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TheNationa Association of Devel opment Companies (NADCO) ispleased to provide astatement to the
House of Representatives Subcommittee on Finance & Tax concerning how to improve accessto capital by small
businesses.

NADCO isamembership organi zation representing the Certified Devel opment Companies (CDCs) respon-
siblefor thedelivery of the SBA 504 program. We represent more than 260 CDCs and more than 200 affiliate mem-
bers, who provided morethan 98% of all SBA 504 financing to small businessesduring 2007, aswell asmany other
smdl business programsand servicesin their communities. CDCsarefor themost part not-for-profit intermediarieswith
astatutory mission of community and economic devel opment achieved through the ddlivery of the SBA 504 and other
economic devel opment programs and services customi zed to the needs of their respective communities.

NADCO’'smember CDCswork closely with SBA and our lending partnersto deliver what iscertainly the
largest and most successful federal economic devel opment finance programin history (over two million jobs, $44 billion
inauthori zed 504 |oansand theleveraging of over $50 billion in privateinvestment since 1986).

NADCO wouldliketo thank Chairwoman Bean, Ranking Member Heller , Chairwoman Vel azquez, Ranking
Member Chabot, and the entire Committee, for continued support of the CDC industry and the 504 program. The
Committee on Smal Businesshasworked closely with SBA and our industry to ensuretheavailability of thisvaluable
economic devel opment program to small businessesfor morethan twenty years.

NADCO will provide commentstoday onthecritical question of maintaining accessto long term capita by

small businessesduring anincreasingly volatile period in our economy. Wewill d so comment onissueswithin SBA that
will impact that capita accessinthecomingyears.

504 FY 2009 Authorization:

We expect to end FY 2008 with about $6.5 billion in authorized 504 |oans. The Administration proposesan
authorization ceiling of $7.5 billionfor FY 2009, the same asthe current FY 2008 ceiling. While 504 program demand
by small businesseshasgrown at an annua historical rate of dmost 15%, demand hasflattened during 2008. This
appearsto bedueto the credit environment and to many small business owners holding back on planned expansions
until they gaugetheimpact of alooming recession ontheir businesses.

Through threerecessions, 504 has been acounter-cyclical capital access program. Even at the depthsof a
major economic shift, such aswefacetoday, 504 has continued to meet the financing needsof small firmsthat arethe
oneswho bring usout of recessions by continuing to create new jobs. With Americafacing perhapsitsgreatest credit
crisgsin history, wearetreading on unknown ground today. We cannot risk shortchanging businessesthat need capital
by alowing 504 to come even closeto running out of loan authority for the next two years. NADCO believesthat a
ceiling of $7.5 billion wouldincreasethat risk of running out of authorization during FY 2009.

Fortunately, the 504 program hasbeen at * zero subsidy” since 1997. Thismeansthat thereisabsolutely no cost
to thetaxpayer for the program’ sauthorization level. Itisfully paid for by user and lender fees. Given that thereisno
cost whatsoever for 504 |oans, we urge the Committeeto increase the loan authority for FY 2009 to ensurethat small
businessesare not turned away by SBA.. We request aminimum of $8.5 billion inloan authority, whichis$1 billionmore
thantheAdministration’sproposa.

Commercia banksarethe primary source of long term capital for businessesin today’ seconomy. History
demongtratesthat as banksbecomemorewary of possibleloan defaultsin tough times, they react intwo ways. Firt,
they “ shrink the credit box”, and demand higher down payments, shorter terms, and apply higher interest ratesto
compensatefor likely loan|osses. Second, they turnto “ credit enhancement” vehiclesto decreasetheir risk of lossinthe
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event of aloan default. Thisiswhere 504 comesin. Historically, during recessionary periodsor periodsof very sow
economic growth, bankswill bring moreof their small businessloan requeststo CDCsand the 504 program asameans
of decreasingtheir “loanto vaue” ratio by sharing the project debt risk with the SBA-guaranteed second mortgage.

Thisresponsein tough economic timesisexactly why the program exists: to providelong term financing with
reasonabletermsto small businessesthat continueto thrive and createjobs. Thosejobsarewhat pullsour economy out
of recessions, and 504 isaprimary financing provider when other lenders have pulled back from the small business
market.

NADCO believesthat the 504 program may be needed over the next several yearseven morethan in recent

yearsasour economy slows. We urgethe Committeeto meet this potential need by increasing the authorization ceiling
to $8.5billion for 504 for FY 2009.

504 FY 2009 Subsidy & Fees.

Assmadll businessesfall on hard timesand income shrinks, SBA hastaken aninteresting gpproachtoitscalcula-
tion of the*subsidy” of 504 for FY 2009. With an outstanding lossrate of lessthan 3% historically, SBA hasagain
dightly decreased thefeesaborrower must pay for his504 [oan guaranty. NADCO appreciates SBA's conclusion that
theprogramwill likely maintainthistrack record.

However, SBA aso decided to NOT decrease the program feesenough to smply fund itscost. Instead, the
President’sbudget proposesto establish a* negative subsidy” ; that is, knowingly charge borrowversMORE thanis
needed to fund 504 loan losses. Thus, theadministration isproposing toimposeanew tax onsmall business. While
they expect thisto beonly about $1.4 millionin excessfees, NADCO isappalled that SBA would seek more money
than needed. Webelievethisaction by SBA may evenviolatefederal law.

SBA stated that they could not decrease the other existing feesdueto statutory restrictionsbut in fact the
agency could have done so by proposing avery small changein either the current fixed CDC fee or thefirst mortgage
feethat thelenders pay. SBA refused to do so. We ask this Committee to seek passage of legidationto requirea
reduction of thosefeesin order to return thisexcessive cost to our borrowers. Such legidation would requirethe
Administration to reca cul ate the 504 program subsidy and eliminate the negative subsidy prior to the beginning of FY
2009. Theresult would belower costsfor our borrowers.

504 L ender Oversight:

SBA recently issued aproposed regul ation to define how it would implement and new lender risk management
system and useit to enforceits policieson banks, SBL Cs, and CDCs. Last week, NADCO submitted commentsto
SBA questioning the accuracy and applicability of thisdatabase and itsprocedures.

No onewantsclose oversight of the 504 1oan processand CDCs morethan the CDC industry itself. Operating
at zero subsidy for many years, the cost of 504 to the government is zero, and the cost to our borrowersisincredibly
low. Wemust al work continuoudy to keep these costs|ow through proper [oan structuring, underwriting, servicing, and
evenliquidationsof defaulted loans. All these processes must be overseen by qualified auditorswho understand lending
and credit fromA to Z. We believe SBA hasmade substantial progressin creating an audit and review processthat may
oneday riva thequdity of oversight by FDIC.

However, thisprocessof creating acompletely new oversight unit hasone potentialy fatal flaw: itsrelianceon
an unproven database that attemptstoidentify potential defaulting borrowersyearsbeforethey actually default. Thisis
tantamount to predicting the weather in \Washington two yearsout!
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Thereisno placeinthiscritical oversight processfor asystem that attemptsto“forecast” |oan defaultsif itistill
unprovento the public. Asany bank and borrower knows, thisdatabase hasa most noreal financial datainit; it consists
mostly of vendor payment and tax data, and isused by almost no privatelendersto assessbusinesscredit quaity. Even
SBA’'sown contractors, Dunn & Bradstreet and Fair | ssacs, have admitted in public meetingsand the pressthat their
databases are not accurate when dealing with largeloans or with pool s of loans. Yet, because SBA hasalready spent
untold millionsfor thissystem, it isseeking anew contract even as Congress, our industry and the banking industry
questionitsviability.

NADCO urges Congressto step in and stop this contracting process. You should demand that SBA obtain
unbiased outside verification by firmswith both credit underwriting and financial modeling expertise of thisrisk manage-
ment system. SBA must provide complete and transparent information to the public on itsprocesses and accuracy. Two
entirelending industries— CDCsand banks—should not berisk rated and regul ated by asystem that none of usbelieve
to be accurate or transparent.

504 Loan Liguidation & Recovery Efforts:

Aswith any loan program, there are defaults by borrowers, and 504 isno exception. 504 will make over
10,500 loansthisyear. Even with good underwriting and closeloan servicing, wewould expect to see defaults by about
400 borrowersfor our $30 billion portfolio. Thiswould be avery good default rate of only 4%, and after liquidation of
collateral, wewould seeanet |oss of only about 2% for theseloans.

However, asin previousrecess ons, we expect to seeincreasing defaults. Information from SBA indicatesthat
defaultsare up over the past three months, and are expected to rise further asdelinquenciesincreasein the 504 portfo-
lio.

Four yearsago, SBA sought to begin cutting itsoperating budget, and laid off virtually all of itsfield staff
responsiblefor recovery of 504 defaulted |oans. Sincethat time, there hasbeen no dedicated SBA staff working
defaulted loans. Until SBA recently moved fewer than ten staff into liquidation jobs at thetwo servicing centers, it was
truly “ catch ascatch can” for 504 defaullts.

SBA continuesto focusvirtualy al of itsliquidation effortson the 7(a) program, with an averageloan of under
$175,000, whileignoring 504, with an average|oan size of almost $600,000. Further, most al of the 504 loansare
secured by “hard assets’, ie, land and buildings, so thelikelihood of asignificant recovery for a504 default would be
highif adefaultisaddressed quickly. Instead, SBA haspaid lip serviceto the 504 default Situation. Evenwhenthe
Administrator approved additional positionsfor theliquidation centers, thesejobsfor themost part were never filled.

Amazingly, SBA appearsto haveturned an already difficult Situation into apotential disaster for 504. The
Congress passed, and SBA was supposed to implement, aprogram whereby CDCs could staff up or retain outside
contractorsto handleall 504 liquidation work in place of al thoselaid off SBA staffers. CDCswereto be compensated
through thea most certain increasein net recoveries, aswasdemonsirated during afive-year liquidation pilot wherein
therecovery rateincreased by asmuch as 10% over the current rate for 504.

Unfortunately, it appearsthat someoneforgot to tell SBA’sbudget plannersthat they needed to adjust the
subsidy formulato account for the costs of reimbursing CDCsand contractors, asrequired by Congressand their own
regulations! Working hard on existing recoveries, CDCshave completed anumber of casesand returned to SBA
collected fundsfor anumber of defaults. Asrequired by SBA regulation, these CDCshave submitted invoicesfor costs
of contractorsand internal staff work. To date, none of theseinvoiceshave been paid by SBA. When questioned, it was
indicated thereisa* policy problem” with thesereimbursements. It appearsthereal problemisthat SBA simply forgot
tofigurethese cost reimbursementsinto BOTH their 2008 and 2009 budgets.

-4 -



What'stheresult of thissituation? CDCswill smply not be ableto afford to continueworking onloan defaultsin
thefuture—work will cease, the program’ssubsidy ratewill increase, and future borrowerswill pay for SBA'sfailureto
account for needed fees. Nobody will track down defaulting borrowersand recover assetsfor the government on
either existing loans (approximately 500) or on future defaults (approximately 35 per month).

So SBA appearsto haveignored both Congressand itsown new liquidation regulations. Theend result will be
plummeting recoveriesand increasing futurefeeson 504 |oans. With little or no recovery work by SBA, the expected
net recovery rate of about 43% will fall rapidly, and government lossesmay well skyrocket both thisyear and for FY
2009.

NADCO asksthisCommitteeto interveneinthissituationimmediately. Thereareonly two options. First, SBA
could bedirected to either immediately hire, or to re-deploy trained staff to handleliquidationsaround the country. This
would betantamount to re-staffing some of those portfolio management positionsthey cut four yearsago fromthefield
offices. Alternatively, the Administration, Congress, and the CDC industry canwork together to passlegidationto
enable SBA to reca culateits subsidy model to include an alocation of some of the proceeds of |oan recoveriesto pay
for the CDC and contractor |abor needed to do thiswork.

No one, not the Congress, theAdministration, or the CDC industry, wantsto seefeesincrease duetoincreasing
loan lossesfor 504. We believe SBA management wantsto deal with thissituation, but ishamstrung by the Federal
budget process. Theonly way to break through thisimpasseisto passlegidation requiring SBA torecalculateits
subsidy cost and fees. NADCO urges Congressto act now to ded withthissituation. Theamost certain aternativewill
be decreasing recoveriesfrom defaultsand rapidly increasing 504 program | 0sses.

Concluson:

Through 504, SBA providesthelargest and most successful community and economic devel opment program
the Federal government hastoday. A study recently completed by CaliforniaState University has concluded that, for
every $1 of 504’sprogram costs, it returns $94 inincreased businessrevenues, and federal, state, and local taxes.
Through thejobs our borrowers create and the businessgrowth it fosters, 504 benefits employees, businessowners,
communities, and government at all levels. Thistakes placewith no cost for theloan programtotheU. S. taxpayer.

However, with arecession becoming morelikely, it isimperative that Congress enablethe CDC industry to
meet theincreasing needsfor long term financing with low down paymentsfor America ssmall businesses. Todothis,
wemust work to keep our feeslow. We must addressthe potential cost increases dueto ineffective program oversight
and lack of sufficient effort on recovery of defaulted loans. NADCO urgesthe Committeeto addressthese problems
throughlegidativedirectionto SBAimmediately.

Again, wethank the Committeefor its support of 504 and welook forward to another successful year of
creating morejobsfor our country.



