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P R O P R I E T A R Y

SBA lenders face overwhelming demand for government relief loan program

SBA's PPP helps onboard new customers, but uses up funding liquidity

M&A among lenders on hold until Q4 but could pick up in 2021 as sector reshuffles

While Senate Democrats blocked a Republican effort Thursday to add another USD 250m in funding

for small businesses reeling from COVID-19, community banks are facing overwhelming demand as

they seek to disperse relief loans to millions of companies across the country. 

 

Lenders have been working hard since late last week to get cash into the hands of small business

owners as quickly as possible under the government's USD 349bn Small Business Administration

(SBA) forgivable loan initiative, otherwise known as the Paycheck Protection Program (PPP). 

 

The PPP is a key component of the Coronavirus Aid, Relief and Economic Security (CARES) Act,

which Congress passed on 27 March, to provide capital to small businesses that have been hit hard

during the coronavirus outbreak. Last Friday, the first day of the program, US Treasurer Steven

Mnuchin announced SBA had processed over USD 1.8bn PPP loans, mostly from community banks. 

 

But some community banks say execution challenges are persisting. 

 

"There's a really hard push to get this money quickly before it runs out...It puts a lot of stress on all

the banks," said Nathan Rogge, president and CEO of Bank of Southern California [OTC Pink: BCAL].

BCAL is an SBA preferred lender specializing in small- and mid-size business lending. Rogge said

BCAL used to only handle 30 SBA loans a year, but now may need to approve 100 loans a week, with

limited capacity to do so. 
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"We're finally being able to get applications into the SBA but it continues to be a challenge," agreed

Gary Hemmer, President and CEO of First National Bank of Waterloo. "There are so many bankers

trying to get into the system to update it that it's caused the system just to be slow or unavailable.”

The bank has inputted around 100 PPP applications from requests it has received in the space of

three to four days. 

 

Small businesses can submit applications for PPP loans to banks and authorized commercial lenders,

which then submit the applications for the SBA to process, once eligibility has been determined. For

small businesses to get their hands on the cash, they need lenders to close the transactions that are

approved by the SBA and provide the funding. 

 

However, many loans are stuck in the processing stage. Some lenders say there is still a lack of clarity

from the SBA on how they should provide the funding to small and medium-sized businesses (SMBs),

said Chris Hurn, CEO of Fountainhead Commercial Capital, a non-bank commercial lender that is

authorized to administer SBA loans. 

 

For example, lawyers can have different interpretations as to whether traditional limits on

businesses eligible for SBA 7(a) loans apply to PPP loans under the CARES Act. In a post published by

law firm Ballard Spahr, attorneys argued that while the CARES Act states its authorization of PPP

loans to “any” business concern meeting applicable size requirements, the SBA guidance instead puts

limits on using the loans in some cases, such as financing companies and passive investors. 

 

As of Wednesday, Fountainhead had processed a number of loans but hadn't yet been able to fund

any, as it was concerned moving forward with closing the deals could put both borrowers and lenders

at risk of liability, Hurn said. If the information provided by lenders and the businesses is seen as

unclear, the SBA may not forgive all or part of a PPP loan in the case of a default. 

 

In turbulent times, banks are typically reluctant to give out new loans because they don't know how

much capital they may need to absorb losses, said Jeff Davis, Managing Director at Mercer Capital.

But under PPP, the SBA takes the credit risk and commercial banks act as intermediary agents that

use their underwriting expertise to push the money out to small businesses, Davis said. 

 

The SBA enables qualifying small businesses to borrow up to USD 10m and will forgive the portion of

the loans used for operating costs for up to 100% if all employees are kept on payroll for eight weeks

between February 15, 2020 and June 30, 2020. 
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Many community banks remain excited about the PPP program, which absorbs risk for banks and

gives lenders a chance to grab new customers and serve the communities, said Dory Wiley, president

and CEO of Commerce Street Holdings. Community banking is a hand-shaking industry, and banks

will try to keep these relations and sell customers other loan products when the economy rebounds,

Wiley said. 

 

Yet others would prefer to have started the PPP process with existing customers to avoid becoming

quickly overwhelmed, Wiley said. 

 

"If you are not a preferred lender through the SBA, I think it's hard to get ramped up for this in a

short timeframe because you're not familiar with the SBA process," said BCAL's Rogge. "We do earn

some fees for putting the loan out, but that'll obviously take up some of our liquidity," he said, adding

that these lower-interest loans are not attractive assets. 

 

The shift to remote working amid the pandemic is another factor hampering community banks'

ability to move swiftly. BCAL still needs to manually upload documents to the SBA system and won't

be able to achieve a fully automated process in several days, Rogge said. 

 

It's very challenging to maintain community bank operations with many people working remotely,

agreed Hemmer of First National Bank of Waterloo, who nonetheless voiced confidence of

overcoming the challenges at hand. 

 

"We are getting calls and we're dealing with our customers one on one," Hemmer said. "We're at the

front end of this whole thing right now. I think 30 days from now we'll have a better handle on it." 

 

M&A on hold until 4Q20 as banks re-evaluate risks 

 

Amid the urgency to deliver funds to SMBs, M&A activity among lenders is likely on hold for at least

two quarters, said Mercer's Davis. 

 

Prior to the coronavirus pandemic, community bank consolidation was expected to accelerate in the

first half of 2020 as some banks wanted to sell before the election, while the stock market rebound

early in the new year created stronger buyer currency, this news service reported in February. 

 

https://www.mergermarket.com/intelligence/view/2982505
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The outbreak of COVID-19 and the market correction have put a damper on these expectations for

now, but that could change as the strain of PPP sparks a sector reshuffle that could lead to

consolidation in 2021. 

 

By next year, it is likely that there will be many weakened banks that will need to find a buyer that has

excess capital, and those distressed banks could be available at lower valuations, Davis said. 

 

Until then, however, lenders have pushed the pause button as they grapple with the challenge at

hand. 

 

"Banks will need three to six months to begin to feel confident about their own loan portfolios before

they're willing to look at someone else's loan portfolio and acquire that bank," said Davis. 

 

The volatility spike in the stock market also makes it difficult to determine the valuation of assets

right now, said Rogge at BCAL. Moving into late 2020, some banks may start to assess their

performance and consider more M&A opportunities, Rogge said. 

 

As a commercial lender, Florida-based Fountainhead has also decided to postpone a capital raise

seeing a sudden surge of loan inquiries in March, Hurn said. 

 

"There is very little M&A activity going on," said Hemmer at First National Bank of Waterloo. "I think

it's been all this kind of on hold right now until we get through this. We're going to continue to look

for opportunities. But right now, it's just kind of quiet out there."

by Xinyi Jiang in Charlottesville, Virginia and Yizhu Wang in New York
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