviiiiee et

120.221(d).

120.104-2(e)(4) ....... 120.222(C) coovveeeirereeriieeeeiee s REWIIEN .oveieiieeeceee e e

120.104-2(f) evvevrenee 120.195 ..o REWHItEEN et

120.105 .ooeiiieeeiene 120.176 .eeeeeieieeiee e Rewritten; consolidated ...........cccccocveeenee.

120 Appendix A ....... NIA e Deleted .....ooooiiieiiiieee e

1221 ... 120.1 CombinNed .....coceiiiiiieee e

122.2 ... N/A ........ Deleted .....oooviiieiiiiee e

122.3-1 ... 120.180 Consolidated ........cccooveriieiieiiie e

122.3-2 .. N/A ... Deleted .....coooivieiiiiiie

1224 ... 120.176 Consolidated ........cccooveriieiieiiie e

122.5-1 ... 120.101 .... Revised; combined ...........coccoiiiiiiiiinnnn.

122.5-2 .. 120.191 ..o REVISEd ..o

122.5-3 120.101, 120.190(d) Consolidated; rewritten ............cccceevieeene

122,54 .. 120.192 ...ccvvivieine REWTItteN oo

122.5-5 .......... 120.192 (definition.) . REVISEd ....ooiiiiiiiiiiiee e
120.212 ..o REVISEd ..o

122.6-1(a)(b) .
122

Major policy change; deleted from the Act.
Provision eliminated by statute (and had
never been implemented by SBA).
No policy change.
No policy change.
No policy change.
No policy change.
No policy change.
No policy change.

No policy change.

No policy change—Clarified that does
apply to 504 loans. See Note 8.

No policy change. Note that recent regu-
latory additions appear in 120.171 and
174. More guidance can be found in
SOP.

No policy change. Terms of the agree-
ment are in effect. Agreement will ap-
pear in SOP or other policy material.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

No policy change.

questions from Borrowers and Lenders. In the

B2 s 120.530 ....... Moved; revised ........ccoceeiiiiiiiiieeniee e, No policy change.
122.6-3, Part 131 .... | 120.532-535 ... Moved; combined; revised ...........cccoeeue... No policy change.
122.7 o 120.151 ........... REWNILEEN ..o No policy change.
122.7-1 ... 120.211(a)(b) REVISEA ...ooveiiiieeee e No policy change.
122.7-2 oo 120.211(C) cooeveeeriveeeeiiee e REWNILEEN ..o Reference to District Director's authority
to make exceptions will be in SOP.
122.7-3 e 120.151 oo REWNILEEN ..o No policy change.
122.7-3(@) .coveernrennn 120.210(8) coovvveervrreeiiieeeiee s REVISEA ...ovviiiiieeeee e Minor policy change; increase approval
will be by AA/FA.
122.7-3(b) ... 120.210(b) .. Revised .... No policy change.
122.7-3(c) ... 120.210(c) .. Revised .... No policy change.
122.8-1 ... 120.213(b) .. Revised .... No policy change.
122.8-2 ... 120.213(b) .. Revised .... No policy change.
122.8-3 ... 120.213(a) .. Revised ....... No policy change.
122.8-4 ... 120.214 ....... Rewritten ... No policy change.
122.8-4(a) ... 120.214(a) .. Rewritten ... No policy change.
122.8-4(b) ... 120.214(a) .. Rewritten ... No policy change.
122.8-4(c) 120.214(b) REVISEA ...ooviiiiiieeee e Clarifies that movement in amount of loan
must equal movement in base rate.
122.8-4(d) 120.214(C) woovveeiireeiiee e MOVEA ...t No policy change.
122.8-4(e) ... 120.214(d) .. Moved ...... No policy change.
122.8-4(f) .... 120.214(e) .. Moved ......... No policy change.
122.8-4(g) ... 120.214(f) ... Rewritten ... No policy change.
122.8-4(h) 120.214(Q) woovveeerrrreeinreeniieaannes REVISEA ...ovvioiiiieeie e No policy change.
The following chart lists additions to Section . proposed rule, SBA has attempted to
Part 120: number Subject matter covered delineate clearly and succinctly the
businesses that are ineligible for SBA
Section ] 120.171 ... | Compliance with Child Support financial assistance. In particular, SBA field
number Subject matter covered Obligations as a condition of offices, loan applicants, Lenders,
an SBA loan. development corporations and other SBA
120.110(r) | Prohibition for businesses en- 120.174 ... | Earthquake hazards notice. intermediaries have requested guidance
gaged in political and lobbying 120.190 ... | Where a business applies for a concerning the eligibility of businesses
activities. loan. which may be engaged in religious activities.
120.110(0) | Prohibition for businesses en- 120.193 .. |Use of computer generated After consulting with the Department of
gaged in pornographic or sex- forms. Justice, SBA proposes to provide such
ually-oriented  (non-medical) guidance through thes_e new regulations.
activities. See Note 1 below. Note 1. SBA often receives eligibility The present regulation states that churches

and religious organizations are ineligible for
SBA financial assistance. It does not specify
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whether the prohibition extends to
businesses principally engaged in promoting
religion through their activities. Nonetheless,
such businesses in the past have been found
to be ineligible.

SBA’s primary focus is to provide financial
assistance to for-profit small businesses that
can contribute to job growth and economic
development in the United States. Within the
limits set by the Establishment Clause of the
Constitution, SBA does not disqualify
otherwise eligible small businesses from
receiving financial assistance merely because
they offer religious books, articles, or other
products for sale or because they support or
encourage moral and ethical values based
upon religious beliefs. At the same time, SBA
does not make financial assistance available
to religious entities or their affiliates for use
in directly promoting or teaching religion.

The Establishment Clause of the First
Amendment, which states ‘“Congress shall
make no law respecting an establishment of
religion,” serves as a limitation on
governmental activities with regard to
religion. The Establishment Clause primarily
proscribes “‘sponsorship, financial support,
and active involvement of the sovereign in
religious activity.” Walz v. Tax Commission,
397 U.S. 664, 668 (1970). “‘Neither a state nor
the Federal Government * * * can pass laws
which aid one religion, aid all religions, or
prefer one religion over another * * * No tax
in any amount, large or small, can be levied
to support any religious activities or
institutions, whatever they may be called, or
whatever form they may adopt to teach or
practice religion.” Everson v. Bd. of Educ.,
330 U.S. 1, 15-16 (1947); see also Grand
Rapids School Dist. v. Ball, 473 U.S. 373, 381
(1985) (quoting this language); McCollum v.
Bd. of Educ., 333 U.S. 203, 210 (1948) (same).

Under the proposed rule, SBA would not
provide financial assistance to businesses
principally engaged in teaching, instructing,
counseling, or indoctrinating religion or
religious beliefs. While incidental or indirect
support of religious objectives might be
permissible, SBA would not provide
financial assistance to a newspaper,
broadcasting business, day care center, or
private school principally engaged in such
activities.

Some of the more difficult eligibility
inquiries received by SBA field offices have
involved businesses which engage in
activities in a secular setting which may be
considered to be religious in nature. The U.S.
Supreme Court has held that aid used to fund
specifically religious activities in an
otherwise substantially secular setting, has
the primary effect of advancing religion, and
therefore violates the Establishment Clause.
Hunt v. McNair, 413 U.S. 734 (1973); Bowen
v. Kendrick, 487 U.S. 589, 613 (1988). The
facts of each situation must be carefully
examined. With the above Supreme Court
standard in mind, SBA proposes to include
among ineligible businesses those principally
engaged in teaching, instructing, counseling
or indoctrinating religion or religious beliefs,
whether the setting is religious or secular,
because, in SBA’s view, financial assistance
to such small businesses would violate the
Establishment Clause.

SBA field office personnel and others also
have sought guidance on the eligibility of

small businesses which sell sexually oriented
products or services, or engage in sexually
oriented activities. The present regulation is
silent regarding obscene, pornographic, or
sexually oriented activities. A business
engaging in any such activity that is illegal
is ineligible under § 120.110(h) of this
regulation. However, SBA receives inquiries
regarding businesses engaged in activities
which, while not illegal, may be considered
by the average person to be obscene or
pornographic.

“Obscene’ material is not protected by the
First Amendment. It has been defined by the
United States Supreme Court in the context
of a criminal case, Miller v. California, 413
U.S. 15, 24 (1973), as follows: “* * *
whether a work which depicts or describes
sexual conduct is obscene is [determined by]
whether the average person, applying
contemporary community standards, would
find that the work, taken as a whole, appeals
to the prurient interest, whether the work
depicts or describes, in a patently offensive
way, sexual conduct specifically defined by
the applicable state law, and whether the
work, taken as a whole, lacks serious literary,
artistic, political, or scientific value.”

Under Supreme Court precedent, ‘“‘[w]hen
the government appropriates funds to
establish a program, it is entitled to define
the limits of that program.” Rust v. Sullivan,
114 L.Ed.2d 233, 256 (1991). In
implementing its programs, SBA must also
follow the Congressional mandate set forth in
Section 4(d) of the Small Business Act (15
U.S.C. 633(d)) (‘“‘the Act”) to consider the
public interest in granting or denying an
application for SBA financial assistance.

Having considered the legal precedent and
the Congressional mandate, SBA has
determined that it may exclude small
businesses engaging in lawful activities of an
obscene, pornographic, or prurient sexual
nature. Under the proposed rule, SBA would
not provide financial assistance to small
businesses which present live performances
of a prurient sexual nature or which derive
significant gross revenue from the sale, on a
regular basis, of products or services, or the
presentation of depictions or displays, of a
pornographic, obscene, or prurient sexual
nature. Thus, an establishment featuring
nude dancing, or a book, magazine or video
store containing merchandise of a prurient
sexual nature would not be eligible for SBA
financial assistance if the obscene,
pornographic, or prurient activity
contributed to the generation of a significant
portion of the gross revenue of the business.

SBA considers this proposed rule to be
consistent with its obligation to direct its
limited resources and financial assistance to
small businesses in ways which will best
accomplish SBA’s mission, serve its
constituency, and serve the public interest.
Applicants’ First Amendment freedoms are
in no way abridged. They may still express
their views, exercise their freedoms, operate
their businesses, and obtain any other aid
available to them.

SBA is considering the use of a percentage
of gross revenue instead of “significant” in
the final formulation of this rule and requests
commenters to focus particularly on the
relative merits of the two approaches and
what percentage would be appropriate.

Note 2. The proposed regulation
establishes a new “Eligible Passive
Company” rule replacing the current “alter
ego” rule. The new rule will be found at
§120.111. An “Eligible Passive Company” is
defined as an entity which does not engage
in regular and continuous business activity,
which leases real or personal property to an
Operating Company for use in the Operating
Company’s operations. SBA generally makes
business loans only to small businesses
engaged in regular business activities, and
prohibits such assistance to entities engaged
in passive investment or real estate
development, or which do not engage in
regular and continuous activity as an
operating business. SBA calls such entities
‘“passive businesses.” At the same time, SBA
recognizes that valid business reasons may
exist for an Operating Company not to own
the real estate and fixed assets used to
conduct its business. This proposed rule
would allow certain passive businesses to be
eligible for SBA assistance if that assistance
is used only to acquire and/or improve real
or personal property leased to a small
business and is used in that small business’
operations. The proposed rule would
eliminate certain requirements and
restrictions which presently limit the use of
real estate holding entities in SBA’s business-
loan and development company programs.

For purposes of these regulations, an
Operating Company is defined in section
120.100 as a small business actively currently
involved in conducting business operations
or about to be located on real property owned
by an Eligible Passive Company, or using or
about to use in its business operations,
personal property owned by an Eligible
Passive Company.

Many years ago, SBA agreed to assist
eligible Operating Companies seeking SBA
financial assistance through their affiliated
“mirror image” passive businesses by
creating an exception for such “‘alter egos”.
Subsequent modifications to the mirror
image requirement permitted variations in
ownership percentages between the operating
business and the alter ego for immediate
family members. Such variances led to
conflicting interpretations of the policy,
which have frustrated its original intent and
confused both the public and SBA personnel.
Such variances limited the effectiveness of
the intended assistance. In addition, the
variances caused inconsistencies between the
7(a) loan program and the development
company loan program.

On February 22, 1994, SBA published (59
FR 8425) a proposed rule (‘1994 proposal’’)
to eliminate the conflicting interpretations
and inconsistencies and to revise the family
member common ownership threshold to
extend the alter ego exception to additional
passive businesses. SBA received more than
twenty detailed comments suggesting
changes in the proposal. It also has received
many other suggestions and
recommendations from small business
owners, development companies, lending
institutions and SBA employees at regulatory
partnership meetings and other outreach
activities conducted by SBA. After
considering these comments and suggestions,
SBA has revised its thinking sufficiently to
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warrant publication of this new proposed
rule, included here as an integral part of
SBA'’s overall regulatory streamlining.

In its 1994 proposal, SBA suggested
reducing the common ownership threshold
for any passive business and Operating
Company to 20 percent. Most of the
comments suggested that, as an exception to
a “‘mirror image” requirement, a 20 percent
threshold was insufficient to support a nexus
between a passive business and an Operating
Company. Some suggested that the nexus be
increased to 50 percent, others to 80 percent.
However, others suggested that SBA
eliminate the “mirror image” rule altogether.
After carefully considering all of the options,
the goals and the objectives of SBA’s loan
programs, SBA proposes to eliminate the
present alter ego rule, and allow such a loan
whenever it essentially represents financial
assistance to an Operating Company.

Many small businesses utilize separate
entities to hold the real estate or leasehold
improvements used in the operation of their
businesses. SBA now believes that an Eligible
Passive Company, without regard to its
ownership interests, should be an eligible
entity for SBA financial assistance if it only
uses such assistance to acquire and/or
improve real or personal property which it
leases to an Operating Company for the
conduct of its operations.

SBA'’s new proposed “Eligible Passive
Company” rule recognizes that an Eligible
Passive Company may be an individual, sole
proprietorship, corporation, limited liability
company, an irrevocable trust or any form of
partnership. Under the current rule, trust
ownership of any part of an Eligible Passive
Company is prohibited in the SBA business
loan program. The development company
program permits the use of trusts as eligible
owners. In this proposed rule (as in its 1994
proposal), SBA proposes to eliminate the
inconsistency between the 7(a) loan program
and the development company loan program.
SBA believes that there is no reason to
prohibit a small business concern using the
SBA'’s business loan programs from taking
advantage of the tax and planning benefits
which may be inherent in the use of an
irrevocable trust. Trust eligibility shall be
determined by the eligibility status of the
trustor (grantor/settlor), with all donors to the
trust being presumed conclusively to have
trustor status for eligibility purposes.

SBA welcomes comments on whether use
of a revocable trust should also be permitted.
While this would give Borrowers greater
planning flexibility, the trustor’s reserved
authority to amend the trust might lead to
fronts or other abuses. Under this proposed
rule, an Operating Company must be an
eligible small business under SBA’s
standards, and the proposed use of proceeds
by the Eligible Passive Company would have
to be an eligible use if the Operating
Company were obtaining the financing
directly. This ensures that the Eligible
Passive Company will utilize SBA'’s financial
assistance in the same manner as an eligible
small business. As suggested by several
comments on the 1994 proposal, both the
Eligible Passive Company and the Operating
Company must meet SBA's size standards (13
CFR Part 121).

In response to other comments on the 1994
proposal, the new rule clarifies that the lease
between the Eligible Passive Company and
the Operating Company must be
subordinated to SBA'’s security interest,
mortgage or trust deed lien and the Eligible
Passive Company (as landlord) must pledge
as collateral an assignment of rents derived
from the lease. The requirement for an
assignment of the lease has been eliminated,
but an assignment may be required by SBA
when necessary to perfect a lien under
applicable law.

Several comments urged SBA not to
require the Operating Company to be a co-
Borrower on a loan to an Eligible Passive
Company, suggesting that legitimate tax and
business reasons exist in many cases for the
Operating Company to be a guarantor instead
of a co-Borrower. Believing this to be a credit
and business decision best left to the
discretion of SBA loan officers, the Borrower,
and (in the development company program)
the development company, SBA has
provided that the Operating Company may be
either a guarantor or a co-Borrower in most
cases. An exception is created for loans in the
7(a) loan programs in which working capital
funding is included, in which case the
Operating Company must be a co-Borrower.

When an Operating Company applies for
SBA loan assistance, each 20 percent or more
ownership interest holder in the Operating
Company must guarantee the loan. Since the
Operating Company will be a co-Borrower or
guarantor when an Eligible Passive Company
is the Borrower, the proposed rule would
extend the same requirement to ownership
interests of both the Operating Company and
the Eligible Passive Company.

Several comments noted that it is common
for an Operating Company to need working
capital when the Eligible Passive Company
applies for a loan primarily to finance the
acquisition of real or personal property. In
the past, SBA has required the Eligible
Passive Company to use the loan proceeds
solely to acquire and improve property for
lease to an Operating Company. Thus, two
separate SBA loans would be needed—one to
the Eligible Passive Company for the real
property and the other to the Operating
Company for working capital. The
commenters suggested that SBA permit
proceeds of a single loan to the Eligible
Passive Company to be used for working
capital in the Operating Company. This
proposed rule adopts these suggestions for
the 7(a) loan program, provided that the
Operating Company is a co-Borrower. The
loan proceeds for working capital would be
allocated to the Operating Company, while
those for acquisition and improvement of
property for lease to the Operating Company
would be allocated to the Eligible Passive
Business. Under this approach, small
businesses would no longer incur duplicate
costs and would benefit by reduced
paperwork and a streamlined loan process.

Several comments noted that a trust,
established to take advantage of tax and
planning benefits inherent in the trust form,
may have a need to engage in other activities.
They argued that SBA should not prohibit a
trust which qualifies as an Eligible Passive
Company from engaging in activities other

than the leasing of property to the Operating
Company. SBA agrees. Accordingly, under
this proposed rule, a trust qualifying as an
Eligible Passive Company may engage in
other activities authorized under its trust
documents. The Trustee will need to certify
to SBA (and provide pertinent language from
the trust document) that the Trustee has
authority to act, and that the trust has the
authority to borrow funds, pledge trust assets
and lease the property to the Operating
Company. The Trustee also will need to
provide SBA with a list of all trustors and
donors.

Note 3. To be eligible for SBA financial
assistance, the products and services of a
business must be available to the general
public. Because the current rule refers only
to recreational and amusement enterprises, it
is misleading and confusing, and is not
uniformly enforced by SBA field offices. The
proposed rule clarifies that private clubs and
businesses that limit the number of members
for reasons other than capacity are ineligible
for SBA financial assistance.

Note 4. The current regulations have
separate conflict-of-interest sections for
Lenders and development companies. SBA
has re-written and consolidated the sections.
The prohibitions are clear and consistent for
all business loan program participants. The
proposed rule expands the categories of
individuals subject to the requirements and
may encompass additional acts not
specifically enumerated.

Note 5. The prohibition against assisting a
business which previously has caused SBA
to sustain a loss is currently stated explicitly
only in the 7(a) regulations, although it is
applied in all of SBA’s business loan
programs. Its inclusion in subpart A clarifies
that the policy applies to all business loans.
Considerable explanatory material currently
in the 7(a) regulation has been removed and
will be placed in an SOP or other policy
guidance.

Note 6. SBA may provide financial
assistance only if the applicant shows that
the desired credit is needed and not
otherwise available on reasonable terms. In
§120.101, SBA clarifies its present policy.
The current provision, § 120.103-1 uses the
language ‘‘not otherwise available on
reasonable terms” without indicating any
factors which should be considered in
determining what is reasonable. Section 3(h)
of the Act defines *‘credit elsewhere” as the
availability of credit from non-Federal
sources on reasonable terms and conditions
taking into consider