
Small business owners are the nimble contributors to a thriving economy. It is the economy’s onus to present them with
conditions favorable to function efficiently in the system. Of all the resources that small businesses require, finance is a key
and non-negotiable one. This newsletter discusses one of the popular small business financing programs; the Small Business
Administration (“SBA”) in the United States. Specifically, we dive into the business valuation requirements entailed by an
SBA loan application.

Small Business Administration

The Small Business Administration (“the agency”) is a cabinet-level federal agency in the US providing credit

support to small business enterprises. The agency provides support in the form of counselling, capital, and

contracting expertise.

What is an SBA loan?

An SBA loan is a business loan between an approved financial institution and a small business owner where the

SBA provides a guarantee for a portion of the loan, thereby mitigating the risk of default. Simply put, the approved

financial institution is the lender, the small business owner the borrower, and the agency, the guarantor.

There are multiple types of SBA loans to serve various needs and purposes. One of the most common types is the

SBA 7(a) loan. It provides funding in the range of $30,000 to $5 million to small business owners who are qualified

borrowers. The loan can be used to fund start-up costs, purchase equipment, acquire a new business, refinance

debt, purchase inventory and supplies and more. The topic of this newsletter, which pertains to a valuation for

SBA loan compliance, is based on this type of SBA loan.

It is pertinent to note that the SBA itself does not lend money. It guarantees a business loan from an SBA approved

lender. This provides a cushion of comfort to the lender to give out a loan, which it might otherwise not approve.

Eligibility

Of all the criteria for eligibility of an SBA loan, the primary one is to establish the ability of the borrower to repay

the loan. The borrower’s ability to repay is backed by the projected cash flows of the Company. Thus, a business

plan becomes a key consideration in an SBA loan approval.

Once a business is eligible for an SBA loan, it may require an independent business valuation for approval of the

loan if the satisfies any of the following criteria according to the SBA’s Standard Operating Procedures (SOP):

• The amount being financed (including any 7(a), 504, seller or other financing) minus the appraised value of real

estate and/or equipment is greater than $250,000.

• There is a close relationship between the buyer and seller (for example, transactions between family members

or business partners).

• The lender’s internal policies and procedures require an independent business valuation from a qualified

source.
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Of the criteria mentioned above, the most common criterion triggering an SBA valuation is that the loan amount

requested is higher than $ 250,000.

KNAV has extensive experience in valuations for SBA compliance. This newsletter discusses the practical aspects

involved in SBA valuations while highlighting the distinction between conventional business valuations and SBA

valuations.

How is an SBA valuation different from a traditional business valuation?

Following are the points of differences between an SBA and a business valuation:

No. Description Conventional business valuation SBA business valuation
1. Regulatory framework Various such as financial reporting

standards, tax regulationsetc.

PerSBA’sSOPandindustrybest practices.

2. Size of operations Start-ups to multinationals.  For a business to be eligible for an SBA loan

it must be within the either the designated

small business size standards for the

primary industry or alternate size standards.

According to the alternate size standards,

an SBA loan applicant’s maximum tangible

net worth must not exceed $ 15 million and

the average post-tax net income for 2 full

fiscal years before the application date

must not exceed $ 5 million.

4. Discretionary expenses Audited financial statements are

generally available. Reliance can be

placed on the same to not include

anynon-businessexpenses.

Generally, financial statements are prepared
in-house. Personaland discretionary expenses
areoftenincludedintheaccounts.

5. Commonly used valuation 

methods

₋ Discounted cash flow method

₋ Guideline public company 

method

₋ Guideline transaction method

₋ Net asset value method

₋ Capitalized cash flow method

₋ Guideline transaction method 

6. Premise of value Premise value is dependent on the

specifics of the assignment and could

be going concernor liquidationbasis.

As the purpose of an SBA valuation is

to finance/refinance the debt taken

for a Company, the premise of value is

always going concern value.

7. Standard of value Commonly used standards of value

are fair value or fair market value

depending on the purpose of

valuation.

Fair market value.



SBA valuations: The Idiosyncrasies

• Normalization: While every business valuation exercise warrants financial statement normalization

adjustments, such adjustments become key for SBA valuations. This is because, most of the companies that

are valued for SBA purposes are either proprietorships or partnerships. The financial statements are

generally prepared in-house and almost never audited. The financials often include discretionary expenses

such as the owner’s travel, meal, cell phone expenses etc. Furthermore, owner’s often take lower or higher

than market salary from the business in accordance with the tax position of the company.

• Inapplicability of guideline public company method: The subject companies in SBA valuations generally

operate on a very small scale. Most of them are either franchises of bigger brands or a one-off mom and

pop shop. Applying listed companies trading multiples for valuation of such companies, may be

inappropriate as listed companies operate on a scale which is incomparable to the smaller companies. Thus,

the guideline public company method of valuation is not used in SBA valuations.

• Reliance on historical financials: As we have already observed until now, most of the idiosyncrasies pertain

to the smaller size of the companies being valued for SBA compliance. Citing the same, it is often difficult to

obtain projections for such companies. Even in cases where projections have been obtained, it may not be

appropriate to completely rely on them unless they are approved by the lender. Although, projections are

not received for most of the transactions. In such case, appraisers are left with no choice but to rely on the

historical financial statements of the companies. Since tax returns are also provided, historical financial

information is often considered to be reliable. It must be noted that the same is subject to normalization

adjustments as discussed earlier.

• Discounted cash flow model: As discussed in the aforementioned point, since projections are generally not

provided, the usage of the discounted cash flow method is not feasible for SBA valuations. Additionally,

given the subjectivity involved in the projections, the discounted cash flow method is not generally

encouraged for purposes of SBA valuations as an industry practice. Appraisers predominantly rely on the

capitalized cash flow method under the income approach.

• Seller’s discretionary earnings: A financial measure which is peculiar to SBA valuations is the “Seller’s

discretionary earnings” or “SDE”. It is simply the earnings available at the disposal of the seller. It is

calculated by adding back the owner’s compensation to the operating profit of the company. Market

multiples based on SDE are often used in SBA valuations.

• Assets included in the sale: Another important aspect that needs to be looked at in SBA valuations is the

assets that are included in the sale of the business (if the SBA valuation is for the purpose of an acquisition).

Generally, such transactions do not include acquisitions of accounts receivables, accounts payables and

other operating balance sheet items apart from inventory. This analysis is important because deal multiples

used for valuations are based on a certain definition of the market value of invested capital (“MVIC”). This

implies that an apple-to-apple comparison must be ensured when using the deal multiples method of

valuation.

For example, MVIC multiples do not include accounts receivable as a part of the MVIC. If the transaction

under consideration includes acquisition of the accounts receivables of the company, the value conclusion

must be adjusted for the same.

• SBA definition of intangible assets: According to SBA SOP, the business valuation must allocate separate

values to the individual components of the transaction including land, building, equipment and intangible

assets. Furthermore, the SOP states the following: “The value of the intangible assets is determined by...the

value of the business as identified in the business appraisal minus the sum of the working capital assets and

the fixed assets being purchased.”

• Lender’s cash flow vs Valuation cash flows: Another key aspect in SBA valuation is the difference between

the cash flows that the lender relies on and the cash flows that the appraiser uses in the valuation. The cash

flows that the lender considers are based on the specific deal terms and also take into account the

borrower’s global debt service as well as personal debt to assess its credibility. On the other hand, cash

flows for business valuation are reflect hypothetical assumptions based on an independently operated

business without regards to the borrower’s other business and outside debts.



SBA business valuations are in principle, similar to other business valuations. However, there are various nuances that an

appraiser needs to consider in SBA valuations where sometimes, the information richesse of conventional business

valuations is elusive. KNAV collaborates with some of the leading SBA approved lenders for SBA valuations and has

experience across a wide spectrum of industries. Reach out to know more.
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Disclaimer: This publication contains general information only, and none of KNAV International Limited, its member firms, or their related entities

(collectively, the 'KNAV Association') is, by means of this publication, rendering professional advice or services. Before making any decision or taking

any action that may affect your finances or your business, you should consult a qualified professional adviser. No entity in the KNAV Association shall be

responsible for any loss whatsoever sustained by any person who relies on this publication.
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KNAV was founded in 1999 and is a full-service firm providing Accounting, Taxation and Advisory. The firm is headquartered in Atlanta
and has a remote delivery center in Mumbai, India. In addition, the firm has offices in Canada, United Kingdom, Netherlands, India &
Singapore through its network of member firms in these locations.

All member firms of KNAV in India, North America, Singapore are a part of the US$ 4 billion, US headquartered Allinial Global; which is
an accounting firm association, that provides a broad array of resources and support for its member firms, across the globe. The
International Accounting Bulletin has released the result of its 2020 world survey and has ranked Allinial Global as the world’s second
largest accounting association.

USA office: One Lakeside Commons, Suite 850,990 Hammond Drive NE, Atlanta, GA 30328

Other offices:  Canada  |  India  |  Netherlands  |  Singapore  |  UK

For any queries, please contact us at rajesh.khairjani@knavcpa.com or valuation@knavcpa.com


