P,".""Y\-,... -
X o — Mg g
ey - G e

b} L.e ' . ."""""—3 2

B
- : - T A s
A . NI
IES R . .

RE
REPORT OF THE EASEL

COMPTROLLER GENERAL
OF THE UNITED STATES fllll!llflll!l!l[l{[!{{ﬂjﬁ!{lﬂﬂﬂlIIMMHII!

The Small Business Investment
Company Program: Who Does It

Benefit? Is Continued Federal
Participation Warranted?

Continued Federal participation in the Small
Buisiress Investment Company Program, in its
present form, is questionable. Under the pro-
gram, equity financing is provided to small
businesses even though they have access to
other sources of such financing. The compa-
nies are providing clients with loans similar to
those of the Small Business Adminictration’s
major busines; loan program, which is much
larger and provides loans on better terms.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20040

B-149685

The Honorable Richard Bolling
Chairman, Joint Economic Committee
Congress of the United States

Dear Mr. Chairman:

This report describes the Small Business Investment Com-
pany program administered by the Small Business Administra-
tion and questions whether it comtinues to he an effective
means of providing egquity financing to small businesses. Our
review was made pursuant to your Committee's reguest of
April 13, 1976.

In the report we recommend to the Congress that con-
tinued Federal funding of the program be contingent on the
Small Business Administration fully justifying the program's
role in financing the equity needs of small businesses.

As arranged with your Office, this report will be
released 30 days after the issuance date unless you publicly
release its contents prior to this time.

Comptroller General
of the United States
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financed by ths private venture capitzl industry and its ability
to @eet eguity-financing needs, wvhether the SBIC program is the
proper webicle to meet the needs of s38ll Ezsinesses, and

shether continued funding of loam-oriented SBICs is warramied.
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COMPTROLLER GENERAL'S THE SMALL BUSINESS INVESTHMENT
REPORT TO THE JOINT COBPANY PROGRAM: WHO DOES IT
ECONCHIC COMHEITTEE BENEFIT? IS CONTINUED FEDERAL
CONGRESS OF THE OUNITED “TATES PARTICIPATION WARRANTED?

DIGEST
The Congress should reguire the Small Business
Administration to fully justify the role the
Small Business Investment Company program
should play, if any, in financing the equity
needs of small businesses. Issues that should
be addressed in such an effort by the Small
BPusiness Administration are provided in this
repoct. (See pp. 27 and 28.)

Despite the Federal Govermment's large finan-
cial commitment to the program and the benefit
to some small firms, only a select group of
small businesses are being serviced.

As of the most recent date that information
wvas available--March 31, 1976~-277 small busi-
ness investment companies had outstanding
investments of about $56% million. These com-
panies had about $467 million in Federal loans
outstanding.

As with private venture capital companies,
equity-oriented small business investment com-
panis2s are profit-motivated firms operating

in a competitive market. Accordingly, each
small business investment company's equity
investment in a small business is considered
in light of risk and growth potential, and
oniy those small businesses that meet rigid
investwent criteria receive financing. (See
PP. & to 10.)

On the other hand, loan-oriented small busi-
ness investment companies operate differently.
These companies are concerned with the bor-
rower's ability to make loan payments and pro-
vide sufficient collateral as security; the
borrowing firm's growth or profitability is
a lesser concern. (See pp. 6 and 14 to 16.)

Several characteristics of the program and of
the market in which it functions cast doubt on

Upon mmoval, the raport
cover date should bs noted hamson. i CED~-78-45 |
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whether the program can continue to be the
most effective means to provide equity and
long-term financing to small businesses. The
following factors are not intended as criti-
cisms of the small business investment com-
panies as profitmaking enterprises. They do,
however, restrict the usefulness of the pro-
gram.

--In terms of the number of investment compa-
nies participating and the annual financings
made, the program is smaller than it was in
its formative years. (See p. 4.)

—--Few businesses get eguity-type financing
since the small business investment compa-
nies, which are extremely selective, prefer
larger small businesses that have signifi-
cant growth and profit potential. Officials
of most of the 14 equity-oriented small
business .nvestment companies reviewed said
that they honor only about 1 to 5 of the
200 to 600 financing applications received
annually. (See pp. 8 to 10.)

--A large private venture capital industry,
not receiving Federal loans and having
greater resources than the small business
investment company industry, also provides
eguity financing to the same type of small
businesses. (See p. 11.)

--In some cases, private venture capital com-
panies and small business investment compa-
nies financed the same swall businesses, and
in most cases the private venture capital
investments greatly exceeded those of the
small business investment company. (See D.
12.)

~~Much of the equity capital the program pro-
vided to small businesses has come from
bank-dominated small business investment
companies established to permit the banks
to make equity investments which they are
otherwise prohibited by law from making.
Many of these companies have not used Fed-
eral loan funds, and others have sought only
minor amounts compared to what they could
obtain. (See vp. 12 and 13.)
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--The small business investment companies that
generally make loans serve the same clien-
tele (charging higher interest rates and re-
aguiring greater collateral) as those of the
Small Business Administration's 7(a) busi-~
ness loan proaram. (See pp. 14 to 16.)

The Congress anticipated that Federal funds to
supplexent a small business investment compa-
ny's private capital would be relatively tem-
porary, would act primarily as a catalyst in
starting the program, and would be replaced

by private financing once the Government had
taken the first step. Instead, Federal invest-
ment in the small business investment compa-
nies has grown in relation to private money
invested in these companies. Despite in-
creasing Federal financial support, the nusmber
of companies and the annual number and amoant
of financings made to small businesses have
declined over the last 10 years. (See pp.

2 to 4.)

Comprehensive program evaluations are not
being performed because the Small Business
Administration did not compile the necessary
information. The Small Business Administra-~
tion said that it lacks sufficient resources
to perform this function. (See pp. 19 and 20.)

The Administrator, Small Business Administra-
tion, disagreed in many respects with GAO's
analysis of the program. His comments did not
respond to the issues raised by this report.
(See pp. 23 to 27.)
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Bank—-dominated SBIC

Eguity-oriented SBIC

Equity-type investment

Federal Financing Bank

Loan-oriented SBIC

Long—term SBIC loans

Venture capital

Venture capital gqualified

GLOSSARY

SBIC in which banks hold 50
percent or more of any class

of equity security having actual
or potential voting rights.

SBIC specializing in equity-
type investments or various
combinations of loan and equity-—
type investments. (For example,
stock and loan, convertible de—
bentures and loan, stock and
convertible debentures.)

Funds supplied by an SBIC in
consideration for stock or the
right to purchase stock.

Created under the Federal Financ-
ing Bank Act of 1973 to consol-
idate the market financings of
other Federal agencies. The
Bank is authorized to purchase
obligations issued, sold, or
guaranteed by any Federal agency
and to finance such pucchases

by issuing its own obligations
in the market or to the Secre-
tary of the Treasury.

SBIC specializing in loan-type
investments. For the purpose of
our review, an SBIC was consid-
ered loan-oriented if 90 percent
or more of the dollar v=21lue of
its outstanding vortfolio was in
the form of loans.

Loans negotiated for 5 years or
more.

Includes stock, rights to pur-
chase stock (convertible deben-—
tures, warrants), and certain
loans subordinated as to cocllatc~-
eral.

An SBIC's right to borrow $4 of
Federal funds for every $1 of its



copbined, private paid-in capital
and sucplus, up to 2 maximum of
$35 million. To gualify, am SBIC
must have at least 65 percent of
ites fungs in venture capital and
a combined, private paid-in cap~
ital and surpluz of $508,008 or
BOT@.
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CEAPTER 1

INTRODUCTION

The Small Business Investment Company (SBIC) program
wvas authorized by the Small Business Investment Act of 1958
(15 U.S.C. 661 et seg., to stimulate and supplement the flow
of private-equity capital and long~term loans to small busi-
nesses “or growth, expansion, and modernization. The act
defines small business concerns as those that are indepen-
dently owvned and operated and that do not dominate their
field. Generally, a business is considered small if its
i1} assets do not exces? $% million, (2) net worth is not
greater than 34 milliom, and {3} average annual net income
for each of the preceding 2 vears is not morxe than $:00,000.

The Government makes long-term loans to SBICs in the
ratio of Government-to-private funds of $4 to $1 for ven-
ture-capital-gqualifying companies and $3 to $1 for other
SBICs. The interest charged approximately represents the
Government®s cost of borrowing the money and reflects a
rate of about T or § perxcent. The maximum amount of Gov-
ermpent funds that can be borrowed by a single SBIC is $35
eillion. &s of March 31, 1976, SBICs had outetanding Gov-
ernment - loans of about $467 million and investments of
about $56% million at cost.

LEGISEATIVE BISTORY

- BE--the-time-the Szall. Business. Investment Act of 1458
was enacted, the Congress believed there was an "institu-
tional gap” in the financial structure that made it impos-
sible for small businesses to meet their neasds for eguity
capital and long-term credit. The Congress declared that
the purpose of the act was ta:

"% ® = improve and stimulate the national econ-
onmy in general and the small business segment
thereof in particular by establishing a program
to stimulete and supplement the flow of private
equity capital and long-term loan funds waich
smzll-business coacerns need for the sound fFi-
nancing of their business operztions and for
their growth, expansicn, and modernization, and
which are not available in adeguate supply * * =_°

The act authorized creation of SBICs, regulated and 1li-
censed by the Small Business Administration (SBAa), to
achieve the above. Federai loans were provided to SBICs to
encourage them to form ard grow. The Congress anticipated
that the loans would Y« relatively temporary, would act
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primarily as a catalyst in starting the program, and would
be replaced by private financing once the Govermment had
taken the first steps.

SBICs are privately operated investment companies and
may be owned by (1) individuals, (2) holders of publicly
traded company shares, or (3) corporations, such as banks.
Bank ownership is limited to the extent that the investment
cannot exceed 5 percent of the bank's total capital and
surplus.

SBICs are authorized to make equity investments in
small businesses; bowever, an SBIC may not ordinarily assume
control of a business--generally, ownership of 50 percent or
more of its outstanding voting securities. SBICs may also
make long-term loans for periods uwp to 20 years at interest
rates not to exceed 15 percent or the maximum rates per-
mitted by the laws of the States in which they operate,
whichever is lowerx.

PROGRAM FUNDING AND GROWTH

SBA provides financing to SRBICs by selling guaranteed
debentures to the Federal Financing Bank (FFB). SB& acts as
an agent for such sales. FFB was created pursuant to the
Federal Financing Bank Act of 1973 to-comsolidate the mar-
ket financings of all Federal agencies. It purchases obli-
gations issued. sold, or guaranteed by Government agencies
and finances these purchases by issuing its own cbligations
in the public market or to the Treasury Secretzxy. The in-
terest-rate charged- on-debenturaes-soidto the FFB iz based
on the PFB cost of funds at that time. The interest rate on
SBIC debentures has ranged from about 7 to 8 percent during
the period 1972-76.

As noted, wvhen the SBIC program was created, the need
for Federal financial svpport of the investment cowmpanies
was expected to diminish over time. This has not happened.
The following chart shows that over the last 1¢ years Gov-
ernment lozns have increased in absolute terms and in rela-
tion to the total capital invested in SBICs by private
sources.




Total

Balance dates Qutstanding balance orivate
March 31 of Federal loans capital

{millions)

1976 $466.9 a/$422.8
1975 367.9 a/ 341.5
1974 448.0 322.4
1973 280.6 315.7
1972 292.6 331.3
1971 246.1 320.5
1370 231.0 349.9
1962 223.8 350.1
1968 22%.7 346.6
1967 246.8 370.8

a/In 1975 SBA revised its accounting regqgulations for SBICs

T to permit the inclusion of unrealized gain on portfolio
securities and other amounts in total capital. Figures
shown for 1975 and 1976 are higher than they would have
been if computed on a basis comparable to the earlier
YearS. -

The following schedule shows SBIC borrowing and in-
terest rates charged for the past several years.

Number of

Calendar  SBICs borrowing Average interest
year Federal funds Amount rate
) T tmiYlions) T {percent)
1876 67 $ 53.1 7.55
19%75 59 £8.4 8.0G7

© 1974 44 42.3 8.12
1973 . 85 116.8 7.32
1872 49 32.6 7.00
1971 23 53.0 7.38
1570 139 5%.6 7.29

The maximum amount of Federal funds an SBIC may bor-
yow is limited to $35 million. Further limitations are that
(1) if an SBIC has at leas*: 65 percent of Its funds in-
vested in venture capital and has private capital and paid-
in surplus of $500,000 or more, it may borrow up to four
times its capital and (2) if an SBIC does not satisfy the
venture capital investment reguirements, it may borrow up
to thres times its capital.
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In certain respects the SBIC program is smallier than
it was in ics formative years. The number of SBICs and the
annual number and value of financings made to small busi-
nesses have declined over the last 10 years. The number of
financings decreased by 54 percent and the wvalue of financ-
ings by 21 percent over the period. As of March 31, 1967,
SBICs had invested about $536 million in small businesses-—-
including firms classified as small at the time of invest-
ment but which have outgrown the "small business" defini-
tion. As of March 31, 1976, SBICs' total portfolio had
increased to about $569 million, a total increase of about
$33 million over a l0-year period. The fcllowing table
shows data reported by SBICs on their investment activity
over the last 10 years:

Number of Number of Value of
Year reporting financing financing
{note a) SBICs disbursements disbursements

{millions)
1976 215 1,720 $129
1975 205 1,655 123
1974 252 2,000 198
1273 235 2,405 175
1972 274 2,544 162
1871 288 2,536 156
1270 331 2,920 187
1969 373 3,090 182
1968 441 2,816 143
1967 548 3,728 154

a/Figures for 1967-74 are for the years ended March 31,
1967-74. Figures for 1975 and 1976 are for the calendar
years.

Limited program growth is also evidenced by SBICs' lack
of demand for Federal funds. As of March 1976, SBICs' out-
standing borrowings totaled about $467 million. As of that
date, SBA was authorized to provide financing of $725 mil-
lion for investment companies.

SBA's ROLE IN PROGRAM IMPLEMENTATION

SBA admiaisters the program from the central office in
Washington, D.C. Regional and district offices are not in-
volved in SBIC operations. The following chart shows the
organizational structure for SBIC program administration.




EBA Administrator
]

Associats Administrator for
Finance and Invessment

F@M‘ Investment Division n--—-—}

Office of SBIC QOffice of Investment
Operations Mznagemant and
Svafuation

SBA's primary functions include

~-prescribing requlations governing SBICs' cpera-
tion according to the provisions of the Small
Business Investment Act,

~--approving SBIC articles of incorporation and
issuing licenses to cperate,

~-providing SBICs with guaranteed financing, and

oo sagamining - and-investigating- SBiICs to determine

their compliance with legal and regulatory re-
quirements.

SBA's Investment Division plans, coordinates, and
administers the program to assure uniform application
of SBA rules and regulations developed by the Office of the
Associate Administrator for Finance and Investment. The
Investment Division performs two basic functions: (1) regu-
lation of SBIC licensing, funding, and operation, which are
responsibilities of the Office of Overations, and (2) program
evaluation, for which the Office of Investment Management
and Evaluation is responsible.

Examination of SBICs to assure compliance with legal
and regulatory requirements is performed by the Examina-—
tions Division in SBA's Office of Audits and Investigations.



CONGRESSIONAL INTEREST

After we began our review, the Chairman of the Joint
Economic Committee requested im April 1976 that we provide
an overall assessment of the SBIC program as a result of
doubt that the program was satisfying the long-term loan
and equity capital needs of small business. We were re-
quested to furnish answers to several questions about both
the loan and the equity-financing aspescts of the program.
The Chairman's questions and our responses are presented
in appendix II. The responses are focused on specific
sections of this report to provide more comprehensive in-—
sight into the matters discussed.

DISTINCTION BETWEEN LOAN- AND
EQUITY-ORIENTED SBICs

During the initial phases of our review, we noted that
SBICs finance individual small businesses in a variety of
ways: by loan, by equity investment, or by a combination
of both.

When an SBIC loans money, it is interested in obtain-—
ing interest income and is less concerned with the profit-
ability or growth of the borrowing firm. This is in con-
trast to both an equity investment or a combimned equity
and loan arrangement. In these cases, an SBIC provides
financing because it hopes to participate in profits ex-~
pected to flow from a successful venture. Because of this
marked difference, we categorized SBICs as loan or equity
oriented. For our review, an SBIC was considered loan
oriented if %90 percent or more of.the value of its out-
standing portfolio was in-the- form of loans.- The remain-
ing SBICs were comsidered equity oriented.

Although there are two major types of SBICs (those
specializing in eguity investments and those providing
loans) in order to make certain evaluations we further
distinguished the equity group by whether it was bank
dominated. These SBICs made little use of Federal funds,
yet had invested a relatively large amount in small busi-
ness equity. The following table shows the number of SBICs
by type along with investment activity as of March 31,
1975.
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Pexrcent Percent

Number of total Investments of total

Type SBIC of SBICs number  outstanding dollars

(millions)

Equity oriented,

nonbank dominated 187 73 $320 56
Equity orientegd,

bank dominated 30 12 181 31
Loan oriented 39 15 73 13

Total 256 100 $574 100

SCOPE OF REVIEW

O

[ P U . SR S S S R R S 4
we exXdiiined appiLicaplie legisidats

and portfolio data on the entire SBIC industry as well as
the activities of 19 SBICs representing about $200 million
of investments in small businesses (about 35 percent of
total SBIC investments) outstanding as of March 31, 1975.
We also developed information on SBA's major loan program--
commonly referred to as the 7(a) program.l/

We visited 18 SBICs, 1l private venture firms, and 5
investment bankers in the Boston, New York City, Dallas,
Chicago, and San Francisco areas. We also contacted offi-
cials from 126 small businesses that had either received or
been denied SBIC financing. .

‘We met with the executive vice president of the Na-
tional Association of Small Businéss Investment Companies
(NASBIC) and the administrator of the National Venture Cap-
ital Association (NVCA) to solicit their views on the SBIC
program. We also discussed the program with SBA officials.

1/8BA's primary loan program, as authorized by section 7(a)
of the Small Business Act, is commonly known as the 7(a)
program. Under this program SBA generally makes direct
or guaranteed loans to small businesses to finance plant

construction, conversion, or expansion; to purchase equip-

ment, facilities, machinery, supplies, and materials; and
to supply working capital. The vast majority of loans
are guaranteed. A guaranteed loan is made by a lending
institution under an agreement with SBA. This agreement
obligates SBA to purchase the guaranteed portion of the

loan (not more than 90 percent of the balance outstanding)

from the lending institution upon default.

n and SBA regulations,
policies, and procedures. We reviewed SBA-published reports



CHAPTER 2

SBICs PROVIDE EQUITY FINANCING TO SELECTED

BUSINESSES THAT HAVE ACCESS TO OTHER SOURCES

Those SBICs that primarily provide equity financing to
small businesses are extremely selective, investing in
larger firms that have significant growth and profit poten-
tial. Private venture capital companies--not receiving
Federal loans and having greater resources than SBICs—-
provide equity financing to the same small business segment.
The goal of both SBICs and the private venture capital com-
panies is to maximize profits by making the best investments
possible, considering risk and potential for growth. Accord-
ingly, equity-oriented SBICs are serving a segment of small
business that has access to other financing sources.

SBICs HIGHLY SELECTIVE IN MAKING INVESTMENTS

Using the criteria cited in chapter 1 (see p. 6), 217
of the 256 SBICs in operation as of March 31, 1975, could
be categorized as equity oriented. These SBICs had invest-
ments of $501 million--87 percent of the total outstanding
at that time. Twenty-three of the largest companies--each
with assets over $10 million~-accounted for investments of
about $277 million.

We reviewed the operations of 14 equity-oriented SBICs
whose investments totaled $171 million. Nine of the 14 were
relatively large, with investwents of about $153 million--
27 percent of total SBIC investments outstarding as of
March 31, '1975. As shown in the following table, the aver-
age amount invested by these nine SBICs in an individual
small business was about $450,000.




Average Individual Investment by the

Nine Largest SBICs Visited (note a)

Number of
Total businesses Average investment
SBIC portfolio financed per business
1 $ 6,524,993 29 $ 225,000
2 16,323,459 51 320,088
3 13,841,213 32 432,538
4 13,737,012 35 392,486
5 9,237,538 54 171,065
6 28,206,784 40 705,169
7 31,006,354 44 704,690
8 26,646,059 22 1,211,185
; 7,704,024 27 285,337
Total $153,227,506 334 $ 458,785

a/With assets exceeding $10 million.

We tried to determine the size of small businesses at
the time SBICs initially made their investments; howwver,
we were unable to do so. Many of the investments had been
made more than 1C years ago, and the structure of some
firms receiving the financing had also changed. (¥or exam-~
ple, some firms had been absorbed by larger corporations.)

Despite our inability to determine the size of the
small businesses at the time of initial SBIC investment,
the fact that the SBIC's average investment in an individ-
ual firm approximated $460,000 would indicate that the firms
were relatively large. Seven of the nine larger SBICs had
established at least $250,000 as a minimum investment
amount.

Officials of most of the 14 equity-oriented SBICs re-
viewed stated that their companies receive 200 to 600 appli-
cations for financing each yvear. However, only about one
to five of these requests are honored. SBICs are extremely
selective and, in making investments, attempt to miniwmize
risk and maximize the opportunity for profit. Accordingly,
thay seek to invest in the best businesses--those they
believe to have the best potential for growth and increased
profitability. Following are examples of the written in-
vestment criteria of the larger SBICs:



--"In general, we look for companies which are
profitable, have proven management, strong
proprietary products or services and the
potential to grow quickly and profitably to
several times their present size."”

--"We prefer to invest in companies which have
broad markets for their products or services
and can grow rapidly to a size where nublic
ownership of their securities is both desir-
able and feasible."

-=-"The basic investment philosophy of (name of
company) is to seek capital gains with estab-
lished companies that have evidenced a growth
potential. By providing long~term equity
funds, it is able to assist a company in
growth to a point where its principals can
achieve their goals through a public offering,
sale of the company, or repurchase of the
(SBIC) equity ownership."

A further indication of SBIC selectivity in providing
equity financing was given by the SBA Administrator in July
1376 hearings before the Subcommittee on SBA Oversight and
Minority Enterprise, House Committee on Small Business:

"Our conclusion must be that the SBIC program

has been a minimal effort by the Federal Gov-

ernment to solve the equity financing problems

of small business. And the SBICs themselves,

at best, have provided only a trickle in the

total flow of equity capital in the country * * #_ ¢

SBIC selectivity in making investments cannot be at-
tributed to lack of funds. As of March 1976, the ceiling
on Federal funding available for the program was $725 mil-
lion, yet SBICs borrowed only about $467 million. SBIC
officials stated that each investment must be =2valuated
in terms of growth potential and risk, considering such
factors as management capability, general economic condi-
tions, industry growth, short- and long-term product demand,
and the percent of equity that a business is willing to sell
for a specific negotiated price.




PRIVATE VENTURE CAPITAL COMPANIES PROVIDING
EQUITY FINANCING TO SMALL BUSINESSES

There are privately owned venture capital firms (not
receiving Federal loans) that provide equity financing to
small businesses. These private fivms have investment ob-
jectives similar to SBICs and serve the same segment of
small business--the larger companies having the best growth
and profit potential.

A venture capital source publication 1/ lists about
560 such firms and briefly describes the investment criteria
of each., Of the firms listed, 380 were private venture
capital companies and 137 were SBICs. The larger SBICs and
the private venture capital firms have similar investment
goals-~both are interested in businesses that have the po-
tential to grow much faster than the economy and to become
significantly larger.

We discussed small business equity financing with five
investment bankers and officials from 11 private venture
capital firms. Although private venture capital firms are
not restricted to making investments in small businesses,
we were told that such firms invest substantial amounts in
companies that are "small" as defined by SBA. We were unable
to obtain specific data that would indicate the extent of
such investment by private venture capital firms; however,
the officials interviewed generally agreed that:

~--Private venture capital firms have substantially
greater amounts invested in small business as
compared to SBICs.

--Private firms seek to invest in the same type of
small business as SBICs--firms having substantial
growth potential.

--Many small businesses seek equity financing, but
only a s2lect few are considered worthy in light
of their risk and growth potentials.

1/stanley M. Rubel, "Guide to Venture Capital Sources,"
3d ed., Capital Publishing Corporation, 1974.
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SBICs and private venture capital firms
coinvesting in small businesses

As further indication that SBICs and private venture
capital firms seek the same type of companies for invest-
ment, we noted a number of instances in which individual
small businesses received funding from both sources. For
example, one SBIC had coinvestments with private sources in
20 companies, and in most cases the private financing was
substantially greater than that provided by the SBIC. 1In
one case, SBIC financing amounted to only about 3 percert
of the total received by the firm. We also found eight
SBICs that had invested in one firm which had received far
greater amounts from private sources.

We cuestioned SBA about whether data had been collected
on small businesses jointly financed by SBICs and private
sources and were told that a lack of persconnel prevented
collection of comprehensive data. As discussed in chapter
4, this data is needed to evaluate the program's effective-
ness in assisting small businesses.

Bank-dominated SBICs

Bank-dominated SBICs-~that is, SBICs 50 percent or more
of whose voting stock is owned by banks--are major suppliers
of the equity capital provided by the program. 1/ They partici-
pate in the program primarily because it gives them authority
to make equity investments rather than because federally
guaranteed loans are available.

As of March 31, 1975, there were 30 equity-oriented
SBICs dominated by banking institutions. Many of these
bank-dominated SBICs have not used SBA-guaranteed funds
while others have sought only minor amounts compared to
what they could obtain. Although the current allowable
ratio of SBA funds to private capital for equity-oriented
SBICs is 4 to l--revised upward from 3 to 1 by Public Law
94-305 (90 Stat. 663) on June 4, 1976--in the case of bhank-
dominated SBICs the actual ratio is 0.7 to 1. For the SBIC
program as a whole the ratio is 1.2 to 1.

1/As of Mar. 31, 1976, outstandina ecuity investments made
by the bank-dominated SBICs totaled $75.3 million, or
42 vercent of the $177.7 million outstanding equity
investments made under the program.
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We discussed the overall lack of demand for SBA funds
with officials of bank-dominated SBICs and received indi-
cations that the primary reason that banks became involved
in the program was to enable them *o make equity invest-
ments--azn activity otherwise prohibited by law. There were
also indications that these bank-dominated SBICs, as well
as others, would continue to invest in the equity of small
businesses if they were legally permitted to do so without
the necessity of being incorporated as SBICs.

We contacted SBA officials to determine the validity
of these observations and were told that revision of the
banking laws undoubtedly would create an additional source
of funds for small business equity investments.
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CHAPTER 3

SBICs PROVIDE LOANS TO SMALL BUSINESSES THAT ARE

SIMILAR TC SBA 7({a) BUSINESS LOANS

Loan-oriented SBICs provide small businesses with the
same type of financing as SBA's 7(a} business loan program
provides. Both sources provide long-term lcans either to
start new businesses or for the growth, expansion, and mod-
ernization of existing small firms, but the 7(a) program is
much larger.

Many small businessmen stated that at the time they
applied for SBIC financing, they wvere unfamiliar with the
7{a) program or had heard that it took an inordinately long
time for SBA to process such loans.

TERM OF LOANS

Although the maximum term of am SBIC loan is 20 years,
compared to generally 10 years under the 7(a) program, ac-
tually both types of loans are approved for an average term
of about 7 years.

As of March 31, 1%75, 32 loan-criented SBICs had §$73
million outstanding to small businesses, $71 million of which
was in loans. A review of 712 cutstanding loans valued at
$27.5 million made by 36 of the 39 SBICs 1/ between January
¥}, 1974, and March 31, 1976, showed. that Ioans were_nego-
tiated for an average term of 7.4 years. Of the 712 out-
standing loans, 591 (83 percent) were approved for periods
ranging from 5 to 10 years.

In comparison, from July 1, 1974, through June 30,
1976, 34,279 SBA 7{a) guaranteed loans worth $3.1 billion
were approved. Tae average term of these loans was 7.1
years. As in the case of SBIC loans, most of the 7{ax} loans
{30,125 or 87.9 percent) were negotiated Sor 5- to ll-year
periods.

1/Three SBICs macde no loans during the periocd.
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INTEREST RATES

Loan interest rates under the SBA 7(a) guaranteed loan
program generally are more favorable than those offered by
loan—-oriented SBICs. Although SBICs may charge a maximum
interest rate of 15 percent, the 7(a) guaranteed loan maxi-
mum interest rate as of October 7, 1976, was restricted to
10 percent. Since April 1971 the mawximum loan rates for
7(a) loans have ranged from 7.75 to 11.5 percent.

A review of 712 outstanding loans made by 36 loan-
oriented SBICs between January 1, 1974, and March 31, 1976,
showed that the average interest rate charged was 12.1 per-
cent. Ten of the 36 SRICs generally charqged from 13 to 15
gercent in interest.

On the other hand, a review of 34,279 SBA 7{a) guar-
anteed loans approved during the 2Z~year period ended June
30, 1976, showed that the average loan interest rate was
1¢8.1 percent. During this period, 7(a} guaranteed loan
interest rates generally ranged from 8 to 1l percent.

CCLLATERAL REQUIREMENTS

Under both loan programs, collateral is az major con-
sideration in granting a loan. The collateral requirements
established by SBICs, however, are more demanding.

SBICs provide loans to small businesses primarily on
the basis of their ability to repay the loan and on the
amount and type of collateral pledged as sacurity. Four

“of the-five-loan-oriented SBICs visited almost always sought

collateral above the loan amounts. For example, all of one
SBIC's loans were fully secured by collateral, as shown by
the following examples:

Collateral value as

Loan amount appraised by the SBIC
$76¢,000 $91,000
10,000 16,000
45,0080 55,000
&5,000 90,000

At another SBIC, an official comrented that its policy
was to loan funds up to 7¢ percent of the collateral's
value. Loans we reviewed were even more fully collateral-
ized. For example:
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Collateral value as

Loan amount appraised by the SBIC
$45,000 $ 90,000
75,000 200,000
70,000 135,000

At the fifth SBIC visited, officials stated that loans
were generally secured by collateral valued at 80 to 100
percent of loans. We noted, however, that one small busi-
ness had received a 5-year, $35,000 loan from the SBIC and
was required to secure it with collateral worth $100,000
as appraised by the SBIC.

In contrast to these findings, an SBA official stated
that although collateral is a major factor in approving
7{a) loans, loans are not required to be fully secured pro-
viding the business has shown a good profit picture.

We contacted officials from 10 small businesses that
had been denied SBIC loans. Four firms had been successful
in obtaining financing elsewhere; five had not yet obtained
financing; and one no longer needed it. We noted that
several businesses that had been denied financing due to
a lack of collateral later sought SBA assistance. For
example, one firm sought a $15,000 loan from an SBIC which
was denied because of inadequate collateral. The small
business subseguently cbtained an SBA 7(a} loan.

Another small business sought a $30,000 loan from an
SBIC for working capital. This loan-alsc was denied be-
cause the firm lacked sufficient collateral. The president
of the business stated that over the past 10 to 12 years
the business had received three SBA-guaranteed loans and
was currently applying for another.

In a third instance, a2 small business was denied a
$30,000 SBIC loan for eguipment because it lacked collat-
eral. The firm then sought an SBA-guaranteed loan and was
told it had a good chance of getting it approved; however,
it would take 2 to 3 months to process the application.
The business could not wait for fimancing and had to admit
a partner to provide the needed capital.

WHY S5MALI, BUSINESSES ACCEPT SBIC FINANCING
OVER LESS COSTLY 7(a) LOANS

Small businesses generally accept SBIC loan financing
either because they are unfamiliar with SBA's 7(a) loan
program or have heard that 7(a) loan-processing time is
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excessive. SBIC officials felt that the major difference
between the two sources is that SBICs can provide quick
£inancing.

We contacted officials from 22 small businesses that
had received SBIC loans; 17 stated that they were unfamiliar
with the SBA 7{a) guaranteed loan program when they sought
SBIC financing. Several officials also indicated that they
decided not to seek SBa financing because they had heard
it took months for a loan to be approved.

The following case studies explain why some small
businesses turn to SBICs for assistance.

Company A

The firm received a 5-year, $70,000 SBIC working cap-
ital loan at 14.75 percent interest. The loan was secured
by about $135,000 of collateral. At the time of financing,
the owner was unfamiiiar with SBA's guaranteed-loan pro-
gram. Recently he learned of the program and is currently
negotiating for a guararteed loan through a local bank.
Part of the money that is being sought will be used to pay
off the SBIC loan.

Company B

The firm received a 6-year, $75,000 SBIC loan at 14.5
percent interest to buy out a partner. The loan was se-~
cured with collateral--~land, buildings, life insurance
poiicies-~valued at_about $200,000. _The small business
accepted the SBIC terms since it was hard pressed for
cash~-it had been denied bank financing, since banks were
reluctant to loan at the time. The small businessman was
unfamiliar with SBA's guaranteed program. However, after
we discussed it with him, he contacted SBA and was attempt-—
ing to refinance the SBIC loan with an SBA-guaranteed loan.

Company C

The firm received a 5-year, $25,000 loar at 15 percent
interest to purchase a second business. The loan was
secured by collateral valved at $35,000. The owner said
that he accepted SBIC financing since he thought he was
receiving an SBA loan. He later learned (through his attor-
ney) that he had not, since the SBA-guaranteed loan in-
terest rate was much lower.

At the time of the financing, the owner's first busi-

ness had completed a successful year of operatiom: gross
income, $277,402; net income, $35,182. It had $62,182 in
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assets and no liapilities. It appears the owner could have
easily qualified for an SBA-guaranteed loan had he ap-
proached SBA for assistance.

Company D

The business received a 5-year, $75,000 SBIC loan at
15 percent interest. The owner had not socught financing
elsewhere, since at the time he needed the money guickly.
The owner said that "the interest rate is killing me.® He
is currently negotiating t» get an SBA-guaranteed loan at
10-percent interest.

SBIC officials were hard pressed to distinguish their
lending activities from those associated with the 7(a) pro-
gram. One official stated that the 7(a) program is bas-
ically the same as a loan-oriented SBIC since both provide
long-term loans that are generally secured by collateral.
He noted, howeveary, that the disadvantage of the 7(a) pro-
gram is the tremendous amount of paperwork and time in-
volved in loan processing. He stated his SBIC can process
a loan in 1 to 2 weeks.

Another SBIC cofficial also noted that 7(a) and SBIC
loans are basically the same. However, SBICs can offer a
borrower less "red tape.” The official stated that her
SBIC competes with SBA in providing long-term loans to
small businesses.

A third official also said that loan-oriented SBICs

and the 7(a) loam program are basically alike, although
SBICs can usually provide faster service.
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CHAPTER 4

DATA NECESSARY FOR MEANINGFUL PROGRAM EVALUATION

NOT DEVELOPED

SBA has not developed data on a number of aspects of
the SBIC program, including

-—activities of loan-oriented and bank-dominated
SBICs,

--extent of small business equity financing by
both SBICs and private sources, and

--circumstances surrounding instances where small
firms financed by SBICs are subsequently absorbed
by larger corporations.

Accordingly, the agency has not been able to comprehensively
evaluate the SBIC program or to fully apprise the Congress
of its effectiveness. SBA officials basically agreed that
the foregoing information would provide additional insight
into the program but stated that insufficient personnel pre-
vented data development.

As noted in chapters 2 and 3, to adequately assess the
SBIC program it is important to distinguish the predomi-
nantly loan-oriented SBICs from those dealing in equity
that also make loans but only as a supplemental form of

“Vflnanc1ng. ‘The major distinctions between the two types

are the criteria used to select firms to be granted fi-
nancing and the effect of the financing on the businesses.
A firm must demonstrate growth potential before an SBIC
will agree to make an equity investment, whereas collateral
and ability to make repayments are the prlmary concerns in
making loans. Aiso, an SBIC's investment in small business
stock places no repayment burden on the business.

Bank—-dominated SBICs constitute a 51gn1f1cant segment
cf the SBIC program and, as previously mentioned in this
report, are rather unique compared to other SBICs. Bank-
dominated companies have invested substantially in small
businesses yet have used relatively minor amounts of Fed-
eral funds. Officials from bank-dominated SBICs indicated
that the primary reason banks became involved in the SBIC
program was to enable them to make equity investments~-an
activity otherwise prohibited by law. SBA officials
stated that revision of the banking laws "* * * would un-
doubtedly create an additional source of funds for small
business equity investments * * # »
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Many SBICs had been involved with private venture cap-
ital companies in joint financings of small businesses. (See
p. 12.) This indicates that SBICs and private venture cap-
ital firms ~re mutually interested in specific business
types. Data on this activity has not been collected or
reported by SBA.

Several SBICs invested in small businesses that were
later absorbed by large corporations. BAlthough informa-
tion on the frequency of such occurrences would clarify the
extent that SBIC financing is ultimately benefitting large
corporations, SBA has not developed such data.

RECENT SBA PROGRAM EVALUATION

In January 1977 SBA's Planning and Program Evaluation
Division issued "Evaluation of the SBA Small Business In-
vestment Company Program." The evaluation covered the time
from the program's incepcion in 1958 through March 1975.
Concerning the extent SBICs have aided small business, the
report stated:

*Flow of private equity capital and long-term
loans to small business concerns is limited
and insufficient.

"pDuring some 16 years of program operation
through 12753, only about 21,000 small busi-
ness concerns received financial assistance
from SBICs. This represents about two-tenths
of one percent of the present small business
universe in the U.S., and much less of the .
total that existed over the l6-year life of
the program."

The report also noted that: the SBIC program has largely
overlapped and possibly competed with SBA°s regular busi-
ness-loan programs. The report concluded that "Generally,
the SBIC program on the whole, has done little to alleviate
the enormous economic proklems of small business.®

The report set forth three possible alternative courses
of action: (1) change nothing and maintain the status quo,
(2) maintain the program basically in its present form but
with modifications that would seek creation of an environ-
ment more conducive to SBIC viability, and (3) substitute
a new syctem, possibly with no Government involvement at
all (other than incentives). The report recommended an
approach that combined the modification and substitution
alternatives. Modification would be short term--3 to 5
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years--and would be designed to correct program weaknesses.
Specifically, the report recommended during this phase that

--steps be taken to induce the establishment
and retention of substantially larger SBICs;

-~-regulations, guideliines, and/or incentives
for SBICs to increase the amount of appro-
priate assistance to their portfolio small
businesses be established; and

--possible methods for improving program ad-
ministration 2.1 operation be investigated.

The report goes on to state that in approximately 3 to
5 yvears SBA should begin a study of the progress made dur-
ing the short-term phase. If substantial improvement is
not made, then a legislative program review should be ini-
tiated, probably preceded by an indepth position paper by
a study group within SBA.

SRIC program officials disagreed with the findings of
the SBA study and did not respond to its recommendations.

We agree with the SBA study that the SBIC vproaram has
provided finmancial assistance to only a limited number of
small businesses and that some overlap with the Agency's
regular business loan program exists. Our review, however,
showed that in addition SBICs are extremely selective in
providing egquity financing, mainly servicing the larger
small businesses that have substantial growth potential.

. .. 2 large private venture capital industry also services the

same type of small business. We cannot agree, therefore,
that providing added incentives to increase the size of
SBICs and/or their investment portfolios will improve the
program. SBICs are profit-motivated companies operating in
a competitive environment and as such will of necessity
continue to provide financing to selected firms--those they
consider to have the greatest growth potential--which are
the same companies serviced by the private venture capital
companies.
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CHAPTER 5

CONCLUSIONS, AGENCY COMMENTS AND OUR EVALUATION,

AND RECOMMENDATION TO THE CONGRESS

CONCLUSIONS

The Tederal Government's role in meeting its large
financial commitment to the equity needs of small business
through the SBIC program is one whereby the needs of only a
select group of small businesses are being served. These
businesses are generally well-established firms that have
the greatest growth potential. In some cases the program
was useful in aiding small businesses in their attempts to
become viable, successful business entities.

However, several characteristics of the program and
the market in which it functions, as identified below,
raise some doubt about whether the SBIC program will con-
tinue to be the most effective means of providing equity
and long-term financing to small businesses. In certain
respects, the SBIC program is smaller than it was in its
formative years. Few small businesses get equity financing.

--The program operates in the same market with
what we believe is a large private venture capital
industry.

--In some cases SBIC and private venture capital
investment cgmpanies financed the same small
businesses, #ad in most cases the private
venture capital firms' investments greatly.
exceeded SBICs'.

--Several bank-dominated SBICs were established
only to permit the banks to make equity invest-
ments--an activity otherwise precluded by law.
Many of these SBICs have not used SBA-guaranteed
funds while others have sought only minor amounts
in relation to what they could obtain.

SBICs that generally make loans serve the
same clientele-~charging higher interest

rates and requiring greater collateral--as
those of SBA's 7(a) business loan program.

~=SBA does not know the equity needs of small
businesses.
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Comprehensive program evaluations are not being per-
formed because SBA does not collect enough data on the
activities of SBICs and private venture companies.

AGENCY COMMENTS AND OUR EVALUATION

SBA's comments on our report (see app. I} generally
d:d not respond to our findings and recommendations. These
comments mainly explained the investment practices of SBICs
as "for profit"” enterprises and generally avoided the issue
of how effectively the program has served small business.
SBA did acknowledge that the SBIC program was not satisfy-
ing the long-term loan and equity needs of small businesses
and that the fundamental economic/financial structure
of the SBICs makes their use suitable only for certain seg-
ments of small business financing. SBA made no suggestions
for improving th=z situation. It said only that satisfying
all the equity capital needs of all small businesses would
take a grant program ten times the size of the SBIC program,
at least, plus the SBIC program for certain tiers of the
market. . . o

SB2 said it viewed the report as an extraordinary
document that did not show a good understanding of how the
U.5. capital market system functions, the distinctions be-
tween the various types of financial intermediaries in the
process, the lending and investment cbjectives of these
institutions, . and the relative role SBICs play in this
process.

As previous._ mentioned in the scope section of this

report, we extensively covered all facets of the SBIC in-
~--- -- —dustry..and.the.private sector by. personally visiting 18

SBICs, 11 private venture capital firms, and 5 investment
bankers in the Boston, New York City, Dallas, Chicago, and
San Francisco areas and representatives of associations of
venture capitalists. In addition, officials of 126 small
businesses who had either received or been denied SBIC fi-
nancing provided us with a good understanding in these
‘areas.

Moreover, w2 believe that SBA lacks enough information
to determine the role of the SBIC program in the U.S. cap-
ital market and its effects on the small business community.
SBA's response to written questions we asked during our
review (see apps. III and IV) and chapter 4 of this report
dealing with program evaluation indicate that SBA does not
know the extent to which the needs of small business for
long—-term loans and equity capital are being met. Nor does
it know the extent to which or in what proportion SBiCs
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share investments with private venture capitalists or the
number of small business concerns that are being absorbed
by big businesses as a result of SBICs' selling their stock.
It seems to us that these matters must be known tc under-
stand the role of SBICs and to evaluate program results.

We do not intend ocur findings as criticisms of the
internal management of the SBICs; however, they do raise
questions about the program's effectiveness in serving
small businesses.

SBA's comments dealt with the following issues.

Slow program growth

Our report indicates that in several key respects the
SBIC program has declined from a peak reached in the 1960s.
SEA acknowledged the decline in the number of SBICs and in
the number and value of their investments in small busi-
nesses. SBA explained that part of the reduction in number
was a result of its delicensing many firms. SBA also cited
Securities and Exchange Commission statistics showing the
decline in common stock offerings over the last 10 years.

SBA challenged the significance, but not the accuracy,
of statistics we presented for a 10-year period on the slow
growth of the SBICs® combined portfolio and the 54-percent
reduction in the number and 2l-percent (much greater if
real dollars were used) reduction in the amount of financ-
ings SBICs made to small businesses. SBA refers to the
data presented on the small increase in the SBICs' combined
portfolios as "meaningless." We find it hard to understand
why this information is meaningless to SBA. The purpose of
the- SBIC program is to provide financing to small businesses.
The statistics most useful in showing program growth would,
therefore, be the annual number and amount of financings
vrovided and the aggregate portfolio of SBICs.

SBA indicated that 81 SBICs and section 301{(d)
small business investment companies were licensed between
Januvary 1975 and September 1977, but it did not disclose
that during the same periocd 68 SBICs surrendered their :
licenses.

We realize that many factors, including some beyond
the control of SBICs and SBA, have contributed to the lack
of program growth. If only equity (common stock, invest-
ments are considered, as SuA does in its comments on stock
market investments in small business, this lack of growth
is particularly -striking. Por calendar year 1976, SBICS
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made only 129 pure eguity investments amcunting to $14.3
million as opposed to 1,005 such investments amounting to
$51.8 million for the year ending March 31, 1969.

Our point remains that the itack of program growth is
one of a number of factors which suggest that the continued
existence of this program in its present form should be
justified.

SBIC investment policies

Our report states that (1) SBICs have followed very
conservative invesiment policies which closely parallel
the policies of private venture capital companies and (2)
in a number of instances we reviewed, the SBICs and private
companies had financed the same businesses with the SBICs
contributing cnly a small portion of the total financing
package.

SBA responded that because SBICs were profitmaking
enterprises they had to be selective in investing and al-
though SBA does not collect information on this point, that
“risk-sharing" between SBIC and private companies was
"healthy and quite common.®* SBA said that we (1) assumed
that "an SBIC should invest in every concern that walks
through the door," (2) were not aware of studies on the
lack of venture and equity capital for small business, and
(3) assumed, falsely, that there is an oversupply of capital
for small business.

We are aware of the widely held opinion that there is
a lack of venture and equity capital for small businesses.
- We_do. not_assume that an SBIC should invest in every small
business that applies for financing. We do believe that
in view of the large amounts of money the Government has
loaned to the SBIC program, there should be some difference
between SBICs' role in financing small business and the
role of private companies that do not receive Federal funds.

We have concluded that since the average investment
per small business of equity-oriented SBICs we reviewed
approximated $460,000, the businesses that received this
financing were relatively large. SBA said that this con-
clusion was speculative "since a $460,000 risk investment
can easily be made in a company with no sales and a net
worth of $460,000, after the investment.” We believe it is
clear from SBIC investment criteria, some of which are
quoted on page 10 of this report, that the equity-oriented
SBICs are generally interested in well-established firms,
not new businesses. 1In addition, an equity investment of
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$460,000 could not be made in a firm with no net worth,
since under SBA regulations an SBIC may not obtain a con-
trolling interest in a small business.

SBA also points out that section 102 of the Small
Business Investment Act calls for maximum participation of
private financing sources in carrying ocut the policy. If
SBA is using this section of the act to support the validity
of joint financing of small businesses by SBICs and private
investment companies, it should be aware that this section
of the act refers to private financing of the SBICs them-
selves.

Bank~dominated SBICs

Our repert notes that bank-dominated SBICs, which are
major suppliers of the equity (as opposed to loan) capital
provided Ly the program, have not used the SBA-guaranteed
funds for which they are eligible. SBA assumed in its
comments that we were criticizing these SBICs for not bor-
rowing the guaranteed funds.

Our point is tha%* much of the equity capital the pro-
gram supplied to small businesses has not been stimulated
by Government-guaranteed funds but has resulted from the
use of the program by banks, which otherwise are forbidden
by law from making eguity investments. This raises the
question of whether the present SBIC program, heavily
financed by the T'ederal Govermment, is needed to insure
this flow of funds to small business.

Loan-oriented SBICs

—— . o - Q- review-found@ that 39 S83ICs had portfolios consist-
ing of at least 90 percent in lcans. Loans were made on
terms less advantageous than 7(a) loans. These 39 SBICs
had $59.7 million in SBA-guaranteed loans outstanding.

SBA responded that a small business is not eligible
for a 7(a) loan unless it cannot obtain credit elsewhere,
including from SBICs:; that "“SBICs fregquently provide fi-
nancing to start businesses, whereas the majority of the
7(a) assistance is provided to established businesses;" and
that SBICs make higher risk loans.

SBA did not address the issue of why SBA should con-
tinue to provide financing to SBICs to relend when similar
assistance is provided by lenders participating in the 7({(a)
louan program who receive only an SBA guarantee.
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Statistics are not available from SBA on the number of
businesse: started with the assistance of loans from the
3% loan-orienrted SBICs we reviewed. The total loan port-
folio of these SBICs was about $71 million. 1In contrast,
in fiscal year 1976 alone, 5,206 7(a) guaranteed loans
valued at $365.6 million were made to start businesses.

SBA's assertion that 3BICs make higher risk loans
than does the 7(a) program was not made to ug by officials
of loan-oriented SBICs. As ve discussed on pages 16 to 18,
these officials distinguished their loan financing and rhe
7(a) program as being simpler and faster to process.

Program evaluation

We found that SBA has not collected enough information
to evaluate the SBIC program. SBA responded that i- does
collect valuable information on SBIC activities. We agree
that valuable information is being obtained but believe,
as discussed in chapter 4, that additional data is needed
for program evaluation.

RECOMMENDATION TO THE CONGRESS

In this review we tried only t: touch cn the issues
raised by the Joint Economic Committee. However, on the
basis of evidence presented in this report, we believe tha*
before the Congress provides Zurther funding the program
should be thoroughly reviewed and justified by the Small
Business Administration.

Therefore, we recommend that the Congress require the
Administrator of the Small Business Administrat on to fully
Justlfy the role, if any, that the SBIC program should play
in meetlng the flnanc1ng needs of small businesses. 1In
examining the program's role, the Administrator should
determine:

--What size and type of small businesses are
financed by the private venture capital in-
dustry and what is the degree that small busi-
nesses' legitimate equity-financing needs are
not being met by the industry? This determina-
tion would require collecting the type of data
discussed in chapter 4.

--Whether the SBIC program is the proper vehicle
to meet the needs of small businesses, if it
is found that legitimate financing needs are
not being met.
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U.S. GOVERNIEIT
Smalt BUSINESS ADMINISTRATION

WasHineron. D.C. 20416

NOV 9 1977

Mr. Henry Eschwege
Birector, Community and Economic
Development Division
Unitsd States Gemeral Accomting Office
" Wasaington, D. C. 20548 -

Vﬂe¢r7Mr. Eschwege:

This is in respomse to your letter of September 20, 1977,
requesting this Agency's comments to your draft report

- emtitled,

"The Small Busimess Investment Company Program--

Whe Does It Benefit and Is Continued Federzl Participation
Harranted?"

- Encloseq_herew1th are our comments and we appreciated the
__,-W-,W__~%nppgt;un;tyﬂtg_revxew the report before it has been put
into final form.

Enclosure

Sincerely.

(% é »
ernon #eaver

Administrator
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SMALL BUSINESS ADMINISTRATION'S
COMMENTS ON THE GERERAL ACCOUNTING
OFFICE DRAFT REPORT ENTITLED,
“THE SMALL BUSIKESS INVESTMENT

COMPANY PROGRAM--WHO DOES
IT BENEFIT AND IS CONTINUED
FEDIRAL PARTICIPATION WARRANTED?"™

GENERAL

The report is am cxtraordinary document. However, we do not
believe that the report shows a good understanding of how the
U. S. capital market system fuactioms, the distinctions between
the various types of financial intermediaries in the process,
the lending ard investment objectives of these institutions
and the relative role SBICs play im this process. We would
commend to the attention of the GAC to the recently issued SBA
Task Force Repsrt on Venture and Equity Capital as a basic
starting peint to gain an understanding of this process.. Also,
because of this misunderstanding, the report has pruduced sev-
eral incorrect and potentially. harmfuLAcaaclu51ons.

Below are our comments organized in the same format as the re-
port. o

GAO recommends that Congress require SBA to justify the rele
that the SBIC Frogram should play imr financing the equity needs
of small business. The figures imcluded in this report show .

that as-of March 31, 1976, the_ outst@nd;ngéflnauCJngs to-small— -
- concerns by SBICS total “about $569 million. This figure alone

is evidence that Congressional intemt is at least beiag attempted.

On page ii, there are several key issues on which SBA would
like to comment. -

1. The only thing smaller zbout the progran row than im
its formative years is the number of operating SBICs.
Although the outstanding number of companies is smaller,
for the first time total assets of the industry have
surpassed $I billion. In the early years of the pro-
gram, a large nuzmber of SBICs were licensed, some of
which were either not equipped to serve the purposes
of the Smali Busimness Investment Act (Act), or which
entered the program with the intemtion of accruing
personal gaim with no regard for legislative intent.
SBA forced the delicensing of many of these com-
panies witk the goal of improving the quality of the
program.
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Further, the GACG comparison begins im 1967, the
beginning of a threc-year bull market period. The
markets were liquid; cquity (risk) investments -
could be turned over. ALl kinds of people and
institutions, including SBiCs, were investing-in
sm2ll companies, because they thought they could,
at some time, liquidate their investments, imstead
of being frozen into them, with no income from
capital for the duratioa. o

GAC should note that the SEC reports the following
activity in common stock offerings over a comparable
period: S ;

;; Offeriqgg of Common Stock for Cash -

= - . Issues by Companies

APPERNDIX I

emeime . Total Issues ....... .. with less than §5M Assets
S - 1T IS, B 1 B £ 1. e
1969 ... 1,703 TRl T ore987
©. 1970 ... 876 198
‘1971 ... 1,112 ‘ 248 -

D L1972 e 10200 L o o o 409 oo
1973 ... 324 : A 1))
1974 ... - IS0 . ¢ 9

- 2. 19757 ... _ 21X- . . -
1976 ... 251 29
SRR L7 e T e o e

B I i e r e o ey pia e

This has been the private market. In that environment,
SBICs experienced a more modest aggregate decline in
disbursements, from 3,728 to 1,720, with a smaller de-
cline im dollrrs out; -from $164 million-to- 3129 million.
They were taking risks then, that the private market by
itself was not. :

The peint is that much of the "venture capital iadustry”
was eliminated in the past few years, since private in-
vestors left equities and went into fixed income secur-
ities. It was a classical "“shake out" in the industry,
as its economics became more marginal due to changes

in rate structures.

The SBICs had to weather a serious storm, and the GAO
report indicates that they survived.
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It appears thnat GAQ is actually criticizing the pro-
fessional managers of SBICs for being selective in
their investment decisions. . .The managers of SBICs
are approved by SBA, in part, because of the proba-
bility of their operating the SBICs profitably.
Legislative history shows a Comgressional intent
that SBICs be profit making.

It should be understood that equity is perm rmanent
capital, entailing no fixed cbligation to repay.
Institutional investors have to place it where
there is reasonable chance t¢ become liquid by
replacing it with other capital. This can only
be done where enhanced growth of profits is poessi-
ble, and even then, zt is dlffltﬂ;t.

- It appears that GAO is concerned w1th duplication

of efforts by SBICs and private venture capital

- firms; ~ The-implication here is-that  there is an

. over-supply of capital for: small. busxness, wh1ch

..is not a-true- assumptlon. e R -

The figures given in our commeats.on one above
shows the performance was. inadequate.

oy Mmoo AT e T T

”Secoﬁd»»the bqu of the prlvate-(non public mar-

ket} venture capital-market-comsists of wealthy
families with surplus- capital to put at rlsk

formation among not poor, but cer-
tainly less-well-off individuals,
on 2 pooled basis.

It is true that: certain of‘the pr1vate~sources
make the SBICs small in comparison. But the
importance of multiple intermediaries to make
decisions on risk investmeris -and to have an
opportunity to make .a capital gain -- is criti-
cal.

The GAQO report implicitly endorces financial com-
centration in wealthy institutiens and individuals;
SBA does not.

Further, Section 102 of the Act calls for maximum

participation of private fimancing sources in car-
rying out the policy.
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4'

It is advantageous for small businesses that SBICs
participate with other SBICs and with larger pri-
vate venture capital firms. This practice, known

"as “risk-sharing", is healthy and quite common.

_Itfshbulé:be‘noted’thét virtually every private

venture capital trensaction -- SBIC-financed or
not -- has a3 "lead imvestor™ who takes a dispro-

_portionately larger share of the investment.

The idea is that the party having the most at
stake will take vigorous steps to prevent busi-
ness failure, and they normally do.

The end result is that more funds are being made
avallable to_small_bus1ness concerns.

The report cr1t1c12es many'hank -owned SBICs for
not becoming. leveraged by SBA, yet GAD also crit:

“icizes the increased level of Federal funds in

the-SBIC Program -(page-iv).--These. statements are

- clearly-inconsistent. - The Congress made the lev-

- erage-available_as an incentive,’ however, &5 our

research shows, too much of the wrong kind of
leverage can severely damage an SBIC's chance of
success. Thus, the judicious use of leverage

---should be encouraged .and complimented. .

The assumptiom-that loan-making SBICs are serving
the same-clientele as those served by the SBA 7(a)
business loan program is questionable. If true,
the 7(a) program is serv1ng”sma11 ‘business concerns

it should not serve. = Statute Tequites the 7(a) pro-— -
gram to assist.concerns to whom credit is not other-
wise available on reasonable terms. Any concern
which can be financed by an SBIC should not be

“eligible for 7(a) assistance. - Because SBICs are pro-

fit motivated privately owned firms, it is true that
they charge higher interest rates than SBA. Section
362¢a)(2) of the Act is clear evidence of Congressional
imtent that SBICs be operated scundly and profitably.

Consideration should z2lso be given to the fact that
most 7(a) loans are guaranteed up to 90%. The effect
of a guaranty on a debt is to reduce both the rate
and the coilateral requirements.

There is a criticism of the increased Federal invest-
ment in SBICs over the years instead of a withdrawal
of Federal funds. The increased Federal participation
has occurred because of legislation by Congress in
response to legitimate increased needs for such funds
as the program has grown and matured.
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The statement regarding the decline in the number of
SBiCs and the asnual number and amount of financings
made to small concerns on page iv needs to- be- expanded.
Stating that the number of SBICs has declined is incom-
plete without adding that the total:asset:size of the
industry has continued to grow. - The industry now has
total assets of $971.5 million. . If Section 301(d). 1i-
censees are included, the total asset size is in excess
of $1 billion. In addition, the statement fails to
recognize that a large number of SBICs were dropped
from the program as a result of a joint Congressional/
SBA initiative during the mid-1960s.

GAO's statement on the decline in financings during
the last several years can be directly related to the
economic slowdown and general health of the ecomomy,
and should recognize that economic. context.

GAD states that critical program evaluations are not
being performed by SBA. Through the report on financ-
ings made (SBA.Form 1031)-and znnual-Financial-Reports -
(SBA Form 468), SBA-is obtaining valuable information
on the sma2ll businesses being financed, by which pro-
gram evaluations are being made.. - :

CHAPTER= 1= - 0 L L

T [See GRO.Note—lysPerd3f frerearrers

The GAO has compared an investment portfolio of $536 million
made by a group of 548 SBICs to an investment portfolic of
$569 million made by 2 group.of 215 SBICs as a total increase
of $33 million, without regard to the change in the number of
SBICs or size of investments. The comparison on page 4 of the
totzl increase iIn investments by SBICs in small concerns over
a ten year period is meaningless.
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The statement on page 4 concerning limited program growth
being evidenced by the SBICs' lack of demand for Federal
funds is a contradiction of GAJ's carlier criticism (page
iv) of .the increased Federal investment. -This presumption
is not necessarily truc in light of increased program growth
throupgh- more prlvatc funds being injected into existing and
" newly- formed SBICs. --Whereas only 152 SBICs.were licensed
from 1967 through—1974 ‘(eight years), -81 SBICs have been
licensed from the beginning of 1975 througl September 1977.
These figures include Section 301{(d) licensees.

With'regard>to the question raised on page 6, *. . . whether
the program was satisfying the long-term loan and equity

needs of small business . . .*, the answer has to be no, with-
out any examination. The fundamental economic/financisl struc-
ture: of -the SBICs makes their use sultable only for certain seg-
ments,of small busxness f:nanc:ng. :

Satxsfylng all the equity capital needs of all small business
would take a grant program ten times the size of the SBIC pro-
grem, at’ least, ‘Plus~the SBIC- program,—-for certain tiers of

- —the-market.- -h-m«u-mw‘ﬂ‘gﬁ,kw“a__ e

R B Gt S A

s e e e 2

T CHAPTER 2
GAO»ls,ubv1ously not aware of the stud;es and reports which
- have~been” produced on the-lack of venture and. equity capital
for small business. The most recent SBA study published in
Januatry 1877, is the Report of the SBA Task Force on Venture
- and” Equity:'Capital:-for Small Business. It is replete with
- -— .SUpporting data on_the scarcity of capital for small opusiness.
Mhuether:-as&:udlwblude.ihg&f” pllowing: ~ T T e

o R T S

Analysxs of Capital Market Imperfectlons Charlef
Rlver Assocxates,‘lnc.. November 1975.

"Capltal CTISIS The $4.5 Trillion America  Needs
- to Grow,ﬁ Bus;ness Week, September 22, 1975.

"Capltal Farmatxon Equals Jobs, Output and Expan-
sion," U.S. Treasury, January 1976,

Capital Needs in the Seventies, Bosworth, Duesenberry,
Carron, April 1975.

The Capital Shoxtage° Near Term Outlook and long-Term
Prospects, Sinal and Brinner, Summexr 1975.

*The Capital Shortage as it 2ffects Small Business,™
U. S. Treasury, December 1975.
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Is There a Capital Shortagé3;'wallich, October 1975.

"The Role of New Technical Enierprises in the U. S.
Economy,” U. S. Department of Commerce, January
1976, -

"A Study of Fixed Capitalqnéqﬁirééents_df,théxb.’s.
Business Economy 1971-198¢," U. S. Department of
Commerce, December 19875,

On page 9, the statement that "“. . . eguity-orieanted SBIC's
are serving a segment of small business which has access to
other sources of financing. . .™ is not true. If the SBICs
do S out of 200 to 600 investments, what happens to the
other 195 or 5957 If risk capital were as plentiful as sug-
gested, these ratios would not be so large. - -

Second, even 560 venture firms (including SBICs) in the U. S.,
given that most are three-te-six persom shops, is small. There
is no such thing as a redundant functionm in that enviroament.-

On page 10, the report concludes- that-SBICs average investment
af’gdeo,oua per firm would indicate the firms were relatively
large. We believe that such a2 conclusion is speculative, since
a $460,000 risk invesmtnet can easily be made in a company with
no sales and a net worth of $460,000,-after the investment. . .

Page 10 reiterates an earlier criticism of the selectivity of
equity-oriented SBIC management in its investment decisions.

We would have to state that management seeking to invest in
those coacerns which have_the best potemtial--for-growth-and - —
increased profitability. are.indeed-carsying-out-the intent

and spirit of the SBIC legislation. GAQ's comment on_ page 11
that SBIC management advised GAO that each investment must be
evaluated in terms of growth potential and risk, considering
such factors as management capability, general ecomnomic- con-
ditions, industry growth, short and long-term product- demand
and the percentage of equity the small concern is willing to
give up, is an excellent commentary on the SBIC industry.

With respect to the statement on page 11 that ". . . selec-
tivity . . . cannot be attributed to 2 lack of funds,"” one.

nust also consider that SBIC funds are hard to place if there is
no reasonabla prospect of turring over capital. Between 1973
and 1976, there was little such prospect for equity holders.

The discussion on page 12 deals with the private venture cap-
ital industry. The three points emphasized about that indus-
try are completely true, but the fact that they are does not
refiect poorly on the SBIC industry.
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1. Because the private venture capital industry is
larger than the SBIC industry, it _follows that
private venture capitalists would have substan-
tially larger amounts invested in small business.
Also, private firms arc not restricted to an in-

... _yestment kimit of 20 percent of private capital

~. .’im-any concern Or- groupaof’related‘concerns; as
are SBICs.

Z, Yes 1ndeed, private firms as well as SBICs seek
to invest in small concerns baving substantial
growth potential.

3. Here again, the GAO assumes that an SBIC should
_“invest in every concern that walks through the
" door,” w;thout regard to the merxt of the invest-

- ment. ,

The fact that SBICs and prlvate venture capitalists partici-
__pate_with each other has several'p051t1ve aspects:

SRR I -

'jgf‘Itjis benefxc:al-tO*the:smaL1~concernra SR

Z. If they are part1c1pat1ng, they are not com-
pet:ng;* o

*"3' “Hore~ funds are being ‘put out ‘into the small -
- business economy.

4, The Tisk is” spread.

- P U SO —— e

““*“““‘**Fufther““consréera&1onwshaul&»beaglvenutoutheufactwthat SBICs -
are private companies, and they have the same economics as a
private venture firm. Therefore, there has to be a commonality
of pursuit, 1t they are to survive financially.
The msln ‘difference is that SBICS ‘generally have a higher over-
all cost of capital, because of the SBA debentures. They, there-
fore, tend to use more debt instruments than do the private equity
funds, because they are "less patient™ money, hav1ng to pay the
government interest and principal im accordance with the appro-
priate amortization schedule.

On page 13, the criticism reappears that bank-oriented SBICs are
not borrowing Federal funds, whereas earlier (page iv), GAO crit-
icizes the increased Federal investment in the progran.
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CHAPTER 3

This entire chapter is totally ipappropriate and shows a com-
plete misunderstanding on GAO's part of the purposes of SBIC
financing and those of the SBA 7(a) business loan program.
They are not comparable. )

The basic principle of the 7(a) program is that application
for assistance may be considered only when there is evidence
that the desircd credit is not otherwise available on reasom-
able terms. If a small business concern can obtain financial
assistance from an SBiC; it is not eligible for 7(a) assis-
tance, There are basic differences in the criteria used by
the 7{a) program and the SBIC managers. DBefore 7(2) assis-
tance is provided, the applicant must demonstrate the ability

to repay the loan, the ability to operate the concern success-

fully, and must provide security which could assure repayment.

An SBIC makes loans which are of a higher risk and often se-

cured by some type of collateral which would not be acceptable

to a conventional lender. SBICs frequently provide fimancing

to new start businesses, whereas the majority of the 7(a)

assistance is provided to established businesses. _The 7(a}

business loan program has very clearly outlined criteria aad i
terms which must be met before assistance is provided. A |
small concern and an SBIC can negotiate within the regulations,
the terms and security of the assistance.

© - CHAPTER'Z ©277

This chapter lists several deficiencies in the tools of eval-
wation of the SBIC Program, but on the other hand, it does
not discuss the valuable. informatiomn which-is being gathered

__ Every financing made-to-a-small-concern~by an SBIC is reported
- to SBA on the Portfolio Financing Report (SBA Form 1031). This
form also contains information about the concern, i.e., the num-
ber of employees, the number of years of its existence, i1 ., fi-
nancial condition, and taxes paid..- A-rapdomly selected group
of SBICs reports once a year on certain portfolio companies on
the Program Evaluation Report, SBA Form 684. The information
taken from these rcports is compiled for analysis purposes.
The annual submission by SBICs of an audited Financisl Report,
SBA Form 468, provides additional information on the portfolio
companies. The SBA's National SBIC Advisory Council has been
working with SBA for the past year on a research project that
examines the structural characteristics of SBICs operating in
a risk/return atmosphere which is intended by the program.
The results of this research shows that the industry's structure
as per the legislation is wrong for the intei.ded purpose. That
is, there is a mismatch between legislative intent, and legis-
lated incentives.

- e e e o = =
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i :

Also 1n.th1s chapter, there is the ststement which states that
SBICs are benefltlng large corporations. Again, this has to

be understood in the context of what SBICs do. They make cquity
investments, which cquity has to be replaced in the caplta struc-
ture of a busxness before the SBIC can turn over its investment.

"In the recent recessxon. one of‘the»only means of turning over

capital,. to.re-invest.in oiher small businesses, was to sell
to a. thlrd party, often a large corporation.

This is a functlon of 1llxqu:d and malFunctlonlug capital mar-
kets. 1t is not a2 systematic effort to enhance big business.

CHAPTER 5§

"We feel that the information contained in the summary of con-
Ac1u51ons has already been addressed in our comments above.

— e .

.
~ e O

GAO notes: 'I. Deleted comments refer to material contained -
in our draft report which has been revised or
which has not been included in the final re-
port.

2. Page references throughout the sgency's com~

mente refer to our draft report and may not
correspond to this final report.

D MesmEapmes faNesaerrens - T e T
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" CAO_RESFONSES TC QUESTIONS OF THE

JOINT ECONOMIC COMMITTEE LETTER

DATED APRIL 13, 1976

1. Considering the broad universe of small business, is the
SBIC program directed toward meeting the needs of any
specific segment? Is there any correlation between the
size of an SBIC and the size of the small business being
assisted and the type of assistance being provided?

The SBIC program is not directed toward meeting the
needs of any specific segment of small business such as type
of business, size, or geographic location.

The larger SBICs--assets in excess of $10 million--con-
trol the majority of program furds and invest primarily in
larger, well-established small business, These SBICs make
mostly equity-type investments in selected firms having the
greatest growth potential and ability to go public or be
bought by a large corporation in a relatively short period
of time--about 5 to 10 years. 1/ :

2. What are the long-term loan and equity financing needs of
small bus1ness°

- = - T e TTAETE T Laee

The long term loan and eguity (capxtal stock) financing
needs of small business cannot be quantified. The determina-
tion of need is subjective and is based on SBIC's analysis
of the applicants' justification -for- the- tequested flnanc1ng.

.- -—Such—justifications vary—widely, ——

Although various groups have attempted to guantify small
business financing needs, their estimates have varied consider-
ably and have been widely disputed. - SBA has stated that due
to the paucity of raw data, attempts to measure need have
failed.

3. To what degree have SBICs met the long-term loan and
equity financing needs of small business?

The degree to which SBICs have satisfied the long-term
loan and equity financing needs of small business cannot

1/GA0O note: See chapter 2 of this report.
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be measured. As previously noted, no reliable estimates

of need exist. Also, businesses receiving SBIC financing
have access to other sources of financing. Loan-oriented
SBICs and SBA's 7(a) loan program serve similar clients

in that both provide long-term loan funds; the interest rates
of the 7(a) program, however, are substantially lower. 1/
Further, hundreds of private ventvre capital firms are a
source of eguity-type financing for small businesses having
the potential of going public or being absorbed by a large
corporation. Larger SBICs, accounting for the majority of
invested dollars, invest in similar-type businesses. 2/

4. How have SBIC loan terms and inter:3t rates compared with
those of other lenders over the lest 5 years?

Loan-oriented SBICs and SBA's 7(a) guaranteed loan pro-
grar. both provide long~term loans to small business. Although
banks may also be a source of long-term credit, a Federal Re-
serve System official stated that a lack of data on the size
of businesses receiving loans makes it impossible to determine
the terms of magnitude of credit going to the small business
community.

The maxim:m term of an SBIC loan is 20 years as compared
tc aenerally 14 years under the 7(a) loan program. Both type
loans are approved, however, for an average term of about
7 years. Also, although SBICs may charge a maximum interest
rate of 15 percent, the wmaximum intetrest rate of a 7(a) gquar-
anteed lcan as of October 7, 1976, was restricted to 10 per-
cent. Since April 1971, 7(a) maximum loan rates have ranged
from 7.75 to 11.5 percent. For a recent 2-year period, SRIC
loan interest rates averaged 12.1 percent as compared to 10.1

percent for 7(a) guaranteed loans. 3/ - -

5. 1In relation to SBA~guaranteed funds, how much private
capital has been generated by the program?

Although the Congress intended that the S3IC program
stimulate and supplement the flow of private capital to small
business concerns, minimal capital in relation to total SBA-
guaranteed funds has been generated.

1/GAO note: See chapter 3 ol this report.
2/GAO note: See chapter 2 of this report.

3/GAQC note: See chapter 3 of this report.
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As of March 31, 1975, 256 SBRICs had private~capital and
SBA—guaranteed‘funds totallng $854.8 million, of which $573.2
million was invested in small business. Private capital
totaled $386.9 million, or about 45 percent of Ffunds for
investment. We noted that bank-dominated SBICs, totaling 30
in number,- accounted for $131.7 million or 34-percent of the
private capital infused in the program. In relation to pri-
vate capital, the bank-dominated SBICs borrowed relatively
little Federzl funds, $20.2 million or 19 percent of SE3
guaranteed funds outstanding-—a leverage ratio of SBA to pri-
vate funé of .7 to 1. In comparison, the 226 non~bank-
dominated SBICs were more dependent on Pederal funds with a
leverage ratio of 1.5 to 1.

‘Banks have establzshed SBICs to make equ:ty investments
which otherwise they are legally precluded from -doimrg. 1/
Most bank-dominated SBICs visited world comtinue to invest
in the eguity of small basiness, without being incorporated

. as.SBICs, -if they were- Iegally—permztted to do’ so.

6. . To whatAeztent does "SBA administer- the SBIC pragram?

SBA's administration of the program is conducted entirely
out of its central offjice in Eash;ngton, B.C., anﬁ IS primarily

2w cOnCerneds with s s et T

—-prescrxbxng'regﬁ;atlons goﬁezning the oge:ékxong
of "SBICs and for cartylng out the pzevxsxcns of

. wM__m_m.,.thte Y- Te) X R et e e e e -

a2 Ee § L ek e e o e e e
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--~appzev1ng SBIC articles of 1ncozpotatxon-

-—xssulng Ilcenses tc—SBICs,

--ezamining SBICs't& &eterﬁlﬂe“theiz compliance
vith legal and regulatory reguirements;

~--arranging SBIC fimancing through the Federal
Financing Bank; and

--reporting on the overall status of the program.
SBA does not, however, get involved im the everyday

operations of SBICs. Each SBIC independently develops its
investment criteria and decides which small businesses should

1/GAO note: See chapter 2 of this report.
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or should ﬁét:zecei’éeffih'":'cingj’:‘-:iﬁi%,—résié%&éféé}“ﬁét dictate

or direct SBICs to gerve a specific size or segment of small
business.  ~ ~ " " B -

“-Although- SBA-has ‘attempted to report-on the overall status
of the SBIC program, the agency has not developed-data on a
number of areas which could have provided additional insight
into- the program. 1/ S

: e s - srsmmger e e A e e
= dmer Lwesr  cmizees
= P -
[
- - <ty e = e -

1/GRO note: See chapter 4 of this report.
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-~ UNITED STATES GENERAL ROTBURTS
waswmsmu D.c; 2508

COMMUMITY AND ECONOMIE - - - e
DEVELOPMENT DIVIGIONZ

12 Nov., 1976

M. Peter F. Mclleish

Deputy Associate Administrator
for Investment

Smaﬂ Busmess Administration ’

Dear nr. ?:cﬂelsh. .- -
B As km we are presently comtjng 2 review of the
© Small Bmsmess Investment Company Program at_the request of
" the. Joint Ecomomic_Committee. A member of the Committee staff
responsible for coordinating the assigemomt has asked us to brief
the full Committee staff on the preli%sy results of our review
kI January 1977, . e
e _In'order to present the SBA positim post funy. we wowld
appreciate your written response to the following questions.

o T AT Py NS YIS TITE STARTITIN ey S T

I T SR T T IR e

et s bease. B2S-SBA-OP: any-other-organizaifon-peasured-the - -

et e s - fo@dSrofs the-snal - business  castumi ty-for~the
types. of - assistance provided &y the SBIC program:
long term loans and equity: canftal? Have these
studies expressed these necds gmemtitatively with

- - - - any-veliability? —If quantitaifve expression is not

possible; what factors have: 1= SEA or other
organizations to make conclusizms about the needs
of smail business for this typ= of financing?

2. To what extent are the needs of szmll business for
Tong tern loans and equity copital being wmet by
non-SBIC sources (e.g., the 7{z} program or private
capital conpanies)? Are there differences between
the investment policies and praztirec of private
venture capital companies and ®IC? In particular,

. do they both serve the sawe s=sll Business market?
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g.

= eﬁst&ﬁce of these iwesmenv

&.

7 e R R ATt .

- — ~v--«- g g g

t?.mir E@m orieﬂted SSICs supp!y laaﬁs “to small business
with maturities comparable to-7{a} loans but.at & higher
{nterest; rates. In, view of this, sstmt jas!:iﬁe& the

praerm‘ir »’ :

A re’ﬂmtﬁveiy sma'n number of SBXCs (26) contm‘l the
majority. of SBA. program funds. Indications are that these
SBiCs invest substantial sums in. larger ssall businesses
having the greatest. potentfal to either trade stock
publficiy or.be acquived by a larger public corporation
withia ﬁiv&years. Has dats been daveloped conceraing:
(1) . the extent- to.which, portfolio-companies -of these
.S8ECs are- publ icly. trading stock er are befag absorb
‘by 1arger pubtic corporations,-and (2} the extent to
which SBICs.retain such fnvestments?, . It 0, we would
a;sprecfat@ receiving mg dzaﬁau mé anx; ana'&ysis of it.

&ﬁd*avaﬂ themselves

Mﬂk

5 ! % e@iaﬁ
- !of censidemhw;less "SBA guaraﬁtew funds than non bank
- dominated. SBICS,.  If banking Taws and regulation were
. revised.tg. 2110w banks currently participating in the

o - SBIC progran;to:-meke- equity-invesirents.in small businesses,

G

- without having. to: 0 abtain an SRIC ifcense, woqu these banks

, cmtinu . to make suc?g iwestments‘l

25 q,w-w.. ata s .

Sme* sma'ﬂ »bus‘!nesses hawe«received ﬁnam:jng joinﬂy

“**‘”“—“““*“ﬂﬁmnﬂ5§§€§~andfpriV&%@ veﬁtﬁ?@*céﬁi$&1i5t5~‘3*9*Sﬂ o e e

- [see-GRO -note.] -

' Has éﬁt& béén collected on the nm@er of smﬂ businesses

which. have been. Jointly financed and the relative amounts
. of Tinancing provided by SBIC andvoa=SBIC sources? -

. If data has been collected, we would &pprec%ate your

7.

pmv%éing it tu us.

The use of SBA guarameeé funds has been substantially

Tess than anticipated in budgef requests and appropriations—-
$725 million ceiling vs $500 million outstanding te SBICs.
Although SBA may guarantee up-to $i50 milifon annually,
S8ICs, durfng the first eight months of 1976, have only
dravn $25 nilifon.  Vhy haven’t SBICs taken fun advantage
of SBA guaranteed funds? -

s L T TR,

GRO note: Material has been deleted to protect privacy

of businesses.
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8. The ammﬁ; of SBE fuwds imvested ﬁﬁ smsﬂ business--
-~ currently sbout’ %ﬁ”ﬁﬁ?ﬁﬁ”fﬁf sa&»stmtm'ﬁy ‘iess
- than the SBA- ($468 miTTion) aiig private’ cap‘ﬁ:&i o
- {$387 -miltion): held: by SBICs.  Tu view of this, do
you - feal - thatSRICE have made: full gse’ of thefr -
- ﬁ""?‘m%t ﬂmds w@aﬂxﬁe “fai- in?‘eétmes%ﬁ in smﬂ
- business Co o )

-8, The SBIC fnéustry« is camposs@af-wmﬁws types of
{nvestment companies ithich have dlstinet’ investient
policies, methods of- ralsing capital,”and kinds of
ownership.” These SBIC: types fnciudes “{1)-Toaw

- oriented SBICs whick-ave independently owned, (2}

1oan oviented SBICS which aré-subsidiaries of larger
. Acorpamtims and primarily seFvice cistomtrs of- their
- parents, (3) SBICs-which” finkice shnli-Bustassses
“through & mixture of Téans and eqaﬁtg fuvéstments,
and (8} bank-owiied SBICs. 'SBA's vequlairly published
-~ reports on the SBIC program do not provide particular
~. information en- ts%é’ﬁsegmﬁ%%mf‘thﬁ* SBIC"fndustry,
---Reparting by type SF-SBIC CouTd reveal’ useful ?infomation
‘Such ‘as -the facts that’banksoimed SBICY supply'd’
- disproportionately iaa—gé FATOUNE T of funds to 'simd1t business
- in-relation to-thefr -Goveinigst levérage, and that-interest -
e T ““rates- charceﬂfby !oafr “oriented SBICs vary with™ type of
. SBIC ownership. Dol youtagreé that reports prepared on
the SBIC program. should-provide-dats-on the operations
‘of the various types: of SBICS-into which the: industry is

- mem e caomefited? T Ta addition,. “{¢ any-.analyses .of-these-séoments S

95 B rsen

T T of the 'industry h&b'@ been donalwe mu]d 1ike to receive
copies B R b

mm@“ respons@ to these mzest‘luas ﬁithm tm,ueek&ww‘i&be
very much appreciated.: " If you m«ied addttiona} informaﬁm, p'lease

contact me, i
Sfﬂééééfﬁiﬁouéﬁ-" TR

Q__Mes n‘bnaghv

P, .u.s....

, ol - Jamsf F. Bonaghy
. Auditor-fri-Charge
* SBA Audit Site

cc: Nr. Raymond F. Randolph

Director, Office of Audits
" and Investigatioms
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R U S SMALL QUSIN&’Q ADMINISTRATION
> T WasmineTon, D.C. 20416

CFPICEOF THEWWMM

ubv-zz 1976

Mr, Jmes‘ P Domghy
__ Buditor-in-Charge -

SBA findit Site . '
___General Accomtmg Office
ﬁash;x;gtop "D, "'ﬁ—i20548

T TR e e e " Rer SBIE Program Audit
Dggg Mr,” Dcnoghy.

" Thig is in response 10 tﬁe questims included“ in your November 12,
1876, letter ccmcermng the SBIC program, .

=TT Tl

“Enclosed on separate “gheets are the Queshons you have asked and

T our answers. to thoge questions as” we understand them, - - -
I we can be of further a‘sslstance‘,-: let ue know..
De puty Associate Adminisirator
for Investment
Enclosures
47
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Has SBA or any other orgamization measured the needs of

the small business community for the types of assistance
provided by the SBIC program; long-term loans and equity
capital?

The SBA and other organizations have made attempts to
measure the needs of smalk business for long-term loans
and equity capital, however, due to the paucity of raw
data these attempts have not been fruitful.

Have these studies expressed these needs quantitatively
with any reliability?

No.

If guantitative expression is not possible, what factors
have led SBA or other organizations to make conclusions
about the needs oi small buasiness fer thlS type of
fznanCLng?

Testlmony'taken at,nearings held in connection with

- legislation for, and Oversight  of, the SBIC program bhas

been the basis on which legislation has been passed
providing for this type of fznancing.

- 76 what" extent are the neeﬁs of small “business for long-

term loans and equity capital being met by non-SBIC
sources (e.g., the 7(a) program or private capital
companies)?

[T S e Bt T e 3 b v & v -

. -~“*“51nce“the#need§“haVe not“ﬁ@éﬁ'estéinsﬁEﬂ réiiably in

guantitative terms, it is mot possible to estimate the
extent to which those needs are being met,

Are there differences’ between the inwvestment policies
and practices of private wventure capital companies and
SBIC's? .

Yes, the policies and practices of private venture capital
companies are more flexible in that ¢hey do not nave to
comply with SBA rules and reqgulatioms and they do not have
to limit their financing to small business.

In particular, do they both serve the same small business
market?

Partially, since in some cases they participate in the same
financings.

J—
3
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In v1ew of thxs, what Justlfzed the existence of these
_investment companles 1n the SBIC program?

Since most businesses are proprletorshlps and pa:tner-
ships, it is necessary for some SBIC's to-make loans
tc provide .assistance to that segment of the small
busxness commun:ty; Tl e

-Further, since SBIC'S are leveraged with debt capital,

SBIC's must place a portion of their funds in interest¢-
bearing obligations to provide~cesh flow for debt service.

Has data been developed concerning: (I) the extent to
which portfolio companies of these SBIC's are publicly
trading stock or are being absorbed by larger public

- corporations, and {2) the extent to which,SBIC's retain
- such investments? o

Due to resource constraints, no data has been developeu
to ‘show these two- phenomena~«~=~—m~ e e

RS L gt D IS S et et ot e et e

If banking laws and regulatlons’were revised to allow
banks currently participating in the SBIC program
to: make: equity investments in small businesses, with-

_.——out-having- to-obtain.an. SBIC license, would these

" banks continue to. maké guchinvestments? -

Reuxsxon of. Glass - Steagall prohibitions and other
regulations would undoubtedly create an additional source

- of funds for small- business~equ1ty~1nvestments,~evezy-

10.

thing ‘else’ belng equal. R s SRRl

Bas data been collected on the hdmber of small businesses

__which have been jointly financed and the relative amounts

11.

“of financing provided by SBIC and non-SBIC sources?

Due to resource constraints, no comprehensive data has
been collected in this area.

Why haven't SBIC's taken full advantage of SBA guaranteed
funds?

There are four reasons.

(1) Some don't use leverage to any significant degree.

42
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.- - - -~--{2)- -Exiting from SBIC 1nvestments ‘has become

| o difficult due to capital market .problems,
thus, SBIC's have tended not to become
overincumbered with leverage.- -

(3) There has been a lack of investment
opportunltles because of the sporadxc
: ;economxc recovery. s . ,».» il -

(4) 1Idle funds ca:ryzng cost is high-due to the
term structure of interest rates. Thus,
SBIC's have only borrowed where funds could
be put to work guickly. Economic conditions
have not been favorable to this.

12. 1In view of this, do you feel that SBIC's have made full
use of their investment funds available for investment
in small business?

'The statistics you ‘cited 1ﬁ&1cate that of the total
capital of $855.0, $575.0 million or. 67%..is outstand-
ing to small business. As an average, 20% is

~retained inm liguid’ assets“leaving'a residual of 13%
for workout type assets. ' In view of this, we feel
that they are making prudent and effective use of
thelr resources.

TERLTEE T T -

A IR T I TR TR RS

o ) " 13. Do you agree that reports ‘prepared on the SBIC program
should- provide data on the operations of -the various
. types: of SBIC's into-which the -industry is segmented?

T T T Yesﬁﬁhowevez zesou:cemconstralntsmhave:nteventedwtheseW~

e

types of analysxs.

Lee et g4

P
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PRINCIPAL SBA OFFICIALS RESPONSIBLE
FOR ADMINISTERING THE ACTIVITIES
| " DISCUSSED IN THIS REPORT
; Tenure of office
: - From To
ADMINISTRATOR:
A. Vernon Weaver apr. 1977 Present
Roger H. Jones (actina) Mar. 1977 Mar. 1977
Mitchell P. Kobelinski Feb. 1976 Mar. 1977
Louis F. Laun (acting) Oct. 1975 Feb. 1976
Thomas S. Kleppe Jan. 1971 Oct. 1975
Hilary Sandoval, Jr. Mar. 1969 Jan. 1971
Howard J. Samuels Aug. 1968 Feb. 1969
Robert C. Moot Aua. 1967 July 1968
DEPUTY ADMINIGTRATOR‘ S
Patricia Cloherty Aug. 1977 Present
“Yacant 7T ot Mar. - 1977 duva. 1977
f"”"LOﬂlS‘F ~Laun- - —- - .- .. .. Sept..1973 . _Feb. 1977
“"Anthony Chase - - Feb. 1971 Sept. 1973
Einar Johnson June 1970 Feb. 1971
" W. Donald Brewer -Oct. 1969 June 1970
iiizio—-Richard B. Blankenship ... Mar._ 1969 Oct. 1969
7 Howard Greenburg TTEFTRUGL. 19670 Mar. 1969
ASSOCIATE ADMINISTRATOR FOR .
FINANCE AND INVESTMENm
T (noteTa)y - T RS
T “John Trask i Jurie= 1977 Pré&sent ™
Peter F. McHeish (actlnq) Mar. 1977 June 1977
John T. Wettach Sept. 1975 Mar. 1977
Ronald G. Coleman (acting) Feb. 1975 Sept. 1975
Einar Johnson (acting) ~~~ = 7 'Jan. 1975 Feb, 1975
David A. Wollard Feb. 1973 Jan. 1975
ASSOCIATE ADMINISTRATOR FOR
OPERATIONS AND INVESTMENTS
(note a):
Stephen H. Bedwell, Jr.
.(facting) . | Oct. 1972 Feb. 1973
Claude Alexander Feb. 1972 Oct. 1972
.Brthur H. Singer June 1971 Feb. 1972
S1
I T iio i N o [T
- (¢ Y



APPENDIX V

ASSOCIATE ADMINISTRATOR FOR
INVESTMENTS (note a):
Arthur H. Singer
Vacant
Glen R. Brown

DEPUTY ASSOCIATE ADMINISTRATOR
FOR INVESTHMENTS:
Peter F. McNeish
James T. Phelan

APPENDIX V

Tenure of office

Mar.
Dec.
Aug.

Sept
Aug.

From

1969
1968
1967

. 1976
1967

To
June 1971
Mar. 1969
Dec. 1968
Present
Sept. 1976

a/The position responsible for the investment activity
changed in June 1971 from Associate Administrator for In-
vestments to the Associate Administrator for Operations
and Investments. In February 1973 the investment activity
was transferred to the Associate Administrator for Finance

and Investments.

(07774)
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California.

"I thus appears that, cohf:rary
Federal service. upori reﬁm*nmg tc;.,'

- your- intentmn to retire f;om
-in any eveﬁt,

the- ev:.denc& ppesente& does’
a determination that your retirementf was_ ccerced

In view of the above, we f:mé tl'at there is no basns,fw*re
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