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FINANCE 101

Daniel M. Isard

A Lowdown on Lending

Why the choice of bank controls the means of financing.

Dear Dan,
It was time to sell my business. I was ap-
proached by a nice person who actually
lives in my town and works for a nearby
business. We quickly reached an agree-
ment on price and terms for my funeral
home business and the real estate. It was
simple. That is, until the bank got involved.
The bank said that I had to take more mon-
ey as a carryback and defer the amount for
two years! Who are they to tell me what the
terms of the sale are going to be?

Mad at the Bankers in Bennington

Dear Mad,

Life is simple: If you have the money, you
make the rules. Please remember to get
that as a tattoo following your closing.

Bankers are easy targets for sarcastic fu-
neral columnists. A banker will loan you
an umbrella only on sunny days. Bankers
will loan you $1,000 so long as you post
a $1,500 CD as collateral. They are risk-
averse people. They assume that every-
one who borrows from them is going to
default, and it is their lot in life to antic-
ipate this and protect against it. I owned
a lending institution for about five years
and saw the evolution of the word risk.

Let me give you a history lesson. Banks
and lenders have existed throughout his-
tory. People with the cash try to use the
management of that cash as their busi-
ness. Banks have always made loans and
are subject to the risk they perceive they
are taking, and they are going to dictate
their terms and the terms of others stand-
ing behind them in a deal.

You, as a soon-to-be-former owner, will
invariably be holding a note as part of the
financing. This note will be in the form
of a second mortgage, consulting agree-
ment, covenant not to compete (CNC)
or something else. A default on the first
lender’s note will cause the second posi-
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tion — your position - to default as well.
During my tenure in funeral service, I
negotiated with companies that were true
lenders. They would dictate some terms,
but it was on a deal-by-deal basis. Some
portion of a funeral home purchase is al-
ways allocated to a CNC. That is because
a funeral home is a personal service busi-
ness and bears the alter ego of the own-
er. A CNC prevents the seller of a funeral
home from competing with the new own-
er. CNCs are a part of the financing and
collateral for that personal goodwill.

Banks like using the Small
Business Administration
because they can make loans
with less risk and lower
reserves. The SBA does not
make a 100 percent loan to
purchase price; typically, they
are at 75 percent. The other

25 percent is required to come
from the buyer’s own money or
the seller’s carryback. You may

not like this, but it is the rule.

The amount of the seller note is not
necessarily driven by the bank but more
so by the borrower. If the borrower hits
the lottery and chooses to buy a funeral
home with some of his or her winnings,
the bank would not care about the defer-
ral. The issue underlying this mandate by
the bank is probably driven by the bor-
rower’s lack of equity in the purchase.

In today’s world, the Small Business
Administration funds most business
loans. However, the SBA does not make

loans directly to borrowers; it funds the
banks that are making the loans to qual-
ifying small businesses via several loan
platforms. Thus, the SBA funds the banks
that are funding most funeral home
transactions. This is due to two functions.
First, the SBA is well funded, and second,
it lessens the risk for the lender. Banks are
still making real estate loans, but when
the real estate is for a special use, the lend-
er gets nervous and uses the SBA.

The relationship between a lender and
the SBA is simple. An approved bank has a
few preset loan types the SBA will under-
write. Some loans have a large amount of
goodwill while others have a large amount
of tangible assets. When the SBA under-
writes a loan, the bank puts up less money
and shares in the interest collected.

In addition, the bank gets a servicing
fee; i.e., it receives compensation for orig-
inating these loans. The most important
factor for the bank is that it does not need
to use much of its reserves to put this loan
out. Typically, a bank may need to use
from 5 percent to 12 percent of its reserves
every time it makes a loan, but with SBA
underwriting, the bank reserve is on a
lesser amount and is fully protected.

Banks like using the SBA because they
can make more loans with less risk and
lower reserves. The SBA does not make a
100 percent loan to purchase price. Typi-
cally, they are at 75 percent. The other 25
percent is required to come from a buyer’s
own money or the seller’s carryback. In
most cases, this carryback deferral is for
the first two years. You may not like this,
but it is the rule.

If you don’t like the deferral, you have a
few options. First, you can elect not to sell
to this buyer. Second, you can carry the
entire note yourself. Or you could call the
SBA and get it to change its rules. If you
elect the third option and are successful,
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can you please get gravity to stop affect-
ing my chins as your next trick?

A deferred note is usual. What we tend
to do is rebuild the deferral note. For ex-
ample, with a $100,000 note that bears a
5 percent interest rate, we would recon-
struct to accrue the interest for two years.
The note would grow to about $110,250 at
the end of the second year of deferral. At
that point, we would structure the note to
be paid off over the next 10 years.

The loan approval process is complex.
This is where we see lenders that are mar-
keting to funeral homes as having an ad-
vantage over those that are generalists.
The funeral-savvy SBA lender has the
ability to produce the documents need-
ed much quicker. It is able to underwrite
a loan quicker. If a borrower encounters
a tough business spell, the SBA funeral
lender understands more workout solu-
tions than the generalist. This last point is
a big reason I have my clients use a funer-
al specialist.

Most banks that use the SBA have to
submit the loan to the SBA for its approv-
al. A limited few are “direct submission,”

which means if the lender’s underwrit-
ers approve the loan, the SBA must ap-
prove it. This is a huge benefit and great-
ly speeds up the closing of the loan and
therefore the business transaction.

The SBA charges a fee to give its guar-
antee of the loan approved. This fee is a
few percentage points of the loan. There-
fore, in some cases, you would want a
conventional loan. For example, if the real
estate value alone is more than the total
borrowed, it is possible you do not need to
go through the SBA. A conventional loan,
similar to getting a mortgage on the prop-
erty, is more suitable.

Like it or not, the SBA is rebuilding the
banks. It is the world in which we live.
Usually, the bank is not the problem. The
problem is finding a buyer who is willing
to pay the price you want.

Say, did I tell you about the banker who
died but still made loans to ghosts? If you
defaulted, the spirit got repossessed!

Dan Isard, MSFS, is president of The
Foresight Companies LLC, a Phoenix-
based business and management
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consulting firm specializing in mergers
and acquisitions, valuations, accounting,
financing and consumer surveys. He is
author of several books and host of The
Dan Isard Show at www.funeralradio.
com. He can be reached at 800-426-0165
or danisard@f4sight.com. For copies

of this article and other educational
information, visit www.f4sight.com.

The financial and tax advice contained in
this article is for informational purposes
only and may or may not apply to your
individual position. Readers are strongly
encouraged to seek the counsel of qualified
advisors before undertaking any action
based on this information.
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