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The ability to rent space is a decided 
advantage for most entrepreneurs 
opening a new small business. 

After all, why invest limited capital in 
order to create or own space, for the 
business to occupy, when the space can 
be rented. Moreover, the funds are usually 
better deployed in furthering sales and 
bolstering the income side of the equation. 
This is especially so during the early stages 

of a business, when getting product or services to market, 
growing sales and obtaining market share are a priority. 

As time goes on and the business matures, the question 
of buy vs. lease space becomes more poignant. This can 

occur for a variety of reasons. For example, when the initial 
term of a lease expires, the prevailing market rent may be 
significantly higher than the rent at the inception of the 
lease. There may be other intervening circumstances, such 
as a landlord’s desire to reposition the space. As a result, 
the existing space my not be available to re-lease. 

The shock of a material change in the rent can disrupt 
the profitability of an otherwise successful small business. 
Many businesses can’t take the stress. This includes small 
retail, professional and other service firms. Moreover, 
relocation within the immediate vicinity may not be an 
option. There may not be any other available space that 
is satisfactory. In any event, rents may also have increased 
throughout the area. All too often, otherwise successful 
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local businesses are forced to close because of these stresses. 

Growing up in a family that owned a retail grocery 
business, I felt the stresses at lease renewal time. Sitting 
next to my dad, negotiating the terms of a lease renewal 
for the store, I was acutely aware of the pressure he 
was under. Moving the business to another locale was 
not a genuine option. It was make or break time. We 
had to negotiate a rent acceptable to the landlord, but 
which allowed the business to survive. It was no mean 
achievement. The pressure was redoubled when it came 
time to sell the business. Not only was landlord’s consent 
required for an assignment of the lease; the new buyer 
reasonably desired a lease extension. There were only a few 
years remaining to the existing lease term. I negotiated the 
deal on behalf of my dad. It required an immediate rent 
increase and fortunately the buyer 
was willing to accept it without an 
adjustment to the purchase price 
of the business. I later learned that 
when the extended lease came 
up for renewal, the landlord was 
unwilling to renew. Instead, the 
store space, as well as, the other 
retail spaces in the complex were 
vacated and repositioned for more 
upscale occupancy. Needless to say, 
forced out of its space, the grocery 
store business no longer exists. The 
ability to buy the space might have 
saved this small local business. 

 Real estate can also be a 
wonderful outlet for diversification 
of investment by a successful 
entrepreneur.  In the early stages 
of a business, there is often little 
or no choice but to reinvest the 
net income in order to grow the 
business. However, as time goes on 
and a successful business matures, the needs of the 
business itself may not be as compelling. Finding 
investment opportunities for surplus monies is not an 
easy task. Entrepreneurs, who have successfully overcome 
all manner of challenges on their own, in establishing 
their small businesses, sometimes find it difficult passively 
to park their hard earned cash with a stranger. Often, the 
amount available for investment is just not sufficient to 
attract the attention of a major investment firm. It’s easy 
to make a mistake and there are genuine concerns about 
who to invest with and in what investments. 

The prospect of making an investment in the real estate 
the business occupies can be interesting from a number 
of perspectives. A successful retail businessman knows a 
great deal about the trends in his particular neighborhood. 

From a real estate point of view, the outlook for local retail 
rentals is often derivative of prospects for the surrounding 
residential community. A community in flux usually has 
a corresponding effect on the local retail economy. Thus 
as a neighborhood undergoes gentrification and becomes 
more upscale, so, usually, does the retail. Higher retail 
rents are generally associated with these positive changes. 
On the other hand, urban blight originating in the 
residential sector also has a negative effect on the local 
retail in the area. 

Industrial uses in urban settings have also experienced 
encroachments by so-called higher and better uses, such 
as office and residential. The growth of cities and the lack 
of land make for a heady combination when it comes 
to adaptively reusing existing structures and raising the 

rents. The result is to squeeze out small 
industrial tenants. 

A savvy small businessman often 
has a keen appreciation of these local 
trends and is well positioned to take 
advantage of opportunities to acquire 
real estate in the emerging area where 
his or her business is located. I have 
often heard tales of “if only”. Imagine 
“if only I had bought the building in 
Soho [or Tribeca], where the factory 
was located, what wealth would have 
been generated? Now the building 
is a luxury condo.” Well those trends 

originated thirty 
or more years ago. 
But there are newer 
opportunities that have 
appeared. Consider 
old industrial areas like 
Williamsburg North 
that are in the midst 
of being redeveloped 

into high-end housing. 
This began approximately a 

decade ago. What is the next burgeoning area? 

A local small businessman often has knowledge and 
information that could be translated into a realistic 
investment plan. Nevertheless, owning and operating 
real estate is a business; not just a passive investment 
opportunity. It takes more than a good idea, strong heart, 
gut instinct, hard work and dogged determination. But, 
those are extremely important ingredients. An individual 
armed with these attributes can make it in the real estate 
business, too. The other major elements are money and 
luck. 

Sourcing capital seems to be a perennial problem for 
most small businesses. The perception of risk in funding 
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a small vs. a large business is magnified. This is so during 
the startup phase and even after the business reaches 
sustained profitability. A loan to a small business is viewed 
as inherently more risky than a similar loan, meeting the 
same objective underwriting criteria, to a large one. There 
is also the matter of banks not being genuinely interested 
in making small loans. The time spent underwriting 
and closing a small loan with a small business borrower 
is at least the same as that required for a large loan and 
often significantly more. Smaller businesses don’t have 
the accounting and legal personnel needed to expedite 
the processing of a loan. They may have to bring on 
outside help just to meet the documentary and other 
typical demands of a bank lender. This can range from 
basic legal documentation for the entity to full audited 
statements for the current and 
a number of prior years of 
operation. A small business may 
not be able to accommodate these 
requirements at a reasonable cost 
commensurate with the financing 
requested or within a reasonable 
time frame. It’s not the way 
small business functions in the 
usual course. There is often an 
apparent clash of cultures. Is it 
any wonder that banks shy away 
from making small loans to small 
businesses, when they can spend 
the same or less time, with less 
effort, pursuing large loans to 
large businesses? When it comes 
to bonus time, at the bank, it’s 
about the dollar volume of loans 
that close and pay interest. It’s 
not about the absolute number of 
individual loans closed. It is also 
not about the amount of time 
spent working on applications for 
loans that don’t end up closing. 

I remember well facing these 
very issues in my first bank approximately 20 years ago.  
The bank specialized in making small multi-family and 
commercial mortgage loans. This included mortgage 
loan to small businessmen to purchase the buildings in 
which their businesses were located. We found that there 
was a healthy demand for this financial product and very 
little supply. We underwrote the smaller loans just like 
the larger ones. Thus, we analyzed the real estate that 
was to be the security for the loan on its own. The fact 
that the borrower was to be the primary tenant was not 
deemed a plus from a credit perspective. However, it was 
perceived that the borrower was less likely to default in 
paying the loan so as not to lose both the property and 

the business. Nevertheless, the tenant was not what would 
be considered a credit tenant. Our primary concern from 
an underwriting perspective was the marketability of 
the property, the prevailing market rents in the area and 
demand for the space. It was critical that the rent needed 
to service the mortgage debt not exceed the market rent. 
Of course, the borrower had to be able to afford the rent. 
However, like all well underwritten real estate mortgage 
loans, it was not just about the particular tenant. If the 
tenant was no longer there and had to be replaced, then 
the property still had to be able to carry the mortgage. 
Thus, the prevailing market rents needed to be sufficient 
to support payment of debt service under the mortgage 
loan. There also had to be a determination made that there 
was adequate demand by tenants for the space, in the 

ordinary course. The bank did 
well financially because it charged 
a little more, when compared 
to large mortgage loans at the 
major banks. The borrowers 
were willing to pay a little 
more because there were few, if 
any, bank lenders interested in 
making these loans and the next 
tier of non-bank lender charged 
exceedingly higher rates. 

Small mortgage loans made 
by my bank included one to the 
owner of a retail business for the 
purpose of acquiring the building 
in which the business was located.  
The business occupied the main 
floor and there were a few 
residential apartments above. I 
look back at that loan and can’t 
help but smile at the prescience 
of the borrower. The area has 

benefited from gentrification and 
the property is worth many times the original 
purchase price. Rents have climbed dramatically 

in the area and are likely unaffordable for many of the 
local users of almost two decades ago. The borrower 
had a gut instinct that proved to be correct. While we 
at the bank shared that view and admired the borrower’s 
entrepreneurial spirit, nevertheless, our underwriting was 
based on then existing market conditions. Interestingly, at 
the time, the loan could not be sourced as a SBA guaranteed 
loan, because real estate loans were not permitted under 
the program. But this changed with the enactment of the 
SBA 504 Loan Program, which was designed to facilitate 
the making of these kinds of real estate mortgage loans to 
small businesses. Last year, the SBA adopted regulations to 
improve access to the 504 Loan Program, as summarized 
below. 

There is also the matter 

of banks not being 

genuinely interested in 

making small loans.

un

Under the program, a qualifying small business can, in 
connection with obtaining space for its business, finance 
the acquisition of land and building. This can include 
the cost of construction of the building, machinery and 
equipment, as well as, certain closing and other costs. 
There are three components to the financing model. It 
begins with a bank loan, generally, for 50% of the total 
qualifying project cost. That loan is secured by a first 
mortgage against the property. A second mortgage loan is 
obtained through a Certified Development Corporation 
(a not for profit quasi governmental entity that is approved 
by the SBA under the program 
to perform this function). The 
amount of this loan is, generally, 
for up to 40% of the total 
qualifying project cost. This loan 
is subordinated to the lien of 
the Bank’s first mortgage against 
the real estate. It is sourced by 
way of issuance of debentures 
that are guaranteed through the 
SBA. The loans, however, are 
further limited to a total not 
exceeding 90% of the appraised 
value of the property financed, 
upon completion of the project. 
For these purposes, the value of 
the business itself is excluded. 
The balance of 10% or more is 
equity provided by the borrower. 
The CDC loan amount might be 
lower than 40% and the equity 
requirement higher than 10%, 
under certain circumstances, as 
noted above and described below.

Since the purpose of this 
SBA program is job creation or 
retention, the maximum amount 
of the CDC second loan is, 
generally, $65,000 per job created 
or retained. This limit is raised to 
$100,000 per job, in the case of 
small manufacturing businesses. 
The maximum amount of this component of the overall 
financing is $5 million, generally. Small manufacturers 
can obtain up to $5.5 million. The per job limitation 
on the SBA loan amount can be waived, if the borrower 
satisfies certain public policy criteria.  These include being 
a part of a qualifying business district revitalization or 
the expansion of a qualified minority; women or veteran 
controlled or owned small business. Other examples of 
public policy goals include expansion of exports, aiding 
rural development, re-tooling , installing robotics and/or 
otherwise modernizing so as to better be able to compete 

with imports, restructuring because of federally mandated 
standards or policies and changes necessitated by federal 
budget cutbacks. Another possibility is obtaining LEED 
certification, which involves providing a third party expert 
report that documents the commitment to meet the 
green public policy goals of reducing the small business 
borrower’s energy consumption by 10% or generate at 
least 10% renewable energy on site. 

The rentable area of an existing building to be financed 
must be at least 51% occupied by the small business 
owner. In a new construction project, the small business 

owner must occupy at least 60% 
of the rentable area. There are 
other restrictions on leasing in a 
new construction project, as well.

A small business is defined 
as a for profit business that has 
tangible net worth that is no 
greater than $15 million and 
average net income after taxes 
of below $5 million per year, 
for the preceding two years of 
operation. The small business 
borrower may be organized as a 
sole proprietorship, corporation, 
partnership or limited liability 
company. New small businesses 
are defined as those in business 
for less than two years. The equity 
component required is raised to 
15% in the case of a new business 
borrower or the purchase of an 
existing business. The equity 
requirement is also raised an 
additional 5%, in the case of the 
purchase of a special purposes 
property as defined by the SBA. 
These include, for example, 
amusement parks, bowling alleys, 
car washes, gas stations and service 
centers, nursing homes, surgery 
centers and wineries. Thus, a new 
small business borrower seeking 

to finance the purchase of a special use property would be 
required to provide a 20% equity contribution.

Eligibility under the program is premised on the 
borrower and its principals not having sufficient financial 
strength to accomplish the financing without the aid of 
the SBA. At the same time, the borrower must show that 
it is able to pay back the loan in accordance with its terms. 
However, projected income can be used for this purpose. 

The borrowers and reporting principals (owning 20% 
or more of the borrower) are required to submit financial 
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statements and tax returns. The profit and loss statements 
for the business must be current to within 90 days of the 
application and include the preceding 3 fiscal years of 
operating history. An overview and history of the business, 
as well as, a business plan is required to be submitted. The 
borrower must show why the SBA loan is needed and how 
it will help the business.  Projections are required, which 
show how the loan can be repaid. In this regard, it should 
be noted that projected earnings might be sufficient 
to support the loan, even if the historical earnings are 
insufficient. The reporting principals are also required to 
complete and submit the SBA form Statements of Personal 
History. Disclosures must be made of the ownership and 
any affiliates of the small business borrower. 

In general, no collateral beyond the real estate and 
machinery and equipment financed is required. However, 
if this is insufficient, then additional collateral maybe 
required to be posted to secure the loan or the loan 
amount may be reduced and additional equity required. 
This can also occur if the loan is viewed as riskier, the 
business is a start-up or the underwritten cash flow is 
insufficient to support the debt. Personal guarantees of the 
reporting principals are required. In addition, if the bank 
requires other guarantors in support of the bank mortgage 
loan, then they must similarly guaranty the CDC loan. 
Besides the loan documents and mortgage liens against 
the property, the underwriting requirements include a 
qualified third party appraisal, environmental report and 
title insurance, satisfactory to the lenders. Typically, key 
man life insurance is also required. This requirement may 
be waived if there is a formal succession plan in place and 
the borrower can prove there would be a seamless transition. 
However, it is likely that the individuals designated to take 
over the business would also have to guarantee the loan. 
This requirement may make this alternative impractical.

As to the land and building, the CDC loan component 
is typically provided on a term loan basis. CDC loans are 
typically written for a term of 10 or 20 years. The term 
of the bank loan portion of the financing is a matter for 
negotiation with the bank. It is typically from 7-10 years. 
Machinery and equipment having at least a useful life of 
10 years can be financed as a part of the overall financing; 
but this component of the financed amount can only be 
financed over a maximum of 10 years. The SBA and CDC 
fees total approximately 3% of the loan amount. There is 
also an annual fee that is included as a part of the monthly 

debt service. The CDC loan provides for prepayment 
penalties. The bank loan closing fees and any prepayment 
penalties are a part of the terms and conditions negotiated 
between the parties.

The proceeds of a 504 loan can only be used for 
prescribed purposes as noted above. They cannot be used 
for working capital or inventory. Consolidating, repaying 
or refinancing debt, generally, is also not a permitted use 
of proceeds. There is a limited exception for refinancing 
existing mortgage debt against the real estate occupied 
by the business, in connection with an expansion of the 
business. However, the qualified total project cost to be 
financed under the 504 Loan Program must be at least 
twice the amount of the mortgage debt to be refinanced. 
It should be noted that the proceeds of a 504 financing 
may not be used for speculation or investment in rental 
real estate, generally. The property to be financed must be 
occupied by the small business borrower, as summarized 
above. 

The SBA 504 Loan Program addresses an important 
need in the market place. It helps provide commercial 
real estate mortgage financing to small businesses at 
competitive rates. There are a number of banks that have 
participated in the SBA program. The names are available 
online. Reference can be made to the SBA website at 
SBA.gov to find a CDC servicing a particular locale. 
Contacting a local CDC is a traditional way of initiating 
the loan process. Pre-approval is a possibility. This can be a 
very helpful, in terms of tying up a real estate opportunity. 
It also provides the comfort of knowing that a 504 loan is a 
real possibility. Remember, though, there are a number of 
closing conditions and it’s not closed until title passes and 
the loan is funded. Having the right team of experienced 
experts on board can help facilitate the process. 

Leonard Grunstein has successfully represented a number of promi-
nent clients over the years, including, a number of banks and other 
institutional lenders. He also founded a federal savings bank and 
then national bank, where he served as Chairman for a number 
of years. He was also the Chairman of Israel Discount Bank of 
New York.
Mr. Grunstein has published articles on various topics in real estate 
and finance, including in The Banking Law Journal, The Real 
Estate Finance Journal, the New York Law Journal and other fine 
publications.
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AIRLINE RESERVATIONS
Whether it’s a vacation, a simcha, or a last minute business trip, 

PEYD will handle your travel plans with the service and integrity 

you’ve come to trust.


