| nspecti on
of
SBI C Best Practices

August 1994

Report No. 94-08- 002

G fice of Inspector General

US Snmall Business Admnistration



U.S. Small|l Business Admn nistration
Washi ngton, D.C. 20416

August 23, 1994

TO Er ski ne B. Bow es
Adm ni strat or

THROUGH James F. Hoobl er
| nspect or CGeneral ;

FRCM Tim O oss
Assi stant | nspector General
for Inspection and Eval uation

SUBJECT: SBIC Best Practices |nspection

| am pleased to submt our inspection report on Snall Business I nvestnent
Conpany (SBIC) Best Practi ces.

The inspection team received excell ent cooperation fromlnvestment D vision
staff and fromsenior officers of the SBIGs it reviewed and their portfolio
firns. Bob Stillnman and his staff provided us with hel pful feedback on the
report in draft, and their formal comments on the final report are attached
in full as an appendi x.

V¢ believe the inspection findings provide an accurate conpilation of the
characteristics that nmark financially successful SBIGs. V& hope that this
wll prove useful to the Investnent Division in licensing future SBIGs, as
well as to a broader audience seeking information about the program or
about "best practice" anal yses.

If you have any questions or comments, we would be happy to discuss them
with you at your convenience.

At t achnent



TABLE OF QONTENTS

EXECUTI VE SUMWARY
BACKGROUND
GBJECTI VES, SCCPE AND METHCDALOGY

FI NDI NGS
A Practices Coomon to Profitable SBlICs

1. Financially successful SBI Gs are headed by nanagers who
are well-qualified in terns of their work experience and
academ c backgrounds

2. Profitable SBICs offer conpensation packages and intangi bl e
benefits sufficient to attract and retain high-quality
per sonnel .

3. Financially successful SBICs are adequately capitalized and
fol | ow good cash managenent pri ncipl es.

4. Profitable SBIC investrment strategies generally mnimze
risk.

5. Financially successful SBICs use a systematic approach to
identify, evaluate, and structure deals.

6. Profitable SBIGCs closely nonitor the financial health of
their portfolio conpanies to protect their interests.

7. Successful SBICs add "value" to their portfolio conpanies,
in conjunction wth financing, thereby increasing the
conpani es net worth.

B. Portfolio Conpanies Oredited SBI C Financing w th Having
Significant Inpact on Their Financial Gowh

C SBICs Failed Primarily Because of a Conbi nation of
Unqual i fi ed Managenent and Low Private Capita

TABLE

1 Changes i n Enpl oyee Level s and Revenue at the 17 SBCs
surveyed, After Receiving SBI C Fi nanci ng

APPENDI CES
A Profiles of the Profitable SBl Cs Revi ened
B I nvest rent D vi si on Comrent s

C Contributors to This Report



ABBREVI ATI ONS

CEO chi ef executive officer

CFO chief financial officer

CPA certified public accountant

| PO initial public offering

LBO | everaged buy out

MBA Mast er of Business Adm ni stration
ac G fice of Inspector General

SBA Smal | Busi ness Admi ni stration

SBC smal | busi ness concern

SBI C smal | busi ness i nvest nent conpany

SSBI C speci al i zed snal | busi ness investment conpany



EXECUTI VE SUMVARY
Pur pose and Background

Over the last several years, concern has nounted over the | arge nunber of
Smal | Busi ness | nvestnent Conpanies (SBIGCs) that have failed. As of May 31,
1994, 199 active SBICs were in liquidation w th outstanding
Agency - guar anteed debt of nore than $531 nmillion. Wile the

Smal | Business Admnistration (SBA) has identified a nunber of program
defi ci enci es and begun to address themthrough extensive changes in SBIC
regul ations, relatively little attention has been given to examning the
effective operations of financially successful SBIGCs.

Thi s inspection seeks to identify the "best practices" of a cross -section
of successful SBICs for potentially broader application wthin the program

The O fice of Inspector General (AQ initiated this study to assist SBA
nmanagenent in identifying and encouragi ng good program operati ons.
Specifically, our objectives were to identify nanagement practices common
to profitable SBICs that could be replicated in new or otherw se |ess
successful SBICs and to describe the inpact such SBI Cs have had on the
financial well -being of their successful portfolio conpanies.

SBI Gs are private sector corporations and partnerships that are |icensed by
SBA to provide equity capital and long -termdebt, guaranteed by SBA to
smal | business concerns (SBCs) in need of financing for devel oprent,

growt h, and noderni zation. Since 1972, the Agency has al so |icensed
specialized SBICs (SSBICs) to provide such financing to SBCs owned by
socially or econom cally di sadvant aged persons.

To qualify for a license, an applicant nust neet capitalization
requirenents ($2.5 nmllion for SBIGCs and $1.5 nmillion for SSBI Gs) and have
an SBA-approved nmanager to oversee the SBIC s' operations and to serve its
portfolio conpanies. For each dollar of private capital raised, the SBIGCs
nmay receive between two and three dollars of long -term(up to 10 years)
| everage in the formof SBA -guaranteed debent ures.

To identify SBIC best practices, we conducted case studies of nine
financially successful SBICs which varied according to size of assets,

i nvestnment orientation, concentration of industries in which they invest,
and whether or not they were bank -affiliated. W conducted in-depth
interviews with the presidents and key officers of the SBICs and revi ewed
the SBICs' financial records, business plans, and other pertinent
information. W attenpted to corroborate our observations by conparing the
characteristics of the financially successful SBICs with those of failed
SBIGs. Finally, to estimate the profitable SBIGS' inpact on the financia
condition of their portfolio conpanies, we surveyed key officers of 17
SBGCs. These

"Unl ess otherw se indicated, SBI Cs include regular SBICs and SSBI Gs.

conpani es, selected fromthe portfolios of all nine SBICs, were anong those
identified by the SBIC presidents as their nost financially successfu

i nvest nent s.

V¢ recogni ze that concl usions based on case studies of seven regular SBIGCs
and two SSBIGs are not representative of the universe of 280 active SBIGs.
% bel i eve, however, that our conprehensive review of a cross -section of
successful SBIGs may offer useful insights into practices that correl ate



with SBIC profitability.
Princi pal Findi ngs

Not surprisingly, we confirmed that well -qualified, capabl e managenent, and
adequate capitalization are essential mnimumrequirements for an SBIC s
financial success. Mre specifically, we found seven “best practices” that
were common to the nine profitable SBI Cs we studied. Based on recently
publ i shed studies, the opinions of know edgeabl e Agency officials, and our
file reviewof two SBIGs in liquidation, these sane practices are often
absent fromfailed SBIGCs.

1. Financially successful SBICs are headed by nanagers and officers who are well -
qualified in ternms of their work experience and acadeni ¢ backgrounds. The top
manager s have many years of experience in venture capital or rel ated
fields, including investnent banking and corporate finance, and, al ong
with nost other senior officers, have advanced degrees in rel evant
fields. Three out of four officers in the nine SBICs we visited had
graduat e degrees, over 80 percent of which were Masters degrees in
Busi ness Adm ni stration (~I 13As). The bul k of the MBAs were obtai ned from
the nation's 25 top graduate school s of business. Finally, senior
managers in the SBCs we surveyed solidly praised the SBI C managers for
their integrity, professionalism and intuitive business sense.

2. Profitable SBICs of fer conpensation packages and intangible benefits
sufficient to attract and retain high-quality personnel.Mst of the
presidents of the financially successful SBIGs are conpensated at |evels
equi val ent to or higher than conpensation received by their counterparts
in private venture capital firns. Conpensation includes salaries plus
bonuses, often based on a percentage of the SBIC s annual pre - Tax i ncome
(usual 'y 20 percent). The two SBI Cs we examined in which the presidents
recei ved conpensation that was |ower than the industry average had not
yet inplenmented their planned bonus systens.

3. Financially successful SBICs are adequately capitalized and fol |l ow good cash
managenment princi pl es. The amount of private capital held by the SBICs we
studied ranged from$1l mllion to $120 nillion. To ensure that they had
adequat e cash on

2Based on the US. News & Wrld Report annual survey of graduate school s of business, March
21, 1994.




hand to neet current obligations, for exanple, the |less-capitalized SBl GCs
nmade smaller investnents to spread risk nore effectively and invested only
in those SBCs that could be liquid within a two -to four year tine frane.

4. Profitable SBIC investnent strategies generally mnininze risk. These
strategies nost often include investing in (1) industries in which the
presidents and officers have personal experience and expertise, (2)
| ater -stage conpanies with proven track records, (3) SBCs with an
est abl i shed market niche, and (4) SBCs whose managenent’s have a record
of conpetence and integrity. Overall, their investment strategies tended
to be conservative, wth enphasis on keeping risk | ow

5. Financially successful SBICs use a systematic approach to identify, evaluate,
and structure deals. All the SBI Cs have extensive, reliable networks of
contacts to identify investment opportunities. Before making an
i nvest nent deci sion, deal officers carefully assess the prospective SBC s
managenent team and conduct a thorough due diligence review to determne
the conpany's financial health and prospects for growth. Wen structuring
a deal, the SBIGCs try to match the type of financial instrunent -equity,
debt, or sone conbination -with the needs of the SBC while ensuring an
acceptabl e return for thensel ves.

6. Profitable SBICs closely monitor the financial health of their portfolio
conpanies to protect their interests. Presidents and officers of the
equity-oriented SBICs usually attend meetings of the SBCs' boards of
directors and frequently occupy seats on the boards. They al so regul arly
revi ew the conpani es' financial and operational records. Debt -oriented
SBIGs nmonitor their SBCs primarily by establishing good cash collection
procedures and rigorously followi ng up on | ate paynents.

7. Successful SBICs add "value" to their portfolio conpanies, in conjunction with
fi nanci ng, thereby increasing the conpanies’ net worth. The SBICs actively
assist their conpanies in recruiting key personnel, devel opi ng | ong -range
strategy, analyzing prospective mergers and acqui sitions, and obtaining
addi ti onal sources of capital frombanks and other investors. The
presidents and key officers of the profitable portfolio conpanies in our
survey stressed the inportant role such assistance had in their
conpani es' financial success.

I npact of SBICs on Portfolio Conpani es' Financial \WlEkbeing

The nine SBICs had provided a total of $37.1 mllion in financing to the 17
SBCs surveyed, representing ova 21 percent of the SBCs' total financing.
Overall, as of May 1994, the nunber of enployees at the SBCs had doubl ed
and the amount of their revenues had al nost tripled since receiving the
SBIGs' initial financings. It nust be noted, however, that these gains
occurred in SBCs identified as anong the nost successful recipients of SBIC
financing, and that, in nost cases, the gains cannot be directly attributed
to SBI C support because the SBCs al so received other sources of financing.
In four cases in which the SBIC was the only source of financing, however,
the $6.6 mllion in SBICinvestnents fostered the creation of 268 jobs.

New SBA regul ations issued in April 1994 require SBIGs to assess and report
annual |y the econom c inpact of each financing, including such indicators
as the nunber of full -time equivalent jobs created or retained and t he
revenue and taxes generated by the conpani es. Depending on the quality of



the data, e.g., the credibility of the job -creation figures submtted, we
bel i eve these reports will be useful for measuring the SBI C program s

ef fectiveness. To mnimze the burden on SBICs and to assure conparability
t hrough standardi zati on, we suggest that SBA devel op specific guidance for
SBGs on the type of information to be provided. In addition, the Agency
should require SBICs to report the total anount of financing each portfolio
conpany recei ved fromother sources to enable SBA to estimate nore
accurately the extent of the SBICs' inpact on the econony.

| nvest ment Di vi si on Comment s

The I nvestrent Division comrented that this report accurately summari zes
the characteristics which it should seek to find in new |license applicants
and tries to encourage anmong its current |icensees. In response to our
observation that successful SBICs appear to favor

investnents in established, later -stage conpanies, the D vision pointed out
that to pronote the public policy of devel opi ng new busi nesses, it

somet i mes encourages early -stage investment strategies. To offset the risk
involved in such strategies, the Division stated that it carefully

| i censes nmanagers with experience and talent in this type of investment.

The Division reviewed a draft of this report and we have incorporated their
comrents into the final version. The full text of their comrents can be
found i n Appendi x B.

Vi



Backgr ound

To stinulate the small business segment of the econony, the Small Busi ness

I nvestment Act of 1958 (the Act) authorized the Small Business

Admni stration (SBA) to license private sector corporations and
part ner shi ps, known as Smal | Busi ness | nvestnent Conpanies (SBIGCs), to
provide equity capital and long -termloan funds to small business concerns
(SBGCs) in need of financing for their growh, expansion, and noderni zati on.
The Act was anended in 1972 to establish the specialized SBI C (SSBl O
program which targets SBCs owned by socially or econonical ly di sadvant aged
persons. SBICs' obtain their resources primarily fromtwo sources--privately
invested capital and long -termdebentures guaranteed by SBA As of

Sept enber 30, 1993, there were |77 SBIGs with about $2 billion in private
capital and $548 mllion in SBA | everage, and 103 SSBI Cs with about $191
mllion in private capital and

$311 mllion in SBA | everage.

SBI Cs may finance SBCs through equity (stock), debt (loans), or a

conbi nation of both. Equity -oriented SBICs are those for which nore than 70
percent of the total dollar anount of their investrments in small businesses
isinthe formof equity financing. Conversely, debt-oriented SBI Cs have

nore than 70 percent of their dollar investnents in the formof debt. Al

ot her SBI Cs are consi dered bal anced. As of Septenber 30, 1993, 65 SBICs were
equity-oriented, 101 were debt -oriented, and 111 were bal anced, according to
a responsi bl e SBA official.

To qualify for a license under the SBIC program a corporation or linted
partnership nmust nmeet mninmumcapitalization requirements ($2.5 nillion for
SBICs and $1.5 nillion for SSBICs) and have an SBA approved nanager to
oversee the SBIC s operations and serve its portfolio conpanies. For each
dollar of private capital maintained, the SBICs may receive up to $2 to $3
of long-term(up to 10 years) leverage in the formof SBA -guaranteed
debent ures. The debentures provide for sem annual interest paynments and a

| unp-sum princi pal payment at maturity. In addition, an SSBIC qualifies for
| everage equal to 100 percent of its private capital through the sale of 4
percent, cunul ative, preferred stock to SBA

In recent years, the Congress and SBA have become concerned over the

i ncreasi ng nunber of SBICs entering liquidation. According to the U S

CGeneral Accounting Cffice, for the five-year period ending in Septenber

1991, SBA incurred | osses of over $90 mllion fromthe |iquidation of 126
SBICs. This was nore than 3 -1/2 times the anmount |ost during the previous 28
years. Most SBIGs entered |iquidation due to excessive |osses, defaults on
payments to SBA, or bankruptcy. * As of May 31, 1994, 199 active SBICs were
in liquidation wth outstanding SBA guaranteed debt of over $531 million.

'Unl ess ot herwise noted, “SBIC’ represents both regul ar SBI Gs and SSBI Cs.

2Smal | Business: Financial Health of Small Business | nvest nent Conpani es (GAd RCED- 93-51,
May 5, 1993, p. 1).




In April 1994, SBA issued new regul ations for the SBI C programt hat
affected the eligibility and operations of the SBICs and the financi al

assi stance provided by SBA. A key change to the regul ati ons was the

establ i shment of a new formof SBA | everage known as a participating
security,3 available to regular SBICs that make equity investnents. Under
the previous regul ations, |everage for regular SBI Cs consisted solely of
debent ures requiring sem annual interest payments. Regular SBIGCs that
primarily made equity investnents, however, were often unable to neet their
paynents on debentures due to insufficient returns fromSBGCs with | ow cash
flow Wth the participating securities, the SBIGs are required to nake
paynments to holders of the securities only after sufficient profits have
been ear ned.

QG her changes to the SBIC programregul ations in 1994 include (1) a

requi rement that each SBI C s nanagenent have the necessary "know edge,
experi ence and capability” to nake the type of investments contenpl ated
under the programand stipulated in the SBIC s business plan, (2) an

i ncrease in the maxi num anmount of SBA | everage avail able to each SBI C from
$35 mllion to $90 mllion, and (3) a requirement that the SBICs report on
t he econom c inpact of each SBIC financing, specifying jobs created or
retai ned, expanded revenues and taxes generated by the SBC and ot her
econom ¢ benefits.

The SBIC programis admnistered by SBA's Investrment Division. Wthin the
Dvision, the Ofice of (perations oversees and regulates all SBICs in good
standing. At the end of each fiscal year, the Cfice requires each SBICto
submt a report (SBA Form468) that includes independently audited
financial statenents. Q(perations staff reviewthe reports to determne the
financial health of the SBI Cs.

In addition, the Dvision's (fice of Liquidation oversees the |iquidation
and sal e of assets of SBICs that have viol ated programregul ati ons or
entered bankruptcy. The Cffice of Examnation inspects the books and
records of active SBICs to ensure conpliance with programregul ati ons.
Finally, a newy founded Licensing Unit is responsible for performng in-
dept h anal yses of applicants' business plans, managenent qualifications,
per f or mance projections, and other criteria to ensure that new SBI CGs neet
eligibility requirenents and standards for quality.

parti ci pating securities are equity -type securities with the characteristics of
preferred stock or a preferred limted partnership interest. Paynent on these securities is
required only to the extent of earnings.

*Feder al Regi ster, Vol. 59, No. 68, Part Il, pp.16897 -16956, April 8, 1994.
2



bj ectives, Scope, and Methodol ogy

Ve initiated this inspection in Novenber 1993, in response to the dinton
Adm ni stration's enphasis on identifying and encouragi ng good program
operations throughout Governnent. Specifically, the objectives of our

i nspection were (1) to identify managenent practices common to financially
successful SBICs that could be replicated in new or otherw se |ess
successful SBICs and (2) to determne the inpact such SBI Cs have had on
their portfolio conpanies in terns of growh.

To obtain information on the operations and managenent conponents of a
successful venture capital firm we met with outside venture capita
experts, the presidents of the National Association of Snall Business

I nvest ment Conpani es and the National Association of |Investnent Conpanies,
and key SBA officials.

V¢ al so conducted case studies of nine financially successful SBIGs,
including two SSBIGs, to identify traits coomon to profitable SBI Cs. The
seven regul ar SBI Cs we exam ned included BT Capital Corp. (New York),

Capi tal Sout hwest Venture Corp. (Dallas), AP Capital, L.P. (Malvern, PA),
Kansas Venture Capital, Inc. (Overland Park, KA), Norwest Gowh Fund, Inc.
(M nneapolis), TLC Funding Corp. (Tarrytown, NY), and Ventex Partners, Ltd.
(Houston); the two SSBI Cs were Peterson Finance and | nvestnment Conpany
(Cnhicago) and TSG Ventures, Inc. (Stanford, CT). Appendix Ato this report
provides a profile of each SBI C and SSBI C

To select the conpanies for our case studies, we asked | nvestment D vision
officials to identify regular SBICs and SSBI Cs that, based on their

know edge and experience, were operating at a profit. W then verified the
sel ected conpanies' profitability based on their nost recent annual

financial staterments filed with SBA W& considered their net income ° return
on invested capital ° wunrealized gains, liquidity, and retained earnings. W
el imnated any conpani es in which SBA examners or auditors had recently
found regulatory violations. Finally, using Investnent D vision data on

SBIC investent activities and financial condition, we sel ected what we
consider a fair representation of SBICs in terns of size, investnent
orientation, bank affiliation, and concentration of industries in which

they invest. To distinguish by size, we defined a | arge SBI C as having nore
than $10 mllion in capital resources and a srmall SBIC as having | ess than

$5 mllion. W used the Investnent Dvision's criteria to determne
investrment affiliation: an equity -oriented SBICis defined as one that nade
70 percent or nore of its financings (in terns of dollars) through equity
investnents and a | oan-oriented SBI C as one that nade 70 percent or nore of
its financings in | oans.

Defined as net investment incone plus realized gain on sale of securities.
®Defined as the ratio of net income to private capital plus retained earnings.
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For sel ection purposes, we defined a bank -domnated SBIC as one in which a
bank had at |east a 50 percent interest and a nonbank SBI C as one with no
bank ownershi p. W defined an industry-concentrated SBIC as one with at

| east 60 percent of its financings in any one particular major industry

area (as defined by SIC codes) and a diversified SBIC as one with no nore
than 40 percent of its financings in any one major industry area Finally,

we sel ected one Bl ack-operated SSBI C and one Asian -operated SSBIC

To conduct our case studies, we reviewed SBA files containing each SBIC s
licensing application and pertinent information on its operations. These
files included such docunmentation as officers' resumes, business plans, and
annual financial statenents. Wien necessary, we obtained clarification on
information contained in the files fromthe SBA account executive
responsi bl e for the SBIC

In addition, we conducted in -depth interviews with the presidents and ot her
key officers of the SBICs, and, in sone cases, nenbers of their boards of
directors. During these interviews, we obtained information on the
background and characteristics of the SBIC officers, officers' conpensation
arrangerents, fund -raising and i nvestnment strategies, deal structuring,
nonitoring of investnents, the extent of technical assistance provided to
portfolio conpanies, and exit strategies.

VW al so conpared the SBIC presidents' conpensation with that of their
counterparts in private sector venture capital Firns, as reported by Hay
Managenent Consultants in its 1992 annual Hay Venture Capital /LBO I ndustry
Conpensation Report (the nost recent year available). W excluded from our
anal ysis the conpensati on of the presidents of two SBICs that made only

| oans. In our opinion, these SBIGs functioned nore as | endi ng conpani es

than venture capital firns, and salary conparisons between the two groups
woul d not be valid. For the seven presidents whose sal ari es we conpar ed

with the Hay Consul tants' data, we used SBIC presidents' base salaries for
the nost recently available fiscal year conbined with any bonuses received
in 1993. W conpared these conpensation levels with the me  dian Conpensation
| evel s (salary plus bonus) reported by the Hay G oup. The nedi an was based
on self -reports of 59 presidents/chief executiv e officers (CEGs) who
responded to the survey.

V¢ recogni ze that because this study's concl usions are based on case
studi es of seven regular SBICs and two SSBI Cs, they cannot be projected to
t he uni verse of 280 SBIGs. The nine SBICs are not intended to be a
representative sanple of all SBICs. W believe, however, that our

conpr ehensi ve data gathering on a cross -section of SBI Cs nmake the common
factors we identified anong the nine financially successful SBICs usefu
for projecting whether individual SBICs will be profitable.

V¢ attenpted to further substantiate our observations by conparing the
characteristics of the financially successful SBICs in our study wth those
of failed SBIGCs. To determne factors lending to the financial failure of
SBI Gs, we reviewed recent reports on the subject and spoke with the former
Drector and the current Acting Director of the Liquidation Dvision, as
wel | as with other know edgeable officials in the Investnment D vision. Vé
also reviewed the files of one SBIC and one SSBIC currently in liquidation
and clarified information contained in the files with the responsi bl e SBA
officials and Agents in receivership. ' Liquidation officials selected the
files at our request to illustrate the characteristics of failed SBICs.

To determne the inpact that the SBICs in our study have had on successf ul
SBGs in their portfolios, we conducted tel ephone interviews with the

4



presidents or other key officials of 17 SBCs that have recei ved financing
fromthe SBICs. V& obtained information fromat |east one SBC for each of
the nine SBICs in our study. The conpani es we contacted were anong those
identified by the SBICs as their nost profitable, subsequent to receiving
the SBI C s financing.

V¢ conduct ed our work between Decenber 1993 and June 1994 in accordance
with the Quality Standards for Inspections issued in March 1993 by the
President's Council on Integrity and Efficiency.

"Under a recei ver shi p, a Federal court appoints SBA as “receiver” to |iquidate SBlCs'
assets. SBA, in turn contracts with agents for this purpose and oversees their work.

5



FI NDI NGS
Practi ces Conmon to Profitable SBICs

Practice 1. Financially successful SBlICs are headed by nmanagers who are well
gqualified in terns of their work experience and academ ¢ backgrounds.

Attributes:

Presidents had nany years of experience in venture capital or rel ated
fields.

Presidents and officers had rel evant academ c training--frequently
advanced degrees-- business related fields.

Presidents exhibited integrity and strong business skills, in the
opi nions of portfolio conpany officials

Overwhel mngly, the presidents and officers of the SBICs we visited were
wel | -qualified for their positions, based both on their previous work
experi ence and academ c training. The heads of the portfolio conpanies wth
whom we spoke expressed great respect for their respective SBIC presidents'
busi ness acunen, integrity, and willingness to share their expertise with

t he SBCs.

Princi pals Had Many Years of Rel evant Wrk Experience

At each of the seven SBIGs we visited that nade equity investnents, the
presidents had many years of previous venture capital, investnent,

i nvest ment banki ng, and/or corporate finance experience. At the two

| oan-oriented SBICs, the presidents appeared to be equally well-qualified:
both were certified public accountants (CPAs) with several years of public
accounting experience, and one al so had several years experience in owni ng
and operating a finance conpany. Mt of the presidents had been in their
current positions for at |least 10 years. Furthernore, the najority of the
prof essional staff at the equity -oriented SBICs had worked for two or nore
years in investnent banking, corporate finance, or venture capital before
joining the SBIC

SBI C representatives, SBA programofficials, and other outside experts
agree that experience in venture capital and related areas, e.g.,

i nvest ment banking or corporate finance, is critical to successfully
managi ng an SBI C. These backgrounds are valuable in raising private capita
for the SBIC identifying deal sources, and nmaki ng w se i nvest ment

deci sions. A recent study on private venture capital reported a |ink

bet ween venture capital experience and a firms

ability to attract private capital. °® By the same token, know edgeabl e SBA
of ficials consider experience in comrercial |ending, credit managenent, and
collection vital for the successful managenent of a | oan -oriented SBIC

The president of one equity -oriented SBIC--who has held the positio n for 11
years--previously had nine years of investnent banking and corporate
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finance experience, including negotiating nergers and acquisitions, before
joining the SBIC as a vice -president in 1979. In addition, he had al so
owned and operated a snall business for five years--an experience which he
said is valuabl e i n maki ng deci sions on whether or not to finance a

pr ospecti ve conpany.

The head of another equity -oriented SBIC had nore than 25 years of

i nvest ment banki ng, corporate finance, and venture capital experience when
he assuned his position in 1984. He also sits on the boards of directors of
several outside conpanies. Several SBIC officers at the equity -oriented
SBIGs we visited told us that they had nade their enpl oynent decisions
based, in part, on the quality and experience of the SBIC s managenent team
and the mentoring that the new officers expected to receive fromtheir
nanagers.

The presidents of the two SBIGCs that make strictly | oan financings were
also well-qualified. One, for exanple, is an attorney and CPA who al so owns
and operates an equi pnent financi ng conpany. President since the SBI C was
licensed in 1970, he al so has about 40 years of experience as an attorney
(specializing in commercial and tax law) and 30 years as a partner in a
publ i ¢ accounting practice.

O ficers Had Rel evant Advanced Degrees

By and | arge, the presidents and other deal officers ° have excellent
academc qualifications. O the 37 officers in the nine SBICs we studied,
nearly three-quarters have one or nore graduate degrees, 81 percent of

which are MBAs. (her advanced degrees include JDs, Mss or PhDs in

Engi neering or Technol ogy, and an M5 in Econom cs. Seventy -seven percent of
t he MBA hol ders obtained their degrees from business schools that rank

anong the nation's top 25. ' In addition, alnost half of the 37 officers had
recei ved schol astic honors in their undergraduate or graduate prograns

(e.g., graduating nmagna cum | aude), and 30 percent had obtained a CPA
certificate. Jeffry Timmons, the co -author of Venture Capital at a

O ossroads and a | eading researcher on venture capitalism stated that he
has consistently

8WBygrave and J. Timmons, Venture Capital at the Grossroads (Boston: 1992), p.202.

°Deal officers are prof essional staff at equity -oriented SBIGs who engage in identifying
and eval uating i nvestnent opportunities and structuring the resulting deals.

Ypased on the US. News & Wrld Report annual survey of graduate school s of business,
March 21, 1994.




observed that better -managed venture capital firns ar e characterized by
manager s who have excelled in their academc or professional pursuits,
regardl ess of the field.

Menbers of Boards of Directors Wre Also Highly Qualified

Three of the nine SBIGs have active boards of directors, i.e., boards which
neet regularly on a formal basis, have responsibility for approving all

i nvesting and/ or | endi ng decisions, and whose nenbers assi st - through their
ext ensi ve professional and/or comrunity networks--in identifying or

eval uating deal opportunities. In all three SBIGs, the board menbers have

w de-rangi ng experience in venture capital or commercial lending and in

nmany cases are leaders in their fields. For exanple, in one |large
bank - dom nat ed SBI C whi ch nmakes numerous investnents in nmanufacturing,

board menbers include former CEGs of naj or manufacturing corporations, and

t he past chairnman and vice chairnan of the parent bank.

Personal Characteristics of SBIC Managers and O ficers

The presidents and other key officers of the SBIG' portfolio conpanies
that we surveyed voiced strong praise for the SBIC nanagers in terns of
their integrity, professionalism helpful ness, and busi ness sense. |n many
cases, the SBICis one of a nunber of investors in a conpany and the anount
of its investnent is snall conpared to others the conpany recei ved.

For exanpl e, a vice president of a nedical equi pnent and supplies conpany
stated that he considers the SBIC that invested $3 mllion in his conpany
(out of a total of $27 nillion that the firmreceived in investnents and
bank | oans) to be a "true friend" of the conpany. He noted that the SBIC s
of ficers with whomhe dealt provided expert advice and assi stance whenever
t he conpany nmade a request. He considers the SBIC officers to be "true

pr of essi onal s who know what they are doi ng. n

The chief financial officer (CGFO of a tel ecommunications conpany praised
the president of the SBIC fromwhich it received two investnents totaling
$1.1 nmillion for his "sincere" interest in wanting to hel p the conpany. The
CFO said the SBIC president acts as a business advi sor to the conpany by
assisting with business strategy and generally giving his "w sdom when the
conpany makes busi ness deci si ons.

Six conpanies specifically referred to the SBIC presidents' and officers
integrity and steadfast support, as denonstrated, for exanple, by their
willingness to hel p the conpani es through busi ness downturns rather than

i medi ately taking ownership of the conpany to protect their interests, as
other venture capitalists mght. ' The president of a dianond

1113 COFR 107.801(c) permts a licensee to acquire tenporary voting control over an SBC
where reasonably necessary for the protection of its investment.

nmanuf act uri ng conpany whi ch had received $1.75 mllion froman SBIC said
the officer with whomhe dealt gave him"total confidence" that the SBIC
wasn't going to "steal” his conpany. The president said that, as a
consequence of a previous deal in which an investnent firmtook ownership
of his former conpany during a downturn, he generally

vi ews i nvestnent bankers as “bank robbers w thout the masks.
he regards the SBI C as "tough but honest."

In contrast,

Sinmlarly, the president of a sporting goods conpany that received a $6
mllion financing froman SBIC in our study stated he had heard "horror
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stories” about venture capital firns that sell their interest too soon or
rush to take over a business. Hs experience with the SBIC dispelled this
noti on, however, when he found that the officer with whomhe dealt was nore
interested in the growth of his conpany than a short -termprofit.

During our extensive interviews with the presidents of the financially
successful SBI Gs, we observed common personality characteristics. The
presidents came across as self -confident and sincere, had exceptiona

i nterpersonal skills, and spoke enthusiastically and, we believe, candidly
about all aspects of their work. Several referred specifically to the

i nportance they place on integrity, not only in the managers of the
conpani es in which they invest, but in their own staffs. In general, they
appeared to val ue staff honesty and decency as nuch as staff conpetence.
Consi stent with the premumthey place on integrity, the presidents al so
indicated a willingness to conply with SBA programregul ations, despite
personal reservations, in sone cases, about the need for specific
provi si ons. SBI C program nmanagenent believes there is a correl ation between
per f or mance and regul atory conpliance, based on its observations that the
nore successful SBIGs tend to have fewer violations of SBA regul ations.



Practice 2. Profitable SBICs offer conpensati on packages and intangi ble benefits
sufficient to attract and retain high-quality personnel.

Attributes:

Mbst of the financially successful SBICs provide their presidents with
conpensation that is conpetitive with the private venture capital
i ndustry.

Sone SBICs offer stock options or bonuses based on their pretax incone.

SBICs with | ower conpensation offer other valued benefits, such as staff
cohesi veness and enpower nent .

Successful SBICs place a high priority on attracting and retaining quality
staff, and nost of those in our study offer their presidents conpensation
packages (base sal ary plus bonuses) that are conpetitive with others in the
private sector. SBIGs with conpensation packages |ower than those of the
private sector usually offer other intangible benefits.

The Majority of Successful SBIC Presidents Receive Conpensation That |s
Conpetitive Wth the Private Sector

In 1993, four of the seven presidents of equity -oriented SBICs recei ved
conpensation that was higher than that of their peers at private venture
capital firns.'2 Another SBIC president declined to disclose his
conpensation, but indicated that it was conpetitive with that of his
counterparts in private firns. Each of these five presidents stated that
their individual conpensation packages are a key reason they have renai ned
with the SBIC

The presidents of two other equity -oriented SBIGs received total
conpensation in 1993 that was | ess than 50 percent of the average for
private sector presidents. Neither of the SBI Cs, however, had yet

est abl i shed pl anned bonus systens, and one of the two presidents, as well
as his three officers, had earlier agreed to receive nomnal salaries
during the SBICs first few years of operation. He indicated that he
expects to realize significant bonuses when the SBIC, which has been
licensed less than three years, begins to sell its investnents.

Several other SBIC officers to whomwe spoke cited conpetitive salaries,
bonuses based on SBIC pretax income, and stock options as the prinary
conpensat i on package features that

e of the four SBIC presidents said he received high conpensation in 1993 because of
an unusual ly | arge bonus due to significant gains on selling profitabl e investnents.
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hel ped attract and retain them H gh salaries nay be a particularly

inportant factor for officers with extensive backgrounds in rel ated areas.
Three officers who stressed salary levels are particularly well -qualified:
two have investnent banki ng backgrounds and the ot her

has been an entrepreneurial consultant and a controller of a manufacturing
busi ness.

Qurrently, five of the seven SBICs offer or plan to offer bonuses to all
deal officers based on a specified percentage (usually 20 percent) of the
SBIC s pretax income. The president of one of these SBICs stated that

al though nost private venture capital firmofficers do not receive bonuses
on pretax income until the age of 40, two vice -presidents at his current
SBI C, under the age of 40, share in the pretax income bonus. Another SBIC
offers a stock option plan, in addition to bonuses, for sel ected senior
officials, and a vice -president told us that the plan is a major reason he
stays with that firm

Profitable SBICs Ofer Other Intangible Benefits to Attract and Retain Staff

Wi le we did not have enough data on SBIC officers' conpensation (other
than that of the presidents) to nake a valid conparison with conpensation
packages offered in the private sector, our discussions with the officers
indicated that the SBICs are able to attract and retain quality staff using
intangi bl e benefits as well as salary. In particular, they indicated that

t he absence of a rigid bureaucracy allows deal officers to weld
significant influence on investnent decisions.

Several SBIGs have snall staffs, which appeal to nmany of the SBIC

prof essi onal s wi th whom we spoke because they can work on all aspects of
deal making, including finding and evaluating the deals. Further, the fact
that deal officers must concur on an investment proposal before finalizing
it or submtting it to the board of directors produces a sense of staff
enpowerment. Cfficials at several SBIGs told us that they enjoy their work
because they are free to discuss investnent opportunities infornmally anmong
t hensel ves and have significant latitude in exercising their creative
judgrent in identifying and eval uating investnents.

Several SBIC presidents stated that quality -of-life considerations, such as
strong staff cohesiveness and linmted travel, also assist in attracting and
retaining quality staff. One SBIC president, for exanple, told us that

staff conpatibility is inportant to norale and that, when hiring, he

consi ders how wel | new candidates would fit in with existing staff in terns

of notivation, work habits, and personality. The president and officers of
another SBIC attested to its collegial atnmosphere; all the staff knew each

ot her previously through forner jobs or networking, and they work well

t oget her.
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Practice 3. Financially successful SBICs are adequately capitalized and foll ow
good cash managenent principl es.

Attributes:

SBIGs with relatively | ow private capital adapt their investnent
strategies to the size and mx of investnents appropriate for their
avail abl e capital.

SBI Cs take steps to ensure that they can make payments on SBA debent ures
and other liabilities.

Al the SBICs we reviewed appear to have adequate capital for their
operating needs, with private capital ranging from$l mllion to $120
mllion. W believe that all SBIGCs in the study fol | ow good cash nanagenent
principles in maintaining a solid liquidity position. 13

SBICs Wth Limted Private Capital Tailor Investnent Strategies to the Amount of
Funds Avail abl e

SBIGs with relatively small private capital design their investment

strategi es according to the amount of capital available. For exanple, two
of those in our study confine thensel ves to straight |oan financings, which
ensure sufficient cash inflows for paying off current liabilities. Each

al so uses a rigorous |oan approval process to assure the creditworthiness
of loan applicants. One primarily makes loans in industries in which the
president--the SBIC s only deal officer--has experience and expertise. In
anot her case, an equity -oriented SBIC only makes investnents that can be
converted to cash within a two-to-four year timeframe, thus assuring a
sound liquidity position.

As an exanpl e of the way private capital availability affects investnent
size, one SBICwith private capital of just over $1 nillion makes

i nvestment s rangi ng bet ween $80, 000 and $100,000. In contrast, an SBICwth
$120 mllion in private capital makes some investments exceedi ng $14
mllion. By making a | arger nunber of relatively snmall investnments, SBIGCs
with limted capital are able to spread overall risk, thus mnimzing their
chances of financial failure.

BlLiquidity position refers to a conpany's ability to generate cash fromits assets to
pay short -termliabilities. The higher the ratio of “liquid’ assets to short -term
liabilities, the better the conpany's liquidity position.

1 sBA regul ations stipulate that investrments in any one portfolio concern cannot exceed
20 percent of the SBIC s private capital (30 percent for SSBICs).
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Fi nancially Successful SBICs Exercise Prudent Cash Managenent Principles

Regardl ess of the amount of private capital available, each of the
profitable SBI Cs stresses sound cash nanagenent principles, especially in
terms of matching cash flows of assets and liabilities so that the firmhas
asolidliquidity position. According to a 1991 study, ™ a major factor
responsi ble for the financial failure of sone SBICs is a msnatch between
its sources and uses of funds. The m smatch occurs when an SBI C nakes
equity investments that have insufficient returns over the near termto
cover its immediate liabilities, including semannual interest paynents on
SBA debent ur es.

The SBICs in our study that have significant SBA | everage, relative to
their private capital, fully recognize the need to have cash on hand to
nmeet current obligations. For instance, one SBIC that has al nost equa
amounts of SBA | everage and private capital invests in SBCs in which its
equity investnents can be liquidated within two to four years. This ensures
that the SBIC will have adequate cash to make payments on its SBA | everage
and other liabilities.

In another case, a loan -oriented SBICwth a small proportion of private
capital is able to meet its sem annual payments on an SBA debenture bearing
a 12 percent interest rate by charging the maxi numallowabl e interest rate
on the loans it nmakes. " A third SBIC favors naking financings in the form
of notes convertible to common stock so that, at least initially, it can
depend on an inflow of cash to neet SBA debenture paynments and ot her
current liabilities.

The SBICs' strong liquidity positions, measured by the ratio of current
assets to current liabilities, are evidence of sound cash managenent
principles. To test their positions, we neasured each SBIC s current ratio
(current assets to current liabilities) as of the nost recent fisca

year -end. At that tinme, seven of the nine SBIGCs had a ratio over 10; as a
general rule, aratio of 2.0 or higher signifies a sound liquidity position
interns of debt -paying ability. * Athough two of the profitable SBI Cs had
ratios of less than 1.0, we believe that their liquidity positions were
sound, given their avail abl e capital resources and other circunstances. The
SBICwith aratio of 0.14, which was partially due to $5 million in SBA
debt maturing within the current year, had over $20 nillion in unrealized
gains on its investnents, part of which could be sold to neet current
obligations. The SBICwth a current ratio of 0.96 had,

= Hol |l oway and J. Wrner, SBIC Program Review of Selected |ssues for the Committee on

Smal | Business. United States Senate (Washington: June 1991), p. 69.

®pr evi ousl y, the maximuminterest rate an SBI C coul d charge on | oans was the higher of
(1) 15 percent or (2) the current interest rate on SBA debentures plus 7 percent. New SBIC
regul ations, issued in April 1994, added a third option to the naxi mumal | onabl e i nt erest
rate: the wei ghted average cost of qualifying borrow ngs (SBA debenture and ot her borrow ngs
of the licensee) plus 7 percent.

Tw Pyl e and K Larson, Fundanental Accounting Principles (Homewood, IL: 10th Edition,
1984), pp. 695-696. The authors further state that the current ratio is only one factor that
is used in analyzing a conpany's liquidity position.
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as current debt, a $68 nmllion note to a related party (a parent
corporation), which can be nore readily postponed than debt to a third
party. This SBIC al so had a $15.6 mllion unrealized gain on unsol d

i nvest nent s.
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Practice 4. Profitable SBIC i nvestnent strategies generally mnimzerisk.
Attributes

SBI Gs develop clear and well -defined investment strategies and adhere
closely to them

Strategies include reducing risk by investing in:
Industries in which the SBI C nanagers have experti se;
Later -stage conpanies with proven track r ecords;
Conpani es whi ch have an establ i shed market niche; and

Fi rns whose nanagenent has a record of conpetence and integrity.

Successful SBICs have explicit investnent strategies that generally serve

to mnimze risk. The SBIGCs in our study favor strategies that are

i nherently conservative, e.g., investing in conpanies in which they can

expect to exit in arelatively short tine (three to five years), and

enphasi ze the inportance of adhering to their investment strategies. Vé
bel i eve such strategies are key to the SBIGCs' financial success. As

effective as they are, however, they appear to run counter to popul ar
perceptions of venture capital as prinmary funding for relatively | ong -term
high-risk investrments in "seed" conpanies, start -ups, and hi gh technol ogy
busi nesses. "

The SBICs' strategies typically include what one president called "sticking
to your knitting: focusing investrments in industries where officers have
expertise and avoi ding industries in which they have little or no

experience. For exanple, as a group, the officers at one SBI C have
backgrounds in physics, pharnacol ogy, and corporate finance in the

t el ecommuni cations industry. Accordingly, their strategy is to concentrate
investments in the biotechnol ogy, tel ecomunications, and financi al

services industries. Another SBIC s strategy is to invest primarily in

retail firnms, manufacturers, specialty chemcal firns, and high -t echnol ogy

BA seed conpany has only a concept, which has yet to be inpl emented, and usually
searches for funding to devel op a business plan, build s team devel op products, or conduct
nmarket research. A start -up company nornal |y has conpl et ed product devel opment and initial
marketing; it may be in the process of organizing or may have been in business for a short
time, but has not yet sold its product commercially.
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industries, reflecting the SBIC officials' backgrounds in chem cal

engi neering, nmechani cal engi neering, aerospace engineering, and retailing.
Because profitable SBICs generally avoid industries they do not thoroughly
under stand, nost do not invest in high technol ogy

industries. One official told us, however, that his SBI C woul d consi der
co-investing in high technology if the other investor had the requisite

i ndustry know edge.

SBI Cs Prefer Investing in Established, Later Stage Conpani es

Most of the successful SBIGs favor investing nainly in |ater - stage
conpani es, which are established firnms with proven track records, and
specifically avoid start -up or seed conpani es due to the riskiness of these
investnents. ne president stated that after investing in two start -up
conpani es that subsequently failed, his SBIC no | onger makes such

i nvest nent s.

Two SBICs prefer financing | everaged buy -outs (ss'9 because of the potential
for large financial gains. According to one president, LBO investnents have
a history of profitability, highly predictable cash flow, and managers with
track records. Another SBIC president noted that LBOinvestnents are "a

l ess risky way to hel p busi nesses grow

V¢ recogni ze that such "safe" investment strategies nmay conflict with the
program's public policy goal of investing in SBCs that coul d not otherw se
get financing. The portfolios of some of the successful SBICs we reviewed,
however, did include some high risk investnments, e.g., start -ups and high
tech conpani es. The Associate Admnistrator for Investrment stated his

belief that many SBI Cs have nade noney on risky investnents. Such

i nvest nent deci sions are prudent, he said, as long as they are nade by
manager s who understand the nature of the risk.

SBI Cs Favor Conpanies with a Market N che and Proven Managenent

Successful SBICs generally seek to invest only in those businesses that
have a market niche, i.e., a conpetitive advantage in a clearly defined
segnent of the narket. S~31Cs also | ook for conpanies wth nanagenent teans
that have a reputation for conpetence and integrity -- factors that nany
consi der the nost crucial part of their investnment strategies. The

di scussion under Practice S describes further how SBI Cs anal yze SBC
managerial capability and integrity when nmaki ng i nvest nent deci sions.

¥In a lever aged buy out, a purchaser may use SBI C financing, possibly conbined with
other financing, to buy an existing business.
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SBI Cs Use O her Conservative Investnent Strategies

SBI Gs apply additional strategies to protect against |osses, including
using a rigorous investnent approval process and naki ng debt rather than
the nore risky equity financings. Three of the equity -oriented SBIGCs
require that deal officers unaninously agree on an investnent opportunity;
one, in fact, conceded that it may m ss some good opportunities because of
this policy, but the policy keeps |osses to a m ni mum

Several equity -oriented SBl Cs prefer nmaking financings with debt securities
(debt convertible to stock) rather than equity securities (preferred stock
or common stock) because debt securities offer a current return with
periodic interest payments. In many cases, however, SBICs may be forced to

i ssue equity securities because of conpetition fromoutside investors and
an SBC s desire to keep its liabilities constant so that it can nore easily
obtai n additional financing.

Many of the SBIGs prefer restricting investnents to SBCs that they believe
can neet certain performance criteria. For exanple, several SBIGCs finance
only businesses that can generate liquidity, i.e., firns that are
relatively easy to sell to an outside party, within a specified tinefrane,
usual ly three to five years. Another SBIC frequently conditions its deals
on the SBC naking an initial public offering (I1PO of stock within a
specified period of time. The SBIC provi des added financial incentives for
the conpanies to nmeet the PO tineframes, such as returning some stock to
the SBC without reconpense. Gther SBICs favor investrments that will achieve
a specified rate of return over a fixed period and focus their investment
anal ysis on determning the likelihood of the SBC achieving the return
rates.

SBI Cs Consistently Follow Their |nvestnent Strategy

Profitable SBIGCs rarely deviate fromtheir investment strategies unless
changi ng market or economc conditions force themto do so. Several SBIC

of ficials enphasize the inportance of this disciplined approach to venture
capital investing. One president, for exanple, stated that during the
econom ¢ boomin the 1980s, venture capital firns tended to overpay on
investments or make investnents that did not fit their investmnent
strategies "just to get into the game.” As a result, these firns woul d
often give up potential profits on such investnments. In contrast, according
tothis official, his SBIC exercises caution by always following its

i nvestment strategy and avoi di ng i npul sive investrments. Due to their nore
[imted ability to absorb | osses, the snmaller SBICs were particularly
enphatic about the danger of deviating froman investment strategy.

Larger SBIGCs, which generally have a wider array of industry expertise, may
be better able to nodify their investnent strategies in response to
changi ng econom c or narket trends. Ohe SBIC views an investnent strategy
as being dynamc, and its officers hold periodic neetings to di scuss
possi bl e changes. For exanple, he indicated that during an econom c boomit
may be better to invest in start -ups rather than |ater -stage concerns.
Conver sel y,

during recessions, it may be nore advisable to invest in |ater -stage
conpani es. Many successful SBIGs insist on retaining sufficient flexibility
intheir strategies to permt changes in industry focus or business stage
warranted by shifts in the marketpl ace. For exanple, one

SBI C has refrained frominvesting in health care industries due to
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uncertainty over the sweeping changes in health care that are under

di scussion in the Congress. As a general rule, however, the senior managers
of profitable SBI Cs nake a conscientious effort to adhere to

their investnment strategies.
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Practice 5. Fi nancially successful SBICs use a systematic approach to
identify, evaluate, and structure deals.
Attributes:

SBI Gs have extensive networks of industry contacts to identify investment
opportunities.

SBI Gs thoroughly assess each SBC s managenent team and conduct due
di l'i gence renews.

SBI Gs structure deals to benefit the conpani es while ensuring adequate
protection for the SBICs.

A successful SBICtailors its investnent process--identifying, evaluating,
and structuring deals--to its particular investnent strategies and goal s.

SBI Cs Use Extensive Networks of Contacts to ldentify |Investnment Cpportunities

The goal of any venture capital firmis to identify new and young conpani es
with high potential for growth. Wile only a few of the SBIG we visited
concentrate on relatively high -risk firnms, such as start -up or early -stage
conpanies, all strive to identify conpanies with high growth potential. The
primary sources for identifying and referring i nvestnment opportunities are
t he personal networks established by SBIC officials within various

i ndustries. These networks often evol ve from previ ous work experience in
the venture capital industry and personal affiliations wth the business
community. According to several SBIC officials, the better the reputation
of the SBIC, the greater the network's effectiveness in referring quality

i nvest ment opportunities.

The SBI Cs' networks generally consist of |awers, accountants, investnent
bankers, brokers, other SBIGs, venture capital firnms, current and former
portfolio conpanies, social and professional organizations, and co-
investors. Attorneys and accountants are anmong the best sources for
referring i nvestment opportunities because, as the president of one SBIC
stated, "as their clients' businesses grow, so do their ow." Qurrent and
former portfolio conpanies are al so excell ent sources; in one case,
two-thirds of the SBIC s investrment portfolio is made up of conpanies
referred by other portfolio firms. Many SBIGCs direct their marketing
efforts towards their networks by sending out brochures and other naterials
to keep their names in front of those nost likely to come into contact with
quality investment opportunities. Mst of the 17 SBCs we contacted stated
that they | earned of an SBIC either because someone in the
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conpany was famliar with it or because a third party, such as a financi al
advi sor, accountant, or another venture capital firm referred themto it.

A few SBICs also use the traditional cold call method to identify

i nvestment opportunities in their industries of interest. Ohe SBIC

indicated that its officers spend much of their time "knocking on as many
doors as possible.” An SBIC that concentrates in high -tech industries often
finds good investment opportunities at colleges and universities involved

i n technol ogi cal research. Aloan -oriented SBIC has had success in
identifying prospects by obtaining a list of trade show attendees in

advance and contacting themto try to set up neetings during the show

By all accounts, however, nost investnent opportunities are unsolicited
deal s that, as one officer put it, "come in over the transom" Because the
vast majority of unsolicited deals fail initial screening for |ack of key
attributes of quality, e.g., growth potential, qualified nanagenent, and
mar ket niche, profitable SBIGs end up screening numerous deal possibilities
before finding one worthy of investnent. The average nunber of investnent
opportunities received annually by the equity -oriented SBI G we revi ened
ranges from480 to 2400, but the nunber of new deal s each executes ranges
froml to 20 a year.

SBIGs Carefully Anal yze and Eval uate Each Prospective Deal Before Miking an

| nvest nent

Successful SBICs use a systematic process for eval uating investnment
opportunities they have identified. A prospective deal is subjected to a
detai |l ed anal ysi s focusing on the conpany's managenent, busi ness pl an,
financial records, and other key attributes. The conpany's potential for
growth is the primary consideration in equity financings, and its ability
to repay is the foremost concern in debt financings. The president of one
SBI C commented that the deal assessment process is "part art and part
science;” assessing the ability and integrity of a conpany's managers is
largely an art acquired through experience and intuition, while analyzing
techni cal data, such as financial statenment reviews and market anal yses,
requires the appropriate technical skills.

Managenent Analysis. All the SBIC officials we contacted agree that it is
essential for an SBIC to gather enough information about the capability and
integrity of the key officers of a business concern to achieve a high I evel
of confort w th managenent before nmaking a deal. The managenent assessment
process nornal |y begins after the prelimnary narket anal ysis and reference
checks have been conducted. This is largely an intuitive process involving
face-to-face nmeetings in formal and informal settings, with the goal of
spending sufficient tine with the principals to gain insight into their
characters. To illustrate the inportance of the caliber of nmanagers, one
SBI C vice-president indicated that he would rather have an "A -plus
managenent teamand a B -mnus deal than a good deal and a poor manager
The primary managenent attributes that SBICs try to assess incl ude:

The capability to take the conpany to the next |evel;
Conpatibility with SBIC officials;

Reputation in the industry;

Integrity;

Know edge of the industry;

Track record; and

Qasp of what it takes to succeed.
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Factors that mght elimnate a prospective deal include:

Lack of command of key i ssues;

No clear vision on how the conpany will go forward,

CGeneral i zed answers to specific questions posed by SBIC officials;
| nadequat e under standi ng of the market conpetition; and
Unreal i stic expectations.

Techni cal Eval uations. The due diligence reviewis the other najor part of
the deal analysis process. During this phase, the SBIC determnes if a
prospective SBCis financially sound and whether it has a viabl e product or
service that translates into growh opportunities. The technical eval uation
typically includes: (1) a review of the conpany's financial data, tax
returns, revenue projections, and business plan to determine the financia
heal th of the conpany, its strategy for growth, and howit wll perform
under various econom c and busi ness conditions; (2) reference checks wth
suppliers, customers, and industry contacts to assess, anong ot her things,
the integrity and reliability of the conpany's managenent; (3) credit
cheeks to determne the SBC s payment history; (4) legal reviews to
determne such matters as patent rights; (S) industry and narket anal yses
to assess conpetition, trends, and position or niche; and (6) exit
potenti al .

The SBICs nornally performtechnical reviews in -house except when speci al
ci rcunst ances require outside expertise, such as nmatters involving | ega
el enents and hi ghly technical issues.

Deal Assessnent Process Varies According to Size of SBIC and Level of R sk.
The principal difference in the way the SBI Cs assess deal s rel ates nost

often to the formality of the process, with the snaller SBICs (five or

fewer officers) tending to be less structured in their approach than the
larger firns. For exanple, at one small SBIC all three investnent officers
participate in the deal assessnent process fromthe initial pre - screeni ng
to the closing of a deal. They all attend the face -to-face meetings, which
are usually informal, and all three nmust agree before offering a deal.
Because two of the officers conprise the SBIC s board of directors, there

is no need to make formal presentations to the board. According to the
president of the SBIC this informal nethod of operation grants the

officers the flexibility needed to react quickly to investnent

opportunities. In another SBIC consisting of three officers, the sponsoring
officer has primary responsibility for performng the deal assessnent,

while the other two remain largely outside the process. According to the
SBIC s president, this helps the two outside officers to keep perspective
and rermain inpartial in judging prospects. Once the assessnent is

conpl eted, a unani mous vote of the three officers is required before a dea
is presented to the Board of Director's investnment commttee.

In larger SBICs, the deal assessnment process tends to be nore formal. For
exanpl e, in the case of an SBIC that has over a dozen investmnent officers,
if a particular investment opportunity is considered risky, i.e., outside
the SBIC s investment strategy, the assessnent process is very structured.
The sponsoring officer prepares a meno early in the process outlining
specific details of the prospective deal and circulates it to all the
SBIC s partners. Each partner then has an opportunity to comrent on the
deal , including providi ng personal know edge about the conpany's nanagenent
teamor discussing the narketability of its product or service. After the
sponsoring officer conpletes the initial assessment process, the
prospective conpany's nmanagenent team provides a fornal presentation to al
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the SBICs partners. At this point, unaninous agreenent is required or the
deal is renoved fromconsideration. After conpletion of the assessment
process, the deal is presented to an investnent conmttee of the board of
directors for final approval

If the investment opportunity is not considered risky, as defined by this
SBIC s investment criteria, the process is somewhat |ess structured. A team
of three deal officers is assenbled, including the sponsoring officer who
is responsible for performng the initial assessnent and briefing the other
two team menbers on the strengths and weaknesses of the prospective deal. A
detailed analysis is performed after all three team menbers agree to pursue
the deal. Ohce conpl eted, a menorandumoutlining the particulars of the

deal is presented to the investnent coomttee for approval.

There are many alternative approaches, of course, but among the profitable
SBI Gs we exanmined, the larger the SBIC and the riskier the investnent
opportunity, the nmore structured and formal the deal assessment process is
likely to be.

Deals are Structured to Meet the Goals of the Small Busi ness and Protect the
Interest of the SBICs

Once a deal is approved, the next step in the investment process is to
structure it to satisfy the goals of both the SBIC and the SBC
Accordingly, the SBICs attenpt to natch the type of financial instrunents--
equity, debt, or conbination--wth the needs of the SBC while creating an
acceptabl e return for the SBIGCs.

Deal Structuring in EquityOiented SBICs. Several factors affect the type of
instruments used to finance a deal, including the amount of SBA | everage

out standi ng, the stage of the small business, and whet her other investors
are involved. Generally, SBIG with little or no SBA | everage and access to
| arge amounts of capital tend to be nore equity -oriented in their dea
structuring, that is, they use preferred stock, common stock, and
convertible debt. Qccasionally, the SBICs use debt instruments for

foll ow-on investments, but normally they include an equity conponent.

Equity instruments have the advantage of allow ng the invested conpanies to
present to creditors a bal ance sheet with fewer liabilities. Convertible
notes offer an SBIC a current return, but the experience of one SBIC
suggests that careful consideration nmust be given to potential conflicts
with the strategies of co investors. A debt oriented approach, for exanple,
mght not fit well with a co- investor strategy that enphasizes equity
instruments. An investrment nay al so be structured in stages; one SBIC for
exanpl e, sets a total investnent target up front for each deal but only
invests 30 to 50 percent of that amount in the initial financing, so that
funds are available to participate in subsequent rounds of investnments.

Successful SBICs often build performance incentives into their deals. For
exanpl e, one SBIC adjusts the anount of its equity interest in a portfolio
conpany based on the conpany's performance wi thout increasing or decreasing
the dollar armount invested in the conpany. |If a conpany nmeets or exceeds
certain financial or performance mlestones, the SBIC reduces its equity
share in the conpany by returning stock to the conpany. Conversely, if the
conpany fails to nmeet these mlestones, the SBIC mght require the conpany

to issue additional stock to the SBI C without conpensation. G her SBICs
attach warrants *° and put options * to their deals to offset the risk that an
SBCwll not neet its projections. To provide additional notivation for SBC
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managers, some SBIGs structure their deals t~ require the SBCs to establish

a conpensation package that provides its managers with ownership, such as

stock options. A further incentive is to link the availability of foll ow -on
investments with neeting specified performance goal s.

Deal Structuring in Debt-Oriented SBICs. Deal structuring for the two

debt -oriented SBICs is | ess conplicated because it invol ves debt
instruments only. I~e only significant variables for the debt instruments
are their terns: the anount, |ength of payment period, interest rates, and
payment schedul e. For e~anple, loan terns may provide for "interest only"
paynents in the first year to alleviate sone of the financial burden on the
SBC. Aternatively, an SBIC may negotiate step transactions for |oans that
carry built -in performance incentives i.e., disbursing | oan proceeds in
increments after certain conditions are met, such as opening a new store.
This benefits both parties because it reduces the anmount of the SBIC s
capital at risk and saves the borrower interest cost on | oan anmounts not

di sbur sed.

DA varrant is a type of option to purchase additional securities fromthe issuer at a
specified price within a specified time peri od.

2 A put option is a contract entitling the holder to sell (put) a  specific nunber of
shares of a security at a specified price within a specified period of tinme.
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Practice 6. Profitable SBICs closely nonitor the financial healthof their
portfolio conpanies to protect their i nterests.

Attributes:
SBI Gs nmonitor portfolio conpanies by:

Qccupying a position on the conpani es’ board of directors or observing
board neeti ngs;

Meeting with the conpani es’ managers and conducting site visits;
Revi ewi ng the conpani es' financial and operational infornation; and

Mai nt ai ni ng good cash col | ection procedures.

To track the progress and financial health of the invested conpanies, al
the SBICs closely nonitor their investnments. The nethod vari es dependi ng on
the type (debt or equity) and size of the investrment, and it ranges from
sinply keeping a watch over |oan paynments to daily oversight of the SBC s
oper at i ons.

Successful equity -oriented SBICs usually secure either a seat on the SBC s
board of directors or observation rights for all board neetings. This is
normal Iy structured into the terns of the deal to ensure that the SBICs are
kept apprised of and have input into naj or managenent decisions. Mst of
the SBICs al so performat |east one of the followi ng nmonitoring activities:
(1) conduct site visits and neet regularly with the SBC s nmanagenent team
(2) reviewnonthly financial statements, annual business plans, and annua
audits; and (3) performaquarterly valuations of the portfolio concerns. In
addi tion, when a portfolio conpany experiences problens, the SBI Cs

accel erate their nmonitoring efforts by (1) requiring weekly "flash reports”
hi ghl i ghting business activity, (2) holding weekly face -to-face neetings
with the nanagers, and/or (3) encouragi ng nore frequent neetings of the
SBC s board of directors. In extreme cases, SBIC officials will require
daily rmeetings with the conpany's managenent teamfor a short peri od;
however, they try to avoid daily oversight due to the heavy staff

coomitment it requires.

For the debt -oriented SBIGs, nmonitoring |loans nostly consists of

est abl i shing good cash col |l ection procedures and keepi ng a careful watch on
del i nquent paynents. One of the SBICs we studied uses a rigorous system for
col l ecting paynment; it encodes bl ank checks w th the account nunber of each
of the portfolio conpanies. Wien payment is due, a check is automatically
deposited into the SBIC s account. Thus, the SBIC quickly |l earns of a
problemif the bank returns the check due to insufficient funds. The SBIC
reports it has been so successful using this approach that 15 other |ending
conpani es have emulated it. One of the SBIC s borrowers comrented that this
process was nore efficient than the traditional promssory note system
because it elimnated the need for a nmiddl eman. Both of the successful

debt -oriented SBICs foll ow standard | ender procedures in cases of late
paynent, and, on occasion, they may restructure the terns of a delinquent

| oan by reducing the nonthly paynents and increasing the termof the |oan.
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Practice 7. Successful SBICs add "value" to their portfolio conmpani es, in
Conjunction with financing, thereby i ncreasi ng the conpani es' net
wor t h.

Attributes:
SBI Gs assist their portfolio conpanies by:
Recruiting key personnel;
Contributing to strategi c planni ng;
Anal yzi ng prospective nmergers and acqui sitions; and
Hel ping SBCs obtain additional sources of funds.

In addition to providing financing, the majority of the successful SBIGCs
provi de assi stance to their SBCs ranging from personnel recruitnent to
active participation in business planning and deci sion -naking. These
activities are especially inportant in the venture capital industry because
they add value to portfolio conpanies by helping their net worth grow As
one veteran venture capitalist noted, "value -added often provides the
mar gi n of success over failure.” ?*

Among the successful SBIGs, officers nost frequently reported assisting
SBCs by identifying and recruiting candi dates for key positions and

anal yzi ng and devel opi ng forecasts for prospective mergers, acquisitions,
and initial public offerings. * The SBICs al so provide assistance in the
foll owi ng areas:

devel opi ng conpensati on and enpl oyee benefit packages; Identifying problens
and formul ating resol utions; Attracting other investors; Assisting SBCs in
obtai ning credit fromvendors and banks; Long -range planning; and Enhanci ng
financial systens.

As an exanple, the CFO of a tel ecommuni cations conpany indicated that the
SBI C has added val ue by having its president act as chairman of the
conpany's board of directors and assi st

22Bygrave and Timmons, op. cit., p. 2a7.

Baninitial public offering occurs when a conpany nakes its stock available for sale in
the publicly traded market for the first tine.
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in strategic planning. Wen the two -year-old conpany received the SBIC s
first financing of $500,000 in 1991 (representing one -third of the
conpany' s total initial financing), the conpany was a def ense busi ness that
was venturing into tel econmunications. Between 1991

and 1993, according to the CFQ the conpany had turned itself around so
successfully that it received an additional $125 million in financing from
ot her sources for further expansion.

Several conpany representatives credited SBICs with hel ping themobtain
addi tional financing, either by identifying other investors or |enders or
by providing credibility to the conpany through its association with the
SBI C. The vice -president of one conpany, for exanple, which had initially
obtained $14 mllion in financing fromnunerous investors, including
$100,000 fromthe SBIC *, said that the SBIC s participation in the joint
financi ng provi ded reassurance to other potential investors and influenced
their decision to make the financi ng

A nedi cal equi pnent and supplies conpany reported that when an SBIC
provided $3.2 nillion financing in 1986, it also identified and recruited a
new manager for the conpany. The individual had previously perfornmed well
as a manager of another conpany that the SBIC had financed, and the firms
vice president credited himand others who he brought in to run the conpany
with the conpany's success today.

As a final exanple, the president of a gasoline station that received a
$25,000 |l oan fromone of the two SSBICs in our study relies on the SBIC
nmanager to explain business natters to himin the Korean Language. Wen the
station had to close for renodeling for two and one-half nonths, the | oan
al l oned the conpany to maintain a positive cash flow, continue to pay its
bills, and return to normal operations.

*The SBIC subsequently nmade a follow -on investnent of $83, 000.
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Portfoli o Conpanies Credited SBIC Financing with Having Significant |npact on
Their Financial G owth

The portfolio conpanies we surveyed, which were selected by the SBICs in
our best practices review, reported that the SBICs significantly affected
their conpanies' growh by providing critical financing and ot her added

val ue. The nine SBICs provided a total of $37.1 nillion in

financing to the 17 SBGCs surveyed, representing just over 21 percent of the
SBGs' total financing. Overall, as of May 1994, the nunber of enpl oyees at
the SBCs had doubl ed and the amount of their revenues had al nost tripl ed
since receiving the SBIG' initial financings.

Six of the financings were early stage (including seed and start -up), two
were nezzanine, * four were later stage, and five were LBO or acquisition.
It should be noted, however, that, except in four cases where the SBIC
provided the only source of financing to the SBC there

is noway to attribute these gains directly to the support provided by the
SBI Gs. As shown in Table 1, in these four cases, the SBIGs financed a total
of $6.6 mllion, leading to the creation of 268 jobs. Two of the four SBCs
were start -up conpani es.

| npact on Conpany Growth Wen the SBIC was the Lead or Sol e | nvestor

Mbst of the SBCs received financing frommltiple investors or |enders
along with the SBIC financing, making it virtually inpossible to identify
the specific inpact of the SBIC s investnent on a conpany's growth. Only in
the case of the four conpanies in which the SBIGCs provided sol e financing
coul d SBIC support be credited with the subsequent growh in enpl oyment or
revenues.

SBI Gs al so had an inpact on conpanies' growh by providing financing that
enabl ed the SBCs to obtain new private financing. For exanple, a

manuf acturer of plastic naterials received a $650, 000 financing from an
SBICin 1989, and a local bank conditioned its loan and line of credit of
alnost $2 nillion on the conpany's recei pt of the SBIC s financing. Funding
fromthe SBIC and the bank, together, enabl ed the conpany to expand its
product line and nmarkets so that today the conpany has 100 enpl oyees and
$18 nmillion in revenue, conpared to 32 enpl oyees and S3 mllion in 1989.
The SBC reported that although it had initially attenpted to obtain
financi ng fromother sources, the SBIC was "the only one that believed in
our business plan.”

Simlarly, a dianmond nanufacturing conpany which received an SBI C fi nanci ng
of $1.75 mllion in 1991 to purchase an existing di anond pl ant indicated
that no bank had been willing to nake it a loan. The SBIC s i nvest nent
enabl ed the conpany to make the acquisition, add new services and products,
and develop a world -w de narket, according to

Mezzani ne financi ng is provided for naj or expansi on of a conpany that is experiencing
i ncreased sal es volune and is either breaking even or profitable. The financing is used for
pl ant expansi on, marketing, working capital, or devel opnent of an inproved product.
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the president. By 1993, he said, the conpany's revenue
had i ncreased from$1l nillion to $5.2 mllion, the
nunber of enpl oyees had grown from?7 to 52, and its
after-tax profit was 13 percent. Wile the president
conceded that the conpany had been profitable before
the SBIC s financing and woul d have continued grow ng
without it, the SBICs financing "accelerated its rate
of growth."

New Regul ati ons Require SBICs to Report Econonic |npact of
Each Fi nanci ng

Oly one of the nine SBICs we reviewed systematical ly
reports the economc benefits of its financings. Inits
1993 Annual Report, for exanple, the SBIC reported the
nunber of jobs created and preserved; the capital
expendi tures made by its existing portfolio conpanies;
the aggregate anount paid in Federal, State and I ocal
taxes; and the total size of the conpanies payroll.
Federal regul ations published on April 8, 1994, now
require SBICs to assess and annual ly report to SBA the
economi ¢ inpact of each financing. * Such reports nust
estimate the full -tine equivalent jobs created or
retained, the inpact of the financing on the business
in terms of expanded revenue and taxes, and ot her
"appropriate economc benefits,"” such as technol ogy
devel oprment, commercialization, or mnority business
devel opnment. The regul ations require the reports to
acconpany each SBIC s annual financial statement (SBA
For m 468) .

Depending on the quality of the data, we believe these
reports will be useful for neasuring the SBIC programs
ef fectiveness. To mnini ze the burden on SBICs and to
assure conparability through standardi zed reporting, we
suggest that the Agency devel op specific gui dance on
the type and format of information to be provided.
Further, the Agency should require SBICs to report the
total amount of financing each portfolio conpany

recei ves fromother sources. Such information is
necessary to gauge nore accurately the extent of the
SBI Gs' inpact on the econony.

%®Federal Register , Vol. 59, No. 68, 107.304(c), April 8, 1994.
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SBICs Failed Prinarily Because of a Conbi nation
of Unqualified Managenent and Low Private Capital

Qur review confirmed that well -qualified, capable managenent is crucial to
an SBIC s financial success. According to SBA officials and recent studies
of the SBIC program many SBICs have failed * prinarily due to (1)
deficiencies in SBIC nanagers' qualifications, practices, and integrity and
(2) inadequate private capital to sustain the SBI Cs. Adverse econom c
conditions al so appeared to contribute to some SBICs' failure. W reviewed
the files of two SBIGCs that entered liquidation. The files indicated that
nmanagenent | acked sufficient |ending and venture capital experience, which
resulted in inappropriate investnents

given the SBIGS' levels of private capital available. In contrast, each of

t he successful SBICs we reviewed clearly appear to be run by well -qualified
managers with good track records.

V¥ recogni ze that our review of the operations of nine financially

successful and two failed SBICs does not provide a representative profile

of the universe of 280 active SBICs and 199 licensees in |iquidation. V¢
bel i eve, however, that our discussions with SBA officials and other experts

on why SBIGs failed, conbined with our detailed data -gathering on the SBICs
that we reviewed, suggest that our results may be illustrative of inportant

di fferences between successful and failed SBI Cs.

Manageri al Shortcomings Led to SBICs' Failure

SBA of ficials and a recent Congressionally -sponsored study * on the SBIC
program cited managenent deficiencies as a prinary cause for SBIGs'

failure. Such deficiencies included the nanagers' (1) |ack of rel evant
experience or education, (2) failure to assure a sound liquidity position
of the SBIC, ® (3) failure to properly match expected returns wth
investments' risk levels, and (4) lack of regul atory conpliance and
participation in acts of fraud. SBA officials attributed these problens, in
part, to previously | oose standards for |icensing SBIGs and, in response,
have recently taken steps to strengthen |icensing standards. New SBA

guidel ines effective May 23, 1994, provide that, anmong ot her things,
prospective |icensees have (1) a suitable managerment teamrel ative to the
types of investing being proposed; (2) private capital that is adequate to
operate the SBIC (preferably in excess of the $2.5 mllion statutory

mni munj; (3) a conprehensive, practical business plan; and (4) a financial
forecast that denonstrates understanding of the use of venture capital,
credit, and cash fl ow nanagenent relating to the types of investnents being
pr oposed.

Z'as of May 31, 1994, 199 SBIGs were in SBA's Oifice of Liquidation, having total SBA
| everage outstanding of S531.6 mllion.

28I—bIIOV\ay and Wrner, op. cit., p. 65.

% A sound liquidity position neans that a conpany has the financial capability to pay off
current liabilities and remain sol vent.
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Managers of Failed SBI Cs Lacked Rel evant Experience. The SBA officials agreed
that, in the past, SBIC nanagers often did not have sufficient experience

or academ c background to operate SBIGCs effectively. For exanple, if an
SBI C engaged in equity financings, there was no requirement that the

manager have venture capital experience. Smlarly, if the SBI C engaged

in making | oans, there was no requirenent that the manager have a

background in credit managenent or |oan col |l ection. Furthernore,

according to an SBA official, SBIC

managers often did not limt their investrments to those industry areas

for which they had experience or experti se.

For exanpl e, the nanagers of the two SBIGs in |iquidation --an SBIC and an
SSBIC that nade prinmarily |oans | acked rel evant | ending experience. The
SSBI C manager' s previ ous work experience consi sted of owning and
operating a travel agency and performng consulting services which
primarily involved being a foreign | anguage transl at or--experi ences whi ch
were not relevant to lending or venture capital financing. As a result,

t he manager nade loans to marginally profitabl e businesses which coul d
not sustain periodic payments on the | oans. The regul ar SBI C s nanager

al so made highly risky investments, primarily in seasonal firns with one
product. The firns were generally start -up conpanies, which further

i ncreased the investnent risk. Both SBICs, according to the receivership
agents, made | oans that were inadequately collateralized and failed to
use effective collection and nonitoring efforts.

In contrast, the two profitable SBIGs in our review that make | oans (one
regul ar SBI C and one SSBI C), have managers with rel evant experience. Both
are CPAs with many years of |ending experience. Further, the regular SBIC
focuses its investnments in industry areas where the nanager has

experi ence and expertise (equipnent financings for |aundromats and
restaurants). The specialized SBI C has a neticul ous | oan approval process
where its board of directors acts as a loan commttee. Several of the
board menbers have extensive | ending experience--one is president of a

| ocal bank and two others are the current and former chairman of the
bank's Board of Directors.

A possi bl e reason for the | ack of qualified nanagenent may be the SBIGs'
failure to inpl ement conpensation plans based, in part, on the SBIGCs'
profits. The Acting Drector of the (fice of Liquidation pointed out
that the vast ngjority of failed SBICs did not have incentive - based
conpensation pl ans, such as bonuses based on SBIC profits. He believes
that such conpensation plans may | ead to better managenment and reduce the
chances of SBIC failure.

Fai |l ed SBI Cs Had Poor Cash Managenent. According to SBA officials, as well
as several published studies * on the SBIC program SBICs' inadequate cash
managenent practices contributed to the failure of several |icensees. For
exanpl e, several studies have noted that

% nanci ng Entrepreneurial Busi ness: An Agenda for Action , page v.; General Accounting
Cfice, op. cit., p.6; Holloway and Wrner, op. cit., p. 69.
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SBI Gs which mnade equity investrments in small businesses, while paying
fixed semannual interest payments on SBA debentures, were at greater
risk of financial problens and, ultinately, of |iquidation. Equity
investments typically do not yield immediate and constant returns; as a
result, SBICs often could not match the incone received on their
investnents with the fixed semannual interest paynents to SBA

Several financially successful SBICs in our study recognize the
vulnerability of their limted private capital and nake correspondi ng
adjustrents in their investnment strategy. For exanple, one
equity-oriented SBIC only finances those small busi nesses which will
generate liquidity within a two-to -four year timeframe; such provisions
enabl e the SBIC to have cash readily available to nmeet sem annual

interest payments on SBA | everage and other current liabilities.

Failed SBICs Did Not Properly Match Risk Wth Rates of Return.In addition,
SBA officials told us that failed licensees often did not set a high
enough rate of return on their investnents to justify their risk. The
proceeds were often insufficient to enable the SBICs to pay their
expenses, thus precipitating their collapse. In contrast, one financially
successful, loan -oriented SBIC in our study charges the nmaxi numi nterest
rate allowabl e by SBA to help offset its paynment on SBA debentures
bearing a 12 percent interest rate. *

Many Failed SBICs Violated Regul ations. In contrast to our observation that
successful SBI Gs denonstrated regul atory conpliance, nost failed SBI Gs

had a poor record of regulatory conpliance, according to SBA officials.
These regul atory violations may include fraudul ent acts to benefit SBIC
princi pal s.

SBI Cs Fail ed Because They Were Not Adequately Capitalized

32

According to SBA officials and published studies on the SBI C program
SBIGs with [ ow amounts of private capital have a greater |ikelihood of
failing. Arecent study also confirmed that larger SBICs, in terns of
private capital, tended to be financially stronger than smaller SBIGs. %
Because venture capital investrments carry relatively high risk, SBIGCs

with larger amounts of private capital have a greater chance of overal
success because they usually were able to spread their risks by maki ng

nore investnents.

%Py evi ousl y, the maximuminterest rate an SBIC could charge for | oans was the higher of
(1) 15 percent or (2) the current interest rate on SBA debentures plus 7 percent. New
SBIC regul ations, issued in April 1994, added a third option to the maxi mum al | onabl e
interest rate: the wei ghted average cost of qualifying borrow ngs (SBA debenture and

ot her borrowi ngs of the |icensee) plus 7 percent.

% Gner al Accounting Cifice, op. cit., p. 2; Wrner and Holl oway, op. cit., p. 68.

B General Accounting Cifice, op. cit., p. 2.
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To conpensate for |ow capitalization, according to a know edgeabl e SBA
official, SBICs should make nore financings with | oans that are

credit -worthy, or spread risk anong many relatively small investnents. For
exanpl e, two successful SBICs we reviewed, one regular SBIC and one

speci alized SBIC, have | ow private capital anmounts but make financi ngs
al nost excl usively through | oans to generate i medi ate cash inflows. In
addi tion, both SBIGCs performdetailed due diligence to ensure that the
borrowers are credit -worthy, have rigorous | oan approval processes, and
conduct thorough nonitoring of their |oans.

Econom ¢ Downt urns Have Contri buted to SBI Cs' Failure

Publ i shed reports and SBA officials also point to the state of the econony
as contributing to the SBIGCs" financial failure. A 1992 SBA | nvest nent

Advi sory Council report stated that an econom c downturn, conbined with the
SBI Gs' general inability to convert their equity investnents into cash in
the public securities narket for several years, led to higher |evels of
SBIC failures.34 An SBA official pointed out that the recent coll apse of
the New Engl and real estate market, conbined with the high interest rate on
t he SBA debentures that the SBIGs were paying off, contributed to the
failure of sone SBIGCs in that region.

#| nvest nent  Advi sory Council, op. cit., page v.
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APPENDI X A
PRCFI LES OF SUCCESSFUL SBI Cs REVI EVED

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1972
PR VATE CAPI TAL: $120, 008, 034
SBA LEVERAGE: $19, 000, 000
ASSET Sl ZE: Lar ge
OMERSH P Bank Dom nat ed
| NVESTMENTT CR ENTATI ON Bal anced
| NDUSTRY CONCENTRATI ON D versified
MAJOR AREAS CF | NVESTMENT: Manuf act uri ng
NUMBER CF CURRENT | NVESTMENTS: 36

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1961
PR VATE CAPI| TAL: $14, 229, 271
SBA LEVERAGE: S15, 000, 000
ASSET Sl ZE Lar ge
OMNERSH P Nonbank - Dom nat ed
| NVESTMENT CR ENTATI ON Bal anced
| NDUSTRY QOONCENTRATI O\ Concentr at ed
MAJCR AREAS CF | NVEST: Manuf ; H gh Tech
NUMBER CF CURRENT | NVESTMENTS: 23
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APPENDI X A

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1991
PRI VATE CAPI TAL: $5, 658, 278
SBA LEVERAGE: $6, 000, 000
ASSET Sl ZE Lar ge
ONERSH P: Nonbank - Dom nat ed
| NVESTMENT CR ENTATI O\ Equi ty

| NDUSTRY CONCENTRATION Neither Diversified
Nor Concentr at ed

MAJCR AREAS CF | NVESTMENT:

Manuf act uri ng; H gh Tech; Servi ces;
Transportation, Communication, and Wilities

NUVMBER CF CQURRENT | nvest nent s: |5

[ FO A NAVE DELETI QN

YEAR LI CENSED 1977
PR VATE CAPI TAL: $11, 582, 791
SBA LEVERAGE: $0
ASSET Sl ZE Large
OMNERSH P Nonbank - Dom nat ed
| N\VESTMENT ORI ENTATI O\ Loan

| NDUSTRY CONCEN-RATI ON Concent r at ed
MAJCR AREAS CF | NVESTMENT:

Manuf act uri ng; H gh Tech
NUMBER COF CURRENT | NVESTMENTS: 13

35



APPEND X A

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1960
PR VATE CAPI TAL: $28, 982, 360
SBA LE-ACE: $4, 800, 000
ASSET S| ZE: Lar ge
OMNERSH P: Bank - Dom nat ed
| NVESTMENT CR ENTATI O\ Equi ty

| NDUSTRY CONCENTRATI ON
Concentr at ed

MAJCR AREAS CF | NVESTMENT:
H gh Tech; Manuf acturi ng;
Servi ces

N JMBER OF CURRENT | NVESTMENTS: 49

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1984
PR VATE CAPI TAL: $1, 035, 000
SBA LEVERACGE: $1, 035, 000
ASSET Sl ZE: Smal |
OMNERSH P Nonbank- Dom nat ed
I NVESTMENT CR ENTATI ON Loan

| NDUSTRY QOONCENTRATI ON Nei ther Diversified
Nor Concentr at ed
MAJCR AREAS CF | NVESTMENT: Ret ai | Trade; Manufacturing

NUMBER CF CURRENT | NVESTMENTS: 26
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APPENDI X A

[ FO A NAVE DELETI QN
YEAR LI CENSED

PRI VATE CAPI TAL

SBA LEVERAGE:

ASSET Sl ZE:

OMERSH P

I NVESTMENT CRI ENTATI O\
| NDUSTRY QGONCENTRATI O\

1980

$1, 500, 000

$1, 044, 000

Smal |
Nonbank~ - Dom nat ed
Loan

Neither D versified

Nor Concentr at ed

MAJCR AREAS CF | NVESTMENT:

Servi ces;

NUMBER CF CURRENT | NVESTMENTS:

[ FO A NAVE DELETI QN

YEAR LI CENSED.

PR VATE CAPI TAL:

SBA LEVERAGE: $10, 295, 000
ASSET Sl ZE:

OMNERSH P

I NVESTMENT ORI ENTATI ON':

I NDUSTRY CONCENTRATI ON

MAJCR AREAS CF | NVESTMENT:

NUMBER CF A JRRENT | NVESTMENTS:

Ret ai |

37

Tr ade

57

1971
$8, 199, 819

Lar ge

Nonbank - Dom nat ed

Equity

D versified

Transportation, Communicati on,
and Wilities; Services;

Manuf act uri ng
20



APPENDI X A

[ FO A NAVE DELETI QN

YEAR LI CENSED: 1979
PRI VATE CAPI TAL: $19, 901, 804
SBA LEVERAGE: $0
ASSET Sl ZE Large
OMERSH P Bank - Dom nat ed
| NVESTMENT CRI ENTATI O\ Equity
| NDUSTRY CONCENTRATI ON Neither Dversified

Nor Concentr at ed

MAJCR AREAS CF | NVESTMENT: Services; H gh Tech;
Manuf act uri ng

NUMBER CF CURRENT | NVESTMLNTS: 14
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APPENDI X B

U S. SMALL BUSI NESS ADM NI STRATI ON
WASHI NGTON, D. C. 20416

To: TimQoss, Assistant |nspector General
for Inspection and Eval uati on
From Robert D. Stillman, Associate Admnistrator for |nvestnent

Subject: 1GInspection of SBIC Best Practices
Dat €: August 22, 1994

You and your team |ed by Deborah E senberg, have done an excellent piece of work in
examning the best practices of our nost successful SBIG. Your well witten report is a
splendid summary of the characteristics which we should seek to find in new |icense
applicants, and try to encourage anmong our current |icensees.

It is particularly heartening to note the inportance of nanagenent anong the seven
practi ces common to profitable SBIG. And nost gratifying to find that the nost successful
nanagers have prepared thenselves by education and experience, have provided a strong
capital base, and conduct their business wthin the regulations of the program while
profiting from a conpensation based on the success of the enterprise. This is truly a
formula for success of all the parties invol ved.

V¢ are pleased to find that the best practices you have identified are also reflected
in the set of characteristics we describe in our attached "Qiidelines for Applicants
Applying for an SBIC License", which we send to prospective |icensees. Ve will also apply
your insights to other aspects of our managenent of the program

As you observe, in pronoting the public policy of devel opi ng new businesses, we at
SBA sonetinmes encourage early stage investnent strategies which appear to be risky.
However, this is offset by carefully licensing managers with experience and talent in this
type of investnent, and by using the new participating security. This instrunment allows us
to provide leverage which is appropriately matched to long termequity investnents.

Your report wll be very useful in training our staff, and in denonstrating to our
licensees that it is in their interest as well as the government's that they follow the
seven principles you identify, in the managenent of their businesses. Thanks for your
t hought ful revi ew

cc: EBErskine B. Bow es
Cassandra M Pul | ey
James S. Hoobl er
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APPEND X C

CONTRI BUTORS TO THI S REPORT

Deborah R E senberg, Team Leader

Steve Seifert, Auditor

Chris Chapl ai n, |nspector

Tim O oss, Assistant Inspector General for Inspection & Eval uation
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