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We’ve all heard many of these terms before, but do you really understand a lender when they are 

telling your borrower that the 1.15 ratio is not in line? Or that they do have a coverage ratio for 

last year but not the most current interims. Today I take much of the mystery out of 

understanding coverage ratios beginning with the minimum required coverage for an SBA loan 

to be approved. The actual SBA rule is as follows: 

“The Applicant’s debt service coverage ratio (OCF/DS) must be equal to or greater than 

1.15 on a historical and/or projected cash flow basis and 1:1 on a global basis.”  

 

We must understand the items needed to complete this calculation as it cannot be done on a 

listing alone without including a buyer or applicant. If you’ve had any experience with SBA 

loans in the past, then you may recognize a specific form named “personal family budget” or 

“personal cash flow analysis” as these forms have many names, but all serve the same function. 

They are used to determine the actual required salary draw for the new owner/borrower. This 

form and information matter more than you might believe because if this borrower’s salary 

requirement exceeds the available cash flow of the business, the loan application cannot be 

approved. This salary amount is removed from the cash flow of the business prior to determining 

any debt service cash flow coverage ratios. Most intermediaries never see the actual living 

expenses required for a borrower but usually just ask what amount they need to earn. Lenders 

must go beyond this by correlating the borrower’s personal budget with their credit report to be 

sure no monthly obligation is being overlooked. Once the lender reviews both the credit report 

and personal budget, they can determine the exact amount of required salary for a buyer. Our 

firm often advises borrowers to keep those expense down to actual monthly obligations and not 

include extra expenses which may be considered “optional” such as dinning out, hobbies, etc. 

Once we understand the requirement of the buyer, our focus turns back to the business cash flow 

as we continue our calculations on coverages.  

 

Based on the SBA’s coverage rule above I will now explain how that relates to discretionary 

earnings of the business. For example, we will consider a transaction value of $1MM with a cash 

flow of $300K in the most recent year. We will also consider the buyer’s salary of 100K per year 

and a down payment amount of 15%. We include operating capital and all closing costs to also 

be included in the overall project cost. After calculating the loan payments to be $12,048 per 

month that now equates to $144,576 per year (actual loan payment amount). Next, we must show 

the lender and the SBA that the business can support this transaction when including this 

“coverage ratio”. This is where most of the confusion is as the SBA requires a minimum of 1.15 

but most lenders will require a 1.25% coverage minimum. Let’s put that in actual numbers. 

 

The annual debt expense is $144,576 (actual) and the SBA requires $166,262 (1.15) to be shown 

in the previous last full year and then the lenders will require $180,720 which is 144,576 x 1.25. 

Using the above scenario, we then remove $100K of buyer salary and $180K of debt service 

(understanding that actual debt service is only $144K) and this provides a surplus of about $20K, 

which is enough to secure an approval for this transaction. 

 

 

As you can see from this example, SBA requires a minimum coverage, but most lenders are 

typically more conservative and increase that ratio. Many lenders also have different ratios for 

different industries depending upon their portfolio and the performance of each. Without naming 



specific lenders, we do know of a lender that requires a 1.65 coverage for a particular industry. 

The other item to note is that most lenders do not disclose, unless asked, what ratios are required 

for the loan application being considered.   

 

When compiling your offering memorandum, you should be aware of these coverages and 

understand what listings will secure outside financing and under what circumstances, before 

going to market. If you know the business will not cover the buyer’s salary requirement or the 

debt service to at least a 1.25% coverage, I would consider alternative methods of financing for 

this transfer.  

 

Knowing that certain industries have higher coverage ratios than others at some lenders, it is 

important to screen the transaction upfront with the lender you believe will finance the 

acquisition and will also address this concern immediately to save time.  

 

When considering the cash flow coverages, we must review and address the last 3 years of tax 

returns or financial statements along with the interims of the company. The SBA requires 1.15 

on the last full year but nothing on previous years. Lenders may have different criteria (multiple 

years) when approving the loan application, but this is again, an internal policy required by that 

specific lender.  

 

Overall, the most aggressive lending institutions in the nation can and do approve transactions 

based on only one full year of cash flow with the interim trends in line with previous year or 

higher. Understanding what to present to lenders in your initial OM or loan package will greatly 

increase your chances of success and securing an approval. If you have a lending relationship, 

then you should always explore financing options upon securing a listing so the only unknown 

left to be determined is the buyer’s salary requirement. Knowing what cash is available to a 

buyer after debt service will go a long way when screening potential buyers. 

 

When it comes to determining cash flow and what is required to complete your transaction, keep 

the surprises to a minimum and understand what your presenting before you present it, always! 

 

For more specific answers on these or any other SBA rules, please contact us at 

Askdiamond@easysba.com. A no cost, no obligation email solution to answer all of your SBA 

questions.  

Diamond Financial specializes in larger, goodwill type transactions and we are always happy to 

share the information that makes them happen. Call us and experience the power of the experts 

and our 3 day yes or no guaranty! 
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