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CHAPTER 1 

INTRODUCTION 

Origin and Nature of Study 

Does the small business concern in this country have access to 

sufficient amounts of gr.wth capital'? For the past several years 

there has been much controversy concerning this question. Articles 

have been written both pro and con voicing opinions as to whether 

small businesses are be:ing discriminated against in the acquisition 

of long-term loans to finance growth and business expansion. The 

majority of the written information on this subject appears to support 

the theory that too many small business firms are under-capitalized 

and the sources of long-term investment and growth funds are seriously 

limited to the small businessman. The Small Business Administration 

pamphlet, "SBIC Financing for Small Business," offers this statement: 

Small businesses generally have difficulty obtaining long­
term capital to finance their growth. Prior to 1958 there 
were few places a small company could turn for money once it 
had rxhausted its secured line of credit from banks or the 
SBA. 

Several studies have been undertaken within the past few years 

to establish the sources of long-term capital and whether additional 

sources should be made available to small businesses. Perhaps the 

most comprehensive of these studies was made during 1957 by the 

I"Money for Growth," SBre Financigg for Small Business, A 
pamphlet prepared by the Small Business Administration, (Washington: 
Government Printing Office, 1965), p. 2. 



2 

2 Federal Reserve System. In completing this study, the research team 

went to great lengths to discover the sources and availability of 

short-term, intermediate-term, and long-term credit. 3 In general, 

the findings of this study revealed that small businesses did have 

access to sufficient sources and amounts of short-term credit, fair 

sources and amounts of intermediate-term credit, but long-term 

credit, or equity capital sources were not adequate. 

The findings of the Federal Reserve study, as well as many other 

studies, played an important role in the passage of the Small Business 

Investment Act of 1958. This Act authorized the Small Business 

Administration to license, regulate and help finance privately 

organized and privately operated investment companies whose prime 

purpose was to supply long-term money to small firms. Pursuant to 

the Act, the Small Business Administration would work closely with 

the investment companies, acting as both advisor and regulatory agency. 

The Small Business Investment Company Program grew rapidly during 

the first few years of its existence. Within six years after the 

Act was passed, there were over 700 operating small business invest-

ment companies throughout the nation. Their individual capital 

ranged from $300,000, the minimum amount of capitalization allowed 

by the Small Business Administration, to about $Z5 million. As an 

ZThe Federal Reserve System, Financing Small Businesses, 
(Washington D. C. Government Printing Office, 1958), 28 p. 

3In this study, short-term credit extended up to I year, inter­
mediate-term credit extended from 1 to 3 years and could be extended 
to 5 years, and long-term credit was considered to be 5 to 20 years. 



industry, these approximately 700 small business 'investment companies 

had total assets of about $750 million, with additional funds being 

available to them from the Small Business Administration and private 

sources. By the end of 1964, these investment companies had invested 

more than $500 million in small businesses. 4 

3 

Generally speaking, the small business :1nvestment company program 

was well accepted by the public. In 1962, over fifty companies were 

traded to the public. The small business investment company industry 

stocks were considered glamour stocks. 

The issue in this study, however, is not to question whether or 

not Congress was justified in passing the Small Business Investment 

Act of 1958. The main thesis of this study deals with an investigation 

of the Small Business Investment Act of 1958 and the subsequent 

amendments to this Acto This investigation was made to determine 

how well the management of small business investment companies were 

satisfied with their operations under the Act, and to what extent the 

services of the small business investment companies are being utilized 

by small businesses. An inquiry was also made to determine the extent 

to which the management of small business investment companies are 

participating in the program of supplying financial aid and managerial 

advice to their clients. 

4SBIC Financing for Small Business, loco cit. 
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Limitations of the Study 

Although there are vast amounts of :information available on 

small business financing, it is beyond the scope of this study to try 

to present a complete picture of small business financing. It is the 

authors intention that by briefly explaining the financial needs of 

small firms and the importance of these firms to the national economy, 

the reader will find the remainder of the thesis more meaningful. 

Congressional records, Small Business Administration reports, 

and current periodicals were reviewed 5 on the operations of the small 

business investment company program in the United States. However, 

the administration of a questionnaire6 concerning various phases of 

the program was limited to those companies licensed in the state of 

Utah. There has been a total of six small business investment companies 

licensed in Utah. However, one company has ceased operations and 

relinquished its charter. The remaining five companies are, (1) Cre-

ative Capital Corporation, (2) Empire Capital Corporation of Utah, 

(3) Intermountain Capital Corporation of Utah, (4) Lockhart Capital 

Corporation, and (5) Utah Capital Corporation. All five of these 

companies are located in Utah's capital city, Salt Lake City. 

Significance of the Study 

During the first year of operation of the small business invest-

ment program, 61 companies were formed. Six months later this number 

5A list of the literature reviewed by the author may be found in 
the Bibliography. 

6A copy of the questionnaire used in this study may be found in 
Appendix B. 
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had increased to 107 companies. By January of 1964 there were over 

700 licensed small business investment companies in operation. By 

mid-1960, the Small Business Administration had already answered several 

thousand inquiries about the Small Business Investment Company Act, 

operations under the Act, and problems of formation and operations of 

small business investment companies. The large number of inquiries 

about the program and the speed with 'which the program has grown is 

sufficient evidence to conclude that wide-spread interest is being 

shown in the small business investment company program. 

It is intended that this study will be of value to three different 

groups of people in supplying them with the needed information to make 

a decision as to whether they want to become further involved with the 

SBIC program. First, to those businessmen who have an interest in 

forming a small business investment company, but as of yet, have not 

done, so, secondly, to the management and stockholders of the operating 

small business investment companies, and third, and most important in 

the opinion of the author, it is hoped that this study will be of value 

to the small business manager who is prospective client of a small 

business investment company and is seriously considering the small 

business investment company program as a source of money for growth 

and expansion of his business. 

Methodology 

Library research is basic to any well designed research project. 

There is a wide variety of published material on small business 

financing which was utilized in this study. Available information 
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on the formation and operation of the small business investment company 

program was of a more limited nature. The data for this study was 

gathered from published texts, from current periodicals and trade 

~ 
publications, and from government sour¥es. 

Field study was an important means of gathering information 

concerning Utah's small business investment companies. While the 

personal-interview questionnaire method is, in practically all cases, 

superior to a mail survey, it was particularly well suited to this 

study. The population consisted of only five companies, all located 

in Salt Lake City, Utah. It was therefore possible for the author 

to personally administer the questionnaires to key officials of the 

five companies. All respondents were invited to make comments on 

any areas which were pertinent to the study. 

Definition of Terms 

A small business under the small business act of 1953 

Section 203 of the Small Business Act of 1953, as amended, defines 

a small business as follows: 

For the purposes of this title, a small-business concern shall 
be deemed to be one which is independently owned and operated 
and which is not dominant in its field of operation. In addition 
to the foregoing criteria, the Administration, in making a 
detailed definition may use these criteria among others; Number 
of employees and dollar volume of business. 7 

7U. S. Congress, House, Select Committee on Small Business, 
Definition of "Small Business" Within Meaning of Small Business 
Act of 1953, ~ Amended, lie Res. 114. 84th Congo 1st Sess., 1956. 
p. 19. 



A small business firm for purposes of receiving 
assistance from small business investment companies 

Before assistance can be offered by a small business investment 

company, a business firm must qualify under the preceeding paragraph 

or be classified as a business concern which together with its 

affiliates is independently owned and operated, is not dominant in 

its field of operation, does not have assets exceeding $5,000,000, 
.\ i 

does not have net worth in excess of $2,500,000, and does not have an 

7 

average net income, after Federal income taxes, for the preceeding two 

years in excess of $250,000 (average net income to be computed without 

benefit of any carry-over 10ss).8 

Small business investment company 

The terms, Small Business Investment Company, SBIC, and Company, 

refer to a corporation organized under the provisions of Title III 

of the Small Business Investment Act of 1958, as amended, including a 

state-chartered investment company which has obtained the approval of 

the administration to operate under the provisions of this Act as 

provided in section 309 and a company converted into a small business 

investment company under Section 401 of this Act. 9 

825th Federal Register, 10087, (Oct. 22, 1960), Section 121, 
p. 3-11. 

9Small Business Administration, Consolidated Reference Regulations 
to the Small Business Investment Act of 1958 as amendeq, June, .!2.§Q. 
(Washington D. C.: Government Printing Office, 1960,) p. 3. 



Licensee 

The term, Licensee, refers to a corporation which is chartered 

under State law or by the SBA under section 301 of the Small Business 

Investment Act of 1958 to conduct, in the territory in which it 

operates, the activities described under Title III of the Act. lO 

Operating territory 

The area in which the operation of an SBIC is to be carried on 

is referred to as the "operating territory." It refers to the 

territorial area or areas in which a licensee is authorized to 

furnish equity capital, long-term credit, and consulting and advisory 

services to small business concerns. ll 

Small business administration 

The terms Small Business Administration, SBA, and Agency, refer 

to that agency created by the Small Business Act of 1953, Public Law 

85-356. 12 

Organization of the Study 

Chapter II of this study is offered largely as background 

material investigating the role of small business in the American 

economy. This chapter discusses the different types of funds needed 

by the small businessman and the different stages of growth during 

8 

1023 Federal Register 9383 (December 4, 1958), Section 107, p. 103. 

llIbid. 

l2U. S. Senate, Select Committee on Small Business. Small Business 
Act of 1953, (72 Stat. 384). 



which these types of funds are needed. 

Chapter III discusses the principal provisions of the Small 

Business Investment Act as it was passed in 1958. With each suc~ 

ceeding year, new provisions have been added and parts amended. 

9 

These several amendments are discussed in order to present the current 

status of the program. 

The actual operational experience of small business investment 

companies will be discussed in the fourth chapter. The time period 

covered here was that period from 1958 until January 1965. Much of 

the information used in the writing of this chapter was taken from 

current periodicals, Small Business Administration literature, and 

Congressional reports. This chapter also includes the opinions of 

small business investment company officials with regard to rules, 

regulations, and general administrative policies and procedures as 

administered by the SBA. 

Chapter V of this study contains the findings of a questionnaire 

administered to the five small business investment companies operating 

in the state of Utah. This questionnaire concerning various phases 

of the small business investment company program and operations was 

personally administered to key officials of each of the Utah SBIC's. 

The sixth and final chapter of the study contains the summary 

and conclusions of the author. Suggestions and criticisms are offered 

at this time. 



CHAPTER II 

ADEQUACY OF SMALL BUSINESS FINANCING 

The Importance of Small Business 

The small business sector of the American economy is basically 
strong and vigorous. In financing small businesses one is not 
dealing with a declining segment of the American business 
population. One is not shoring up weakness, he is buttressing 
strength. The odds in favor of the success of a small business 
in America are not worsening; they are holding steady, and may 
even be improving. l 

The preceeding statement by Dr. Jacoby reflects the opinion of 

many of the nations business leaders in expounding their belief in 

the importance and "health" of small business. Although big business 

makes up the larger part of the dollar volume of business in the 

United States, there are some 30 million people, including seven 

million proprietors and partners who earn their living in small 

firms. If we take into consideration the exemptions of these 30 

million workers, roughly one third of the national population is 

dependent upon small business for its support. 

Because of the degree of importance which is placed on the 

existance of small business, it seems reasonable to expect that the 

small business sector of our economy be given equal opportunity, 

along with big business, to grow and develop. This second chapter 

Will discuss the importance of small business in the American economy, 

1Neil H. Jacoby, "Improving the Risk-Attractiveness of Small 
Investment Companies," The Commercial and Financial Chronicle, 
(Sept. 1, 1960) p. 1. 
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and the sources and adequacy of financing available to small business 

firms. 

Number of small business firms 

For several years the total business and total human population 

have been moving in remarkable consonance. In 1957 there wer~ aQout 

25 business firms for every 1000 persons in the country. In 1929, 

the comparable figure was 24.9 business firms per 1000 population. 

This,has only varied slightly in the past sixty years. In 1900 there 

were' 21 firms per 1000 population. This slight change in the business/ 

human population ratio from 1900 until now has been a slow but steady 

increase in the number of businesses with the only exception occurring 

during the depths of the great depression, when the number of firms 

fell from 24.5 to 23.2 firms per lOOO population. 2 

The small business sector of the U. S. economy makes up the 

greater part of the total business world when we compare the number 

of small firms to th~ number of large firms. At the end of 1957, 

with approximately 4.3 million business firms in the U. S., 99 per 

cent of these firms were considered to be small business firms. 3 

According to the office of Busi~ess Economics, U. S. Department of 

Commerce survey in 1951, 95 per cent of the U. S. businessmen employed 

less than 20 employees,4 and a later study reported that 99.8 per cent 

2Charles L. Prather, Financing Business Firms, (Homewood, 
Illinois, Richard D. Irvin, Inc., 1955) p. 13. 

3U. S. Congress, House, Select Committee on Small Business, 
Problems ~ Small Business Financing, 85 Cong., l~t Sess., 1957. p. 18. 

4Ibid . 



of the total busine$S firms in this nation employed l~ss than 500 

workers. 5 

12 

Although one out of every eight businesses goes out of existance 

every year because of the death or retirement of the owners, or their 

in~bility to opera~e profitably, there is an even larger number of 

new fi~ms which begin op~ration~. These new ~irms bring about a 

net increase in the enterprise population of about 50,000 busi~esses 

each year. 6 The informatio~ in Figures 1 and 2 on the ~o~lowing 

pages presrnt graphic representations of the number of business 

incorporations and the number of business failures between the years 

of 1947 and 1964. 

Businyss ~olume of small firms 

For t~e past several years pusiness volume has been ~ncreasing 

rapidly in the U. S. B?siness volume concentration ratios indicate 

that ~mall firms Q~ve been increasing their business v9lume in pro-

portiop with large firms. There has been no tendency for larger 

firms to b~come relatively more important in their respectiv~ 

industries. 7 

One a~ea of business in ~hich small firms have been increasingly 

active is the defense industry. According to the Department of 

~efense records, about 20 per cent of the net va~ue of all military 

prime contracts during the years 1951-l9~7 went to small business 

SFederal Reserve System. Financing Smalll BH~ifness. .9..2. llh 

6Jacopy, loco ~ 

7Ibid . p. 24. 
i 
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firms. These were firms which were not dominant in their fields of 

operation and were employ~ng fewer than 500 employee~.8 The total 

vol~me of def~nse business to small contractors would be larger and 

more pronounced if small business participation by way of subcontracts 

and sales of materials and services to prime contracto~s were taken 

intp consideration. One reason that small businesses participate in 

defense contracts to the extent that they do, is because of Government 

regulations which require that small firms be given preference on 

contracts which are suited to their abilities. However, the small 

~irms must meet the same standards of quality and performance as their 

larger competitors, in order to qualify for a contract. 

Since it i~ tel~ by many that a healthy birth and growth rate 

for sm~ll businesses is important t9 the satisfactory economic develop-

ment of our country, and since small businesses do contribute to the 

competitive and progressive attitude of the U'. S. economy, it is 

generally felt 9 that a national goal to stress the equality of 

opportunity to small business should be su~ported. 

Availability of Capital and Credit 

If the small business sector of the economy is to continue to 

grow, it must of course, be able to attract outside capital to finance 

growth and develop~ent. In general, the financial needs of a small 
I 

firm are no different than those of a large firm except that these 

8Ibid . 

9Two legislative acts which stress this view are the Small 
Business Act of 1953, and the Small Business Investment Act of 1958. 



financial needs are on a sma~ler scale. The problems enco~ntered in 

obtaining outside financial assistance however, vary considerably 

from the small to the large firm. The task of obtaining financial 

assistance is not an easy task for a big bqsiness and becomes an 

especially difficult situation for a small firm. Although small 

businessmen ~re not at a partic~lar dis~dvantage in short-term and 

intermediate-term borrowing, in many cases when growth and expansion 

are at stake, only a long-term loan will suffice, and the sources 

of long-term capital to the small firm are extremely limited. A~ an 

example, the investment banking system which is an important ~Qurce 

of funds to the big business, is of practically no use to the small 
I 

10 
bus~ness becaus~ of the small scale of borrowing. 

Short-term loans 

Of the three types of loans which have been mentioned in this 

chapter, the short-term loan is by far the easiest for the small 

businessman to obtain. This, of course, is due to the lack of risk 

involved and tqe ability of the small firm to forecas~ revenue for 

16 

a short period of time. Because of this lack of risk, the commercial 

bank is generally an excellent source of funds. 

Short~term loans usually run anywhere from 30 days ~p to six 

months or a year. The shorter-term loans (30 to 90 days) generally 

take the form of trade credit from the wholesaler, while those loans 

over three months are usually interest bearing loans from a commerical 

lending institution. 11 

10Financing Small Business, (EcQ~omic Policy Division Series No. 
35, National Association of Manufacturers, New York) 1960. p. 26. 

llIbid. 
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Intermediate-term loans 

While short-term lo~ns are the most plentiful type of loans 

available to the small businessman, often the repayment period is too 

short to suit the firms needs. When the purpose of the loan includes 

such things as plant improvement, inventory expansion, addition of 

machinery or equipment, or expanding into new business territories 

it becomes necessary for the business-man to seek intermediate-term 

funds. Th~se funds usually run from one to three years and can be 

extended to five years in many cases. 12 

While the prime sQurce of short-term ~oans is the commerical 9ank, 

intermediat~-term loans mqy often be obtained from sales finance cOm­

panies and insurance companies, as well as commercial banks. However, 

one problem which the small businessman often enCQunters when seeking 

intermediate-term money is the unwillingness of many lending institu­

tions to lend small amounts of money. Because of the expense involved 

in investigating the credit standing of a firm and the expense of 

making the lOan, many financial institutions prefer to loan money 

in larger increments; the loan size depending upon the individual 

institution. 

Another area of prime concern to tQe lending institution i$ the 

risk involved in a loan. While there i~ ~Qre risk involved in a three 

year loan than a six month loan, sales and profits can still be 

forecasted with a fairly high degree of a~curacy for an intermediate­

term loan. However, when the loan extends past the five year repay­

ment period, and becomes a long~term loan, th~ future cannot be 

12Ibid . p. 26. 
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forecasted so pricisely and the risk increases consiq~rably. 

Long-term lOClns 

The most difficult problem of obtaining out~~d~ financ~ng occurs 

when the small businessman finds him~elf in need of a long-term loan 

to finance growth and expansion of his business. This type of loan 

generally has a r~parment period of from five to twenty years, and th~ 

money involved is' often referred to as "v~nture capital," because of 

h f . k' 1 d 13 t e amo~nt 0 r1S 1nvo ve . While the large business is often in 

a po~ition to turn to the securiti~s market for long-term equity 

financing, th~ small firm will usually find this source much tOQ 

expensive for smaller amount~ of financing. In fact, in ~ost case~, 

inv~stment banking firms will not even consider und~rwritings of less 

14 than $300,000. Since commercial banks are primarily ~nterested in 

short-term loans, the small businessman finds the field of available 

money sources very limited, especially during certain stages of his 

firm~ growth. The following section discus~es the available fund 

sources in relation to the firms;'growth cycle. 

Small Business Finaneing and the Growth Curve 

In m~py cases, the type of fina~~ing anp the source of financing 

available are linked closely with the stage of growth in which the 

small firm finds itself. It is not the authors intention that the 

13 
James E. Mahar, Dean C. Coddington? The Financial Gap-~Real 

or Imaginary, (Denver Research Institute, University 9£ Denver) 
August, 1962. p. 24. 

l4Ibid . 
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reader think of new firms and small firms as being the same. However 

every firm, large and small, experiences changi~g financial needs as 

the firm progresses through the different ~tages of the growth curve. 

During some stages of growth, fund sources are more limiting to the 

firm than during other growth stages. The following discussion 

examines the financial needs of the small firm as it progresses 

through the growth cycle. 

The information c0ntained in "Table.:: J.:) on the following page 

illustrates how the need for different type$ of financing, and the 

sources of financing vary as the firm moves from one growth stage to 

another. The following pages will discuss in more detail, the infor-

mation in Tdble 1: 

The beginning growth stage 
i 

Firms in the beginning growth stage are in the process of 

beginning actual operations and experience conditions particular to 

this growth stage. The prime financial needs of ~ew firms are for 

such things as advertising and promotion of products, establishing 

market channels, and covering of operating losses. Many new firms 

are operating with new~ untried management ~nd c~nnot offer the 

safety requirements and proven growth potential to attract most in-

stitutional funds. Because of the Disk involved, commercial banks 

are usually not interested unless the loan is a short-term loan using 

the managers personal assets as collateral. Even the SBA, in cases 

where the amount of the loan exceeds the fi~ms equity, may feel the 

ri~k is too great and show no intere$t. 15 This leaves only one major 

15Ibid . p. 25. 



Table 1. Need v~rsus availability Qf long-term funds related to 
typical growth curve. 

Commercial Banks can often be 
succes~ful~y approached for a 
long-term loan. 

SBA relaxes its collateral re­
quirements; gives conaider­
ation to general credit of 
the corporation 
Investment Banks take notice 
as company grows success­
fully, as management proves 
itself, and as needs for funds 
approach $300,000. 
Until the development of 
Sarc's, this period was 
practically void of 
available f~nds. 
Private Sources, such as 
personal savings, frierids, 
relatives and private in­
vestors are usually the 
most likely suppliers of 
long-term f~nds. 

Q 

[) 

GROWTH IN $ SALES 

~------.--~------------------~-------
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Sou~ce: Mahar anp Coddington, The Financial Gap--Real ~ !maginarx, 
Denver Research Institute, University of Denver, August, 1962. 
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source of funds available to the oeginping firm; the private investor. 

Finding private investors who are will~ng to invest their money 

in beginning, untried firms is generally a difficult task and requires 

great skill and effort on the part of management. This is especially 

true if the firm is in need of a loan in exces~ of $25,000. As the 

size of the 10qn increases, the number of priv~te investors who are 

willing or able to supply the necessary money decreases. Since 

practically all beginning firms must depend upon private backing at 

one time or another the problem of finding private investment funds 

can be a serious one. 

The early rapid growth ssaSr 
As the firm moves from the beginning growth stage to the early 

part of the rapid growth stage, many changes take pl~ce~ The fi+ro 

senses this growth change as its financial needs increase. This 

stage is characterized by a short~ge of cash because of a need for 

incr~ased amounts of working capital for added sales or productive 

capacity. Although ~n most cases the firm is not operating at a loss, 

the retaiped earnings are not u~ually sufficient to supply mQre than 

a small part of the company's financial needs. 16 

As the firm changed from the beginning stage to the rapid growth 

stage, the financi~l needs ~hanged from short-term to long-t~~ 

needs. Management is trying to push the firm into a growth situation 

in which the dem~nd for outside financing with repayment terms in 

excess of five years is greatly needed. 17 As was the c~se with the 

~6Ibid. p. 35. 

17Ibid . p. 46. 



firm in the beginning growth stage, lending in~titutions are apt to 

be skeptical because of the risk involvad, and especially b~cause of 

the length of time for which the funds are needed. 

The latter rapid growth stage 

22 

The financial needs of the firm varies only slightly as the firm 

moves from the early to the latter part of the rapid growth stage. 

Management is still concerned with the shortage of working capita~. 

By this time the firm can in most cases obtain short-term and inter­

mediate-term loans, and will usually make considerable use of these 

funds. 18 The neeQ for a source of lOng-~erm money is still pressing 

and if the fi+~ is tQ continue rapid growth these funds must be 

obtained. Conventional lending institutions are still very hesitant 

when confronted with the prospects of makipg a loan for a five to 

twenty year period. It is during these rapid growth stages that the 

management of small firms feel a keen need for a lendin~ institution 

that specializes in long-term lending to small businessme~ in order 

that the business may grow and flourish from its beginning until it 

reaches the mature stage. 

The mature stage 

As the firm passes into the mature stage of its development, 

several significant changes tak~ place. Sales begin to level pff 

and competition becomes more prominent. ProQuction and sales 

capacity are adequate and the firms financial needs are no longer a 

pressing problem. Most companies whi~h reach this growth stage 

have established ~ profitable oistory and can offer this, as well 

18Ibid . 



as experienced management and a profitable forecast of the future as 

security for a loan when the need arises. 19 The long-term financing 

wh~ch was so desperately needed during the rapid growth s~ages is 

generally not needed now. Seasonal fluctuations may necessitate 

short-term loans, and the replacement of machinery might necessitate 

an occasional intermediate~term loan, but generally, the long-term 

loan is needed only for growth and expansion of the busine~s.20 

The Financial Ga~ 

The term "financial gap" is used to describe the scarcity of 

long-term funds to small businesse~. While the term ~s not useQ 

synonomously with ~ny particular growth stage, the fact that it is 

concerned with long-term capital ties it in closely wi~h the rapid 

growth periods. The financial gap affects investments. Because of 

the scarcity of funds, investors are not able to mak~ investments as 

23 

they normally would, and th~s, the number of investments is decreased. 2l 

One reason for the existance of the financial gap is that many 

lending institutions, because of the time and expense involved in 

investigating a loan applicant, are rel~ctant to make the necessary 

19Ibid . 
f 

20The reader is reminded that ~h~ preceeding discus.sion cot'lcerning 
a firms financial needs in relation to the growth cycle, is not limited 
to the small firm. All firms, both large and small follow some type 
of a growth curve from the beginning to the mature stage. This subject 
was discussed primarily to acquaint the reader with the needs and 
problems encountered by the small businessman in his quest for outside 
financial assistance. 

2lIbid . p. 28. 
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investigation to supply small loans to small firms. This is especially 

true if the small firm is also new and ~ntried.22 

Anotper reason for the existance of the f~nancial gap is due to 

the inadequate knowledge of both the lending institution and the small 

firm. The small firm's management is often directed from one lending 

institution to another, because financial institution managers aren't 

adequately informed of the criteria used by otijer lending institutions. 

Therefore, they aren't able to direct clients whom they can't help. 

In many such cases, small business managers become discouraged, 

abandon their search for growth funds, and the financial gap continues 

to exist. 

Also, few small businessmen have adequate knowledge of the dif-

ferent types of lending institutions and the regulations and policies 

which gover~ their lending procedures. Because the lending policies 

do vary among the different lending institutions it is to the advan-

tage of the borrower to gain a thorough knowledge of the types of 

lending tnstitutions w~th which he will be dealing, 

Types of Lending Institutions 

Commercial banks 

Most smal~ businessmen in need of outside long-term financing 

have had contact with several types of f~nancial institutions. 23 

22Ibid • p. 29. 

23Whi1e there are many sources of financing available to small 
businessmen only four of the most important sources will be discussed. 
These are commercial banks, inve~tment banks, commercial finance 
companies, and Government sources of financing. 
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Commer'cia1 banks are usually at the top of 1rhe list. 'tf the ban~s 

cannot satisfy his financial needs, then, and usually only then, will 

he turn to another source of funds. Most small businessmen are 

aware however, that commercial banks are pr~marily interested in 

maki~g short-term loans and only occasionally will these banks deviate 

from this policy and grant a loan with a repayme~t period of five 

years or more. In the few instances when a bank does grant a long­

ter~ loan, in order to comply with the state and federal banking 

regulations, the bank must impose severe standards of sa£ety which 

exclude most small firms. 

Another limiting factor of commercial banks is the legal loan 

limit. This can often be a factor when a firm is ~ealing with a 

small rural bank. While most small banks hav~ larger correspondent 

banks in nearby cities, small banks are often reluctant to call upon 

these correspondents to assist in making a loan. The larger corre­

spondent banks place considerable weight on the judgement of the 

small bank's management because of their intimate knowledge of the 

borrowing firm, and will usually give little consideration to a firm 

that has already been rejected by this sma+l~~ bank. This is just 

one of mpny restrictions imposed upo~ the commercial banking system 

which make this lending instituti9n a ra~her unlikely $ource of 

long-term capital for the small businessman. 

Investment banks 

Although investment banks are generally a source of "big business" 

capital occasionally they are also useful to the small firm in supplying 

growth funds. Investment bankers are usually interested in small 
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businesses only when they show excellent potential grQwth prQspects. 

Only occasionally is this growth potential evid~nced, apd th~n usually 

in glamour industries such as electro~ics and aerospace. 

Investment ban~s, just as commercial banks, have many restrictive 

policies which cause them to be of little val~e to the small firm. 

While a very limited number of small banks will consider rai~i~g 

small amounts of capital (as little as $50,000)24 the majority of 

investment bankers will not consider ~nderwritings under $300,000. 

The reasons for this attitude are just and valid ones. It is very 

expensive for a bank to underwrite a amall Qff~ring of stock. The 

direct costs alone may run as high as 15 perGent of the proceeds, 

and indirect costs can add to this. While total flot~tion costs of 

larger common stock offerings (over $0.5 mil~ion) ave~age 10 percent 

to 15 percent of proceeds, total flotation costs for c9mmon stock 

offerings of less than $0.5 million often run as high as 25 percent. 25 

The information presented on Table 2 on the following page shows a 

breakdown of the cost of issues by size ~nd type of security issued. 

Although the information is rather limited for issues of less than 

$0.5 million, the comparison illustrates the expense involved in 

financing small offerings of securities. 

The cost of financing small security off~rings is not the only 

adverse condition facing small firms when dealing with investment 

bankers. Most investment bankers feel that until a company has 

proven itself as a profitable ent~rprise, stock in such a firm 

24Mahar and Coddington, ~~ p. 30. 

25 I bid. 



Table 2. Cost of flotation of registered issues offered to the general public as a percentage of 
proceeds to the issuer classified by size of issue-type of security; 1951, 1953, 1955. 

Total flotation Compensation to 
cost underwriter 

Issue size bonds preferred common bonds preferred common 
(millions of $) notes stock stock stock stock stock 

Under 0.5 27.15% 2Q.99% 

0.5 - 0.9 11.49% 12.63% 21.76 7.53% 8.67% 17.12 

1.0 - 1.9 8.17 8.07 ·13.58 5.80 5.98 11.27 

2.0 - 4.9 3.78 4.88 9.97 2.37 3.83 8.47 

5.0 - 9.9 1.83 3.72 -6.17 l-Oill 2.93 5.31 

10.0 - 19.9 1.52 2.92 4.66 .88 2.40 4.20 

20.0 - 49.9 1.33 3.20 5.37 .-85 2.84 4.98 

5-0.0 and over 1.19 2.51 --.88 2.12 

Mediam 1.49 4.34 10.28 .-88 3.34 8.75 

Source: Securities and Exchange Commission, Cost of Flotation of Corporate Securities, 1951-1955 
(Washington D. C.: U. S. Government Printing Office, 1957). p. 37. 

'" '-I 
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cannot be sold on the most favorable te~s, and the long-range financial 

condition of the firm can be limite~. This is especially true if later 

financing is necessary and most of the authorized stock has already 

been sold. 26 Also "thin market" tr'ading may result in which there are 

not enough stock shares available to support an active market. This 

causes sporadic trad~ng and unrepresentative values on the stock.' 

This not only is a serious problem to the small firm but also to the 

banking establishment. It must not be forgotten that the bankers 

reputation rides upon his underwritings and there is much to Ipse 

if an underwrit+ng is unsuccessful. Therefore, the small firm will 

in most cases be forced to turn to commercial finance companies or 

~overnment lending agencies ~s another potential source of funds. 

Commercial finance companies 

Commercial finance companies are a source of capital for small 

firms but tend to supply more short and intermediate-term money than 

long-term loans. While these companies are not restricted by the 

same regulations as commercial banks, they too are hesitant, for many 

of the same reasons, to risk long-term money with small firms. In 

most cases equipment loans, inventory financing, and redi$countS 

make up the bulk of their lending activities to small firms, and, of 

course, these loans are usually in the three month to three year 

repayment category. If the firm finds that long-term funds are 

unavailable here, there is usually one more lending institution to 

approach; the Federal Government. 

26G. H. B. Gould and Dean C. Coddington, "Till1ing: The Key to 
Public Financing," Western Business Review, August, 1962. p. 30. 
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Federal qovernment financing sources 

The Federal Government has instituted several lending prog~ams 

over the years. Many of these programs were helpful in financing 

small businesses even though they were ~ot established especially 

for the s~all businessman. Table 3 on the following page contains 

information concerning several of these Government programs. As 

can be readily observed, the f~rst pr9gram to pe dev~loped especially 

for small business was the Small Business Administration. 

The Small Business Act was passed o~ July 30, 1953 in order to 

encourage the development of small business. The polic¥, ae stated 

in S~ction 2 of the Act, reads as follows: 

It is d~clared the policy of the Congress that the Government 
should aid, counsel, assist, and protect insofar as is possible, 
the interests of small-business concerns in order to preserve 
free competitive enterprise, to insure that a fair proportion 
of the total purchases and contracts or sup~ontracts tor 
property and services for the Government (incl~ding but not 
limited to contracts or subcontracts for maintenance, repair, 
and construction) be placed with small-business enterprises, 
to insure that a fair proportion of the total sales of 
Government property be made to such enterprises, and to main­
tain and strengthen the overall economy of the nation,27 

Government officials recogni~ed that if s~~ll businesses were 

to survive they must have access to outside financing. However, it 

was not the purpose of the Act that the Government become the only 

lending source to small business. lherefore one of the stipulations 

of the Act is that the small firm must not be able to obtain finan-

cial assistance from any other source at ~easonable terms, in order 

to qualify as an SBA loan applicant. However, the fact that a 

27 U. S. Congress, Senate, Select Committee on Small Business. 
Small Business ~£f~. 82nd Cong., 2d Sess., 1953. 



Table 3. Business loans and loan guarantees of federal agencies, 1934-1957, by periods and by 
agency (amounts in millions of dollars) 

Agency or program 

Reconstruction Finance Corp. 

Federal Reserve Banks 

Smaller~ar Plants Corp. 

Regulation V 1~ans 

Veterans Administration 

Smal~ Business Administrati~n 

Fisheries loan program 

Type of lending 

Direct loans 

Program 
estab­
lished 

Year· 

1934 

1934 

1942 

1942b 

1944 

1953 

Authorization of direct loan participations or 
commitments, and insured or guaranteed loans 

1934-41 1942-53 1954-57 

Number Amount Number Amount Number Amount 

10,527 $765 51,288 4,848 

3,202 280 563 535 21 36 

4,775
a 

480
a 

9,965 12,702 20t} 530 

210,986 5:66 -2.0,221 72 

8,597 398 

174 5 

9,520
c 

$6JSc 30,253 3,254 2,8J9 120 

w 
0 



Table 3. Continued 

Program 
estab­
lished 

Authorization of direct loan participations or 
commitments, and insured or guaranteed loans 

1934-41 1942-53 1954-57 

Type of lending Year Number Amount Number Amount Number Amount 

I d o to • t· d rome late par lclpa 10n 692 $ 36 3,606 19~ 3,535 

D f d • ° • d e erre partlclpatlon 1,614 145 22,202 1,883
e 

2,397 

Loan guarantees 220,951 13,268 20,427 

Unclassified 1,903 226 563 535 

aReconstruction Finance ~orporation; loan program terminated September 28, 1953. 

bFirst program inaugurated in 1942; second program inaugurated in 1950. 

21 

178 

104 

602 

36 

CFigures for Federal Reserve banks are for 1934-1940. Classified ~ata not available for 1941. 

dA precise classification of R~construction Finance Corporation participation loans is not 
available. Figures for the two types of participation for this agency are estimates based 
on information indicating that deferred participation loans accounted for 70 ~ercent of the 
number andS percent ,of the amount of all participation loans in 1934-41, and for 85 percent 
Of the number and 90 percent of the amount in 1942-53. 

elncludes $172,000,000 as Small War Plants Corporation share of deferred participations. Data 
onbank share of participations not available. 

fIncludes Veterans Administration insured as well as guaranteed loans. 

w 
~ 



manager cannot ob~ain reasonable fin&ncins from ~o~ercial lending 

institutions is no guarantee that the SBA will grant him a loan. 

The SBA i~ ve~y selective in making loan~. Th~ firm's managemen~ 

must qualify in managerial experience, growth prospects, and severa~ 

other areas before the SBA will consider gra~ting & loan. 

The SBA loans vary somewhat from those of commercial lending 

institutions. One particular type loan permits the SBA to participate 

with a commercial lending institution in making a loan. The SBA's 

maximum share is $350,000 with an interest ra~e not to ex~eeq 5~ 

percent per annum. 28 However, the bulk of SBA loans are not part~ci-

pation loans and generally do not exceed a ten yea+ rep~yme~t period. 

While the SBA has done much to help the small firm grow it was 

still felt that there was a need for anoth~r a~~+ce of long~term 

growth capital for small businesses. 29 After mu~h ~ontroversy o~ 

the need for such a program, the Small Business Inve~tm~nt Act was 

passed in 1958 

28Ibid . 

29See Chapter I, page 2 for further explanation of the studies 
unde~taken prior to the passage of the Small Busin~ss Inv~stment 
Company ~ct of 1958. 



CHAPTER III 

PROVISIO~~ AND AMENDMENTS OF ~HE 
SMALL BUSINESS INVESTMENT ACT 

After more than a century of debate on the financial needs 

of small-business concerns, Congress passep on August 7, 1958, the 

Small Business Inves~ment Act. It was intended that the long-term 

funds supp1i~d through this Act would help to bridge the finan~ial 

gap which existed within the small business sector of the economy 

by extending to small businessmen an addition~l sQu~ce of 10ng-

term capital through priv&tely owned and operated small business 

investment companies to finance needed growth and expansion. This 

type of financial as~istance to small b~sinessm~n ~a in keeping 

with the goals of the national economy in that the private sector 

of the natio~'s ~conomy should lead the way in meeting the essential 

needs of the nation. l 

This chapter will discuss the Small Husiness Investment Act of 

1958 with it's provisions for the organization, ~stablishment, and 

operation of small business investment companies. Also, the ame~d-

ments to the act, up to and in~luding fh~ ye~~ qf f9q4, ~re d~~cussed. 

Objectives of the Small Business lnvestment Company Act 

In Decemb~r, 1960, a press release by the SBA stated ~he 

objectives and purpQse of the Act, as follows: 

ISmaIl Business Administration,. Annual Report!£~ President 
and Congress, (Washington: Government Printing Office, 1964) p. 31. 



It is declared to be the policy of the Congr~ss ~~d the pur~ose 
of this act to improve and stimulate hhe nation~l economy in 
general and the small business segment thereof in particular 
by establishing a program to stimulate and ~upplement the flow 
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of private equity for sound financing of their business operations 
and for their growth, expansi~n and modernization, Which are not 
available in adeq~ate s~pply. 

With the enactment of the Small B~siness I~vestm~nt Act, Congr~ss 

gave the Sma~l Business Administrat~on the authority to licen~e and 

regulate privately owned and operated small ~usines~ investment 

companies. Once licensed, these investment companies would serve a 

two-fold purpose. First, they were to provia~ l~ng~~erm (5 to 20 

year) capital to small firms. This would be accomplished through the 

disbursement of a long-term loan which may be an ~n~erest-bearing loan, 

or a loan secured by equity securities which evidence a debt and 

provide either the option to convert into stock or provid~ non-

detatchable or detatchab~~ stock purchase warrants or options. TQe 

second purpose of these investment companies was to help small firms 

solve management prpblems which hinder their growth and expansion. 

Types of Small Business Investment Compapies 

There are thre~ basic types of small bu~in~s~ inv~stment co~panies 

which have developed. These are the "Pt'o Bono Publico" compaPY, whose 

motive is not profit, but community grow~h and we.).fare; the "Collateral 

Advantage" company3 which is owned by conventional financipg institutions, 

whose main objective is to extend their line of s~rvices, build their 

2 U. S. Small Business Administration Press Release, December 
14, 1960. 

3The Collateral Advantage Company is also ~qmmon1y refe~+ed to 
as the "Bank-subsidiary" type investment company. 
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clientele and thus increase profits, and the "Pt:'Qfit Motive" company, 

organized by professional investors for capital gains through growth 

situations. 4 While the latter two types have becom~ v~ry popular, 

very little interest has been manifested in the "Pro Bono Publico" 

company, and the information available on thi~ type of SBIC is very 

limited. Therefore, only the "Collateral Advantage" ane! "Profit 

Motive" companies will be discussed in ftlrther detail. 

"Collateral Advantage" companies 

The Bank-subsidiary~type small bu~iness inves~ment company has 

been very popular since its beginning. 5 This type company offers 

many advantages to the lending institution with which it is affiliatep. 

In many cases, commercial banks are in , position to grant a loan to 

a small firm only to find that banking regulatiqns prohibit them fro~ 

doing so. Through an affiliated SBIC, the bank can in many cases 

grant the loan and make an extra profit in an area wpere restrictions 

would otherwise prohibit participation. The affiliation with, or 

ownership of an SBIC gives bankets their first opportunity since 1933 

to participate in equities. 

Another advantage with the bank-subsidiary type SBIC is the 

organization which already exists within the bank. &ince finance is 

their business the bank otficials are in a position ~o be aware of 

the financial needs of the business community and already have an 

4 H. T. Smith, Loans and Equity Capital igt Small BU$~ness, 
(Kalamazoo: The W. E. Upjohn Institute, 1959) p. 19. 

5Russel Freeburg, "Banks Boarding tpe SBrc Bandwagon," Busines§ 
Week, June 24, 1961. p. 64. 



organization for contacting small-business conaerQa. Fr~quently, 

banks have branch offices at which SBIC's are widely pub1tcized anq 

made readily available. As an example, in 1960 there ~ere already 

six banks and bank holding companies with a tptal of over 1,100 

branches, that had organized SBIC's.6 

"Profit Motive" companies 

Equally popular with the "Collateral Advantage" type SBIC is 

the "Profit Motive" company. These SBIC's are organized by small 

groups of professional investors and operate as closed ~orporations. 

Often these SBIC organizers are individuals and grpups with very 

specialized experience, and th~ SBIC's they organize generally spe-

cialize with one specific industry in order th~t the investor's 

management talent can be pooled in an area where they are most com-
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petent. These specialized SBIC's are common and range from companies 

that specialize in making loans to cemeteries to othev SBlC's whp 

work only with the grocery industry. 

Sources of SBle Funds 

Loans to SBIC's 

Under the provisions of the Small Business Investment Act, the 

Small Business Administration is authorized to offer financial 

assistance to SBIC's in two different ways. First, the SBA may buy 

subordinated debentures from the SBIC in order to ass 1st in the 

6U. S. Congress, Senate, Select Committee on Small Bu~ineas, 
Small Business Investment Act of 1958, 86 Congress~ 4d Sess~, Report 
No. 1293, April 27, 1960, ~ashington: Gove+nment Printing Office, 
1960). 
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creation of the initial operating capital. The Small Business Invest-

ment Act requires that an SBIC have a minimum of $300,000 in paid-in 

capital and surplus. However, in order to en~ourage tpe formation of 

the companies, section 302 of the Act authorizes the SBA to purchase 

the debentur~s of any SBIC up to an amount of $150,000, which is half 

the minimum capitalization. 7 These debentures.purchased by the SBA 

are s~bordinated to any other obligatio~s anq are considered part of 

the company's capital and surplus. 8 The second way the ~BA may offer 

financial assistance to an SBIC is through a loan, not to exceed 50 

percent of an SBIC's paid-in capital and surplus, granted after the 

SBlC has been licensed and is an operating concern. 9 Through these 

two lendi~g programs, an SBIC may begin operations with capitalization 

of only $150,000 and increase it's capital many times through SBA 

loans. 

Investments 

While SBA loans are a major source of capital for the SBIC, 

particularly in the initial capitalization of the company, a second 

major source of capital is through the sale of the SBlC's own capital 

stock. 10 In the early years of the SBlC program the majority of SBIC 

7SeGtion 302 of the Small Business Investment Act was amended 
in 1961, incr~asing the amount of subordinated debentures that the 
SBA may purchase, from $150,000 to $400,000, and in 1964, another 
increase brought the amount to $700,000. 

8Small Business Investment Act. Section 302. ~ cit. ,--
9I bid. Section 303. 

IO"Providing Venture Capital for Small Business," Annual Report 
of ~ Small Business Administration!2 the President and" Congress. 
December 31, 1964, (Washington: Government Printing Office, 1965) p. 3~. 
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funds were provided by capital stock and paid-in surplus. While most 

sales were private, some stock was sold to the public. The Small 

Business Inve$tment Act authorizes national banks and member banks of 

the Federal Reserve System to participate in the purchase of SBIC 

stock so long as the amount does not exceed one percent of the banks 

capital and surplus. ll 

The information presented in Figure 3 on the following page shows 

a br~akdown of SBIC fund sources, by funds borrowed from the SBA, 

funds borrowed from others, and capital stock and patd-in surplus. 

The total amount of funds increased very rapidly from 1960 to 1964. 

The reader is reminded however, that the number of reporti~g companies 

is also ~ncreasing at a rapid rate. 

Furnishing Capitat to Small Business Concerns 

According to the provisions of the Small Business Investme~t 

Act, and SBrc may furnish long-term funds to a small-business concern 

through the purchase of debentures of the small business, or through 

a long-term loan. If the SBIC purchases debentures of the small 

concern, these debentures contain terms, and bear interest at a rate 

which the SBIC may fix with approval of the SBA. These debentures are 

callable on any interest payment date at par plus accrued interest 

upon three months notice. These debentures are convertible at the 

option of the SBIC, up to and including the effective date of any 

call by the issuer, into stock of the small-business concern, at 

11Small Business Investment Act. loco cit. 
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th~ sound book value of such stock determined at the time of the 

issuance of the debentures. l2 
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Another of the Act's requirements is that whenever a company 

provides capital to a small-business concern, the concern is required 

to become a stockholder-proprietor in the SBIC by investing in the 

capital stock of the SBIC in an amount of at least two, but not more 

than five, percent of the amount of the capital provided the concern 

by the SBIC. 13 

Along with the provisions already mentioned, the SBIC may impose 

other conditions upon the small concern. These conditions may include 

requiring the refinancing of all outstanding indebtedness so that the 

SBIC will hold all indebtedness. The SBIC may also require that the 

small company incur po additional indebtedness without first consulting 

the SBIC and offering the SBIC the first opportunity to finance the 

additional indebtedness. These are only two of the more common 

provisions. The terms on both the purchase o~ debentures, and long­

term loans by SBIC's are tailored to fit the particular firm and the 

conditions which exist. 

Many small businessmen are very hesitant about giving up equity 

in their firm and prefer a long-term interest-bearing loan to selling 

equity type debentures to an SBIC. In such a case, an SBIC may grant 

a direct loan to the firm or participate with another lending insti­

tution in making the loan. When making the direct loan, the SBIC may 

l2Ibid . 

l3Ibid . 
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not loan more ~han 20 percent of its combined capital and paid-in 

surplus to one small concern. This is also true in the participation 

type loan. This loan ceiling is very often limiting in that it 

prohibits smaller SBIe's with minimum capitalization from making 

large long-term loans in lew of buying equity-type debentures from 

clients. 14 

Tax Provisions 

SBIe tax advantages 

Since September 2, 1958, small business investment companies and 

their shareholders have received a number of tax advantages under the 

Technical Amendments Act. The first advantage of this Act makes it 

possible for a small business investment company to wholly exclude 

dividends from domestic corporations, whereas ordinary business cor-

porations may exclude only 85 percent of dividends income in arriving 

at taxable income. This advantage does not apply to the interest in­

come. 15 

Another advantage granted by the Technical Amendments Act provides 

that any losses incurred through the sale or exchange of equity 

debentures may be considered as an ordinary operating loss and written 

off against taxable income. Ordinarily such losses would be considered 

capital losses and would be subject to the $1,000 maximum deduction. 

The corporation may claim for income tax pur~oses, a 10ss-carry-back 

l4Ibid • 

15Technica1 Amendments Act of 1958. (72 Stat, 1645), Section 
243 as amended by section 57b. 



42 

for three years and a loss-carry-over for five years. The SBIC's 

must submit with it's income tax return a statement that it is a 

Federal licensee under the Small Business Investment Act of 1958, the 

name and address of the small-business concern on whose securities 

the loss was sustained, and all pertinent information concerning the 

accr~ed 10ss.l6 

A third advantage under this Act applies to the small-business 

concern. It permits a lump sum depreciation of 20 percent of the 

cost price of new or used machinery and equipment in addition to the 

ordinary depreciation deduction. This special depreciation deduction 

is limited to $10,000 per year on a single return or twice that amount 

on a joint return. The balance of the depreci~ble amount of the asset 

is spread over the remaining life of the asset. This provision, how-

ever, is limited to assets with a depreciable life of six or more 

years. Although this is merely a postponement of income taxes, it 

helps companies to finance themselves. Being able to retain cash 

which would ordinarily be disbursed for taxes helps the firm to pay 

for plant and equipment during the years of acquisition, helps the 

firm to strengthen its working capital, and makes it possible to use 

the money at its present value. 17 

l6Ibid • Section 1.1234-1. 

l7"Small Business Gets a Bundle," Engineering News Record, CLVI 
(September 11, 1958) p. 75. 
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Tax advantages to SBIC investors 

The individual investor in SBIC stock may deduct losses on such 

stock, in full from his ordinary income. The stockholder may, if he 

wishes to do so, claim a loss-carry-back or a loss-ca~ry-over for 

income tax purposes. Although net capital losses of ordinary capital 

assets deducted from ordinary income is limited to $1,000 per year for 

an individual, there is not limit to the amount of loss on SBIe stock 

which may be so deducted. A taxpayer claiming a deduction for a loss 

on the stock of an SBIe must file with his income tax return a state-

ment containing all pertinent information concerning the accrued 10ss.18 

Although investors do not invest in an SBIC or any other company with 

~he idea of losing money, this is still an important advantage to the 

SBIe in inticing investors to help capitalize the SBIC. 

Amendments to the Small Business Investment Company 
Act of 1958 

Since the Small Business Investment Act came into being, there 

have been several changes made to improve the Act. This chapter has 

been concerned with the Small Business Investment Act as it was 

passed in its original form in 1958, making no mention of any 

subsequent changes or revisions. The following pages will discuss 

some of the amendments which have become a part of the Act, in order 

that the reader may have a current understanding of what is contained 

in the Act. 

One of the very important amendment~ to the Small Business 

l8Technical Ammendment Act, loco ~ 



Investment Act which has helped to strengthen the program is the 

authorization allowing the SBA to increase the amount it may lend 
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an SBIC through the purchase of subordinated debentures. The original 

Act set the maximum amount at $150,000. This amount was increased 

in 1961 to $400,000 and again increased in 1964 to $700,000. 19 It 

was hoped that this would stimulate more SBIC's to increase their 

activity in the program. 

In 1961, the SBA placed at $500,000 or, 20 percent of the SBIC's 

combined paid-in capital and surplus, whichever is less, the maximum 

amount which an SBle could invest in a single small business. Three 

years later the dollar limit was removed. Although an SBle is still 

restricted to lending not more than 20 percent of it's paid-in capital 

and surplus to one small firm, this has allowed SBle's with greater 

amounts of capital to make larger loans. Also, some smaller SBle's 

which have been considering mergers in order to form companies with 

a larger financial bases. 20 

Another amendment in 1961 permitted banks, to the extent per­

mitted under applicable state laws, to invest up to two percent of 

their capital and surplus in SBIC's. The former maximum had been set 

at one percent. 2l 

Previous to 1961, an SBIC was permitted to participate only 

with financial institutions in financing small businesses. However 

a 1961 amendment extended to the SBle the opportunity to participate 

19Annual SBA Report, 1961, ~ cit. 

20lbid • 

2llbid • 
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not only with financial institutions, but also with other types of 

investors, incorporated or unincorporated, when participation was 

d ' d 22 eS1.re • This had the effect of opening up many new avenues of 

investment to the SBIC. 

In 1962 the SBA ruled favorably upon the bank guarantee loan 

23 program. This plan was initiated to encourage banks to participate 

with the SBA in supplying operating loans to SBIe's. The plan provided 

for the granting of a loan by the SBA and immediate assignment of the 

loan to a bank under an agreement whereby the bank can deliver the 

note to the SBA at any time and obtain the outstanding principal 

balance. This makes such a loan particularly attractive to a bank 

because of the absence of risk on the part of the bank. 

Due to a 1964 amendment, SBIe's were allowed to invest idle funds 

in savings accounts of any institution insured by the Federal Deposit 

In~urance Corporation. This was an aid to SBIC's in that they could 

receive additional income from money which would have otherwise been 

'dl 44 1. e. 

Another amendment which was of great value to the SBIe program 

was passed in 1964. This amendment granted SBIe's the authority to 

employ common managers. Most SBIe's could not afford to hire full-

time managers who were capable of running an SBIe profitably. Many 

managers were hired on a part-time basis and were not expending their 

full capacity and talent in furthering the interests of the SBIe. 

22Ibid • 

23 This plan, also known as the "stand-by" plan, was ruled as being 
consistant with the intent of the SBIe program by the Comptroller 
General of the United States in September, 1962. 

24Small Business Administration, Annual Report to the President 
and Congress, (Washington: Government Printing Office, 1963) p. 28. 



This, of course, was detrimental to the SBIe program. However, by 

using common managers, two SBIe's could share the cost of hiring a 

competent manager who would have the best interests of both SBIe's 

in mind. 25 

While these amendments which have been discussed are not 

completely inclusive of all amendments passed, they do cover the 

more important ones which have had the greatest effect in strength-

ening the program. The following chapter discusses some of the 

operating experiences of the SBIe's which are functioning at this 

time. 

25Annual Report of the SBA, 1964, lac. cit. --------
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CHAPTER IV 

DEVELOPMENT OF THE SBIC PROGRAM 

The small business investment company program has had two 

distinctly different periods of development since its beginning in 

1958. The first period of development during the 1959 thru 1961 

period was a period of very rapid growth. During this time the SBIC 

indqstry was considered a glamour industry. The second period of 

development came after the stock market decline of 1962. During this 

time period, the program grew very slowly, and problems were numerous. 

This fourth chapter will discuss the growth and development of the 

SiIC program throughout the nation, in order to give the reader current 

information concerning the status of the program. 

Growth of the SBIC Program 

In December 1963, President Johnson made the following statement: 

As one of the original sponsors of the legislation which made 
this program possible, I have followed developments in this 
industry with great interest and am gratified at the role SBIC's 
are playing in assisting small businessmen . . . r see great 
promise in this program and I look to small business investment 
companies to play an increasingly important role in enabling 
small business to s~are in and contribute to a growing and 
prospering economy. 

This statement by President Lyndon B. Johnson reflects the 

opi~ion of several of the nation's businessmen. The following pages 

lEugene P. Foley, "Taking a New Look at the SBrC Industry," 
~ Commercial and Financial Chronicle, (August 20, 1964) p. 20. 
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will discuss this increasingly important role which SBIC's are playing 

in the nation's economy. 

Growth in number~ of SBIC's 

By the time the Small Business Investment Act was passed, much 

interest in the program had been generated. During December of 1958, 

the first nine license applications were received by the SBA. By 

June 30, of the following year, 16 licenses had been issued and an 

additional 46 notices to proceed had been mailed. 2 This rapid rate 

of growth continued during the first three years of the program. By 

the end of 1961, 448 SBrC's had been chartered and 449 proposals were 

under consideration of the SBA.3 

In 1962, however, the program received a serious setback when the 

stock market took its historic plunge. This is clearly illustrated by 

the information presented in Figure 4 on the following page. Because 

the stockmarket decline didn't take place until mid-1962, the number 

of licenses issued did not drop significantly because most of these 

licenses were in process at the time. The number of proposals dropped 

by more than two-thirds however. Practically no proposals were received 

by the SBA during the latter half of 1962. The stock market decline 

and its effect will be discussed in more detail later on in this chapter. 

The following two years, 1963 and 1964 were years of very little 

growth in the SBIC program. During 1963, only 65 licenses were 

2Small Business Administration, ~!Semi-Annual ~eport to.~he 
President ~ Congress, (Washington: Government Printing Office, 1958) 
p. 62. 

3Various Annual Reports of the Small Business Administration 
during the years, 1958-1961. 
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approved, and as of April 1, 1964, 48 additional licenses had been 

approved, bringing the total number of operating SBIC's to 740. 

However, it was generally felt by many, that the SBIC program should 

merit a fresh look by investors. 4 

Capital investments of SBIC's 

50 

The initial proposed capital of SBIC's increased proportionately 

with its growth in numbers. During the first six months of the program 

the proposed capital increased to $33.5 million. Of this total only 

$7.5 involved government subordinated debentures. 5 The fact that SBIC's 

were furnishing almost 80 percent of their capital and were not leaning 

heavily on the Government, was very encouraging to SBIC backers. 

The first public sale of SBIC stock in early 1960 brought an 

additional $31.7 million into the program. As of December 31, 1960, 

an additional $28.8 million in public stock had been registered with 

the Securities and Exchange Commission. Although 1962 showed a 28 per-

cent increase i~~total capitalization, to $533 million, the market 

decline brought about a leveling off in capitalization during 1963 

and 1964. While SBIC capital from private sources increased from $455 

million in 1962, to $478 million in 1963, SBIC capital from the SBA 

increased from $98 million to $116 millione The increase in capital 

borrowed from the SBA during 1964 brought total borrowings from the 

4L. A. Armour, "Businessmen's Risks; Prospects are Brightening 
For The Small Business Investment Companies," Barrons, (April 6, 
1964) p. 3. 

5Small Business Administration, 12th Semi-Annual Report to the 
President and Congress, (Washington: Government Printing Office, 
1959) p. 60. 
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SBA above $165 million while capital stock totals remained practically 

the same as the 1963 total. 

SBIC investments in small concerns 

While SBIC's were eager to obtain charters, they were rather slow 

to start investing their funds in small concerns and had made only 747 

transactions for a total of $30,200,000 as of September 31, 1960. 

However, from this point on, the number of transactions as well as the 

total amount invested in small concerns increased very rapidly. 

September, 1961, brought total transactions up to 2700 for a total of 

$152,000,000 invested. December, 1962, showed 6937 transactions 

completed for a total of $360 million. Activity during 1963 and 1964 

continued at a somewhat slower pace as SBIC's continued to invest in 

small businesses. As of June 30, 1963, 620 SBIC's reported $421.3 

million in financing outstanding. This was an increase of $143 million 

for the year. By March 31, 1964, an additional $70 million was in­

vested in small firms bringing the total amount invested, to $491 

million. 6 

During 1964, a total of $220 million was disbursed to small 

concerns by SBIC's. This increased outstanding balance by only $104 

million however, due to repayments. Figures 5 and 6 on the following 

pages present a graphic representation of investments compared with 

uninvested funds, and a comparison of loans and investments. Further 

informative tables may be found in appendix lA of this study. These 

tables illustrate SBIC loan and equity financing outstanding as of 

61963 Annual report of the SBA. ~ cit. p. 28. 
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September 30, 1964, broken down into the industry receiving the funds, 

the number of borrowers employees, and the borrowers sales. 

Effect of the Stock Market Decline on SBIC's 

The SBIC program experienced rapid growth until mid-1962 when 

the stock market took its spectacular plunge. In the speculative aura 

of the early 1960's, investors eagerly bid up prices of the 50-odd 

SBIC stocks that were being traded to the public. 7 SBIC stock was 

considered glamour stock and many issues were selling at two to three 

times their original offering price. 

After the sudden 1962 market break, SBrC's took part in the wide 

spread disenchantment that spread among glamour issues. SBIC issues 

were among the first to fall, and the stocks of SBIC portfolio companies 

traded over the counter were quick to follow. Losses by some SBIC's, 

industry growing pains, impatient stockholders, and unfavorable 

publicity, compined with other market factors, helped to drop the SBIC 

shares to unrealistically low levels. Not only were virtually all 

SBIC's trading below book value, but for a while many were priced well 

under the value of cash on hand. 8 The information in Table 4 on the 

following page shows how badily some of the leading companies were 

affected by the market plunge. One observer stated shortly after the 

sudden decline that prices at that time made as little sense as did 

7'SBIC' s; Short Lived Glamour; with Data on Leaders," Financial 
World, (October 23, 1963) p. 10. 

8Eugene P. Foley, "Tighter Standards and Liberalizing Changes 
Assure Bright SBrC Future," Commercial and Financial Chronicle, (Aug. 
21, 1964) p. 665. 
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Table 4. Stock losses experienced by 17 leading SBIC's (October 1963) 

SBIC 

Boston Capital 

Business Funds 

Capital for Tech. Industries 

Capital Southwest 

Electronics Capital 

Florida Capital 

Franklin Corporation 

Growth Capital Corp. 

Gulf-Southwest Capital 

Marine Capital 

Midland Capital 

Narragansett Capital 

St. Louis Capital 

Sierra Capital 

S.B.I.C. of New York 

Southeastern Capital 

Techno Fund 

Westland Capital 

Original 
offering 

price 

15 

11 

10 

11 

10 

8 

10 

20 

12 

15 

12~ 

11 

10 

10 

20 

12~ 

12~ 

11 

Recent 
price 

7 

6 

6 

5 

11 

3!:2 

7 

9 

4~ 

7~ 

4 

9 

5 

10 

5 

3~ 

9 

Net 
asset 
value 

$13.24 

10.27 

8.91 

9.96 

12.48 

6.77 

8.96 

16.61 

10.85 

13.19 

11.65 

9.32 

8.96 

9.17 

18.00 

11.23 

7.81 

10.02 

Source: "SBIC's Short-Lived Glamour; With Data on Leaders." 
Financial World, (October 23, 1963) p. 10. 

Dis­
count 

47% 

42 

33 

50 

12 

48 

22 

46 

59 

36 

36 

57 

45 

44 

55 

58 

10 
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the premiums people were willing to pay when SBrC's were new and 

untried. 9 

In the case of SBIC's, a sudden shift of sentiment accompanied 

the market break and worked a double hardship on the companies. While 

the rude awakening of investors, that SBIC stock prices were inflated 

precipitated the plunge in SBIC shares, it also dried up the flow of 

new flotations, which at that time was the primary channel by which 

many SBIC's were obtaining capital. 

The industry was also hurt at that time by some unfavorable 

publicity. Several SBIC's lost their licenses after making improper 

loans. Also, officers of Midwest Capital were indicted for allegedly 

embezzeling the company's funds. This was the first such action 

involving an SBIC. lO 

Since experiencing these adverse conditions, the SBIC industry 

has had a difficult time regaining the confidence of investors. The 

industry has been proceeding with caution, and this cautious approach 

has helped to improve the overall program by improving the quality 

of SBIC portfolios. It has also helped to show investors that SBIC's 

are not "get-rich-quick" vehicles. Although progress has been slow, 

SBIC program officials feel that the program is on stronger footing 

than ever before. ll 

9S. S. Snreder, "After a Spell of Adversity, the SBIC's Now Rate 
a Second Look," Barrons, (July 31, 1962) p. 3. 

IOSBIC's Short Lived Glamour. loco cit. 

llIbid. 



SBIC Cancellations 

Although the SBIC program has experienced a difficult period of 

development since 1962, there have been a surprisingly small number 

of companies that have chosen to relinquish their licenses. As of 

December 31, 1963, a total of 37 companies had surrendered their 

licenses. The first six licenses were surrendered during 1961, an 

additional fifteen licenses were surrendered during 1962, and the 

remaining sixteen were surrendered during 1963. These companies took 

approximately $30 million out of the total capitalization of the pro­

gram. Although this $30 million was removed from the program, a 

considerable part of this amount was already invested in small 

businesses prior to surrendering their licenses. 12 

There were three major reasons for these license surrenders; 

(1) the SBIC wanted to do things which SBA regulations would not 
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permit, such as investing in large businesses, buying listed securities, 

or acquiring a majority interest in a small business; (2) inactivity as 

a result of disagreement in management about what type of investments 

should be made; and (3) developments in the director's other business 

interests which precluded devoting the necessary time to operation of 

the SBIC. 13 

Although SBIC industry officials did not feel that charter 

cancellations were excessive, they did feel that it was time to take 

stock of the program and its goals. Therefore, during July, 1963, 

121963 Annual report of the SBA. ~ cit. p. 26. 

13Ibid . 
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the SBA placed a 90-day moratorium on issuing new licenses for small 

business investment companies. It was hoped that this 90-day moratorium 

would give SBA officials a chance to take stock of existing operations, 

look toward weeding out ineffective companies, develop a program to 

keep SBIC's from channeling funds only into specific industries, and 

chart long-term policies. 14 

Current SBIC Trends 

Capital gains 

Operating statistics on SBIC's still do not shed a great amount 

of light on potential profitability of the program. For the year 

ended March 31, 1963,15 the larger SBIC's earned about 2 percent on 

total loans before application of income tax loss reserves. The 

smaller SBIC's broke about even. Since the industry is still new and 

continuing to build its loss reserves, write-offs during the 1963 

year were about 2 percent of net worth for both large and small SBIC's. 

Few SBIC's had paid income taxes as of March, 1964. 

SBIC's expect most of their profits to come from capital gains 

from security transactions, rather than interest income. Although 

some gains have already appeared, it is still very early in the 

development of the industry to try to determine whether capital gains 

will materialize in sufficient amounts to justify the investment 

l4"A Freeze on Forming New SBIC's," Business Week, (July 11, 
1964) p. 34. 

l5Mos t SBIC's used the 1963 fiscal year for the purpose of 
standardization of operating data. 
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risks required. 16 

Concentration in equity loans 

Most SBIC's concentrate their investments in equity-type securities. 

This is especially true with the larger publicly held companies. This 

is advantageous to the larger companies because they can, in many 

cases, qualify as regulated investment companies, and thus avoid 

corporate taxes. This allows them to seek out investments with a 

lower return and still offer a good yield to their stockholders. The 

economies are such as to gradually compel SBIC's to become larger and 

to qualify as regulated investment companies. 17 

These SBIC's which qualify as regulated investment companies 

are in a position to offer lower interest rates and can therefore 

secure safer investments. Small business concerns may seek out SBIC's 

anywhere in the country, and can therefore be expected to investigate 

offerings of several SBIC's before making a final decision. The 

small business concern with excellent growth potential will probably 

find a number of SBIC's interested in financing it and can probably 

get very favorable terms. 

These SBIC's that concentrate their investments in equity-type 

securities establish a base for future gains on a very favorable 

basis. The majority of such investments are made via the purchase 

of convertable debentures, or debentures with warrants. Both types 

16 Stanley M. Rubel, "Lets take a Fresh Look at SBIC's," Bankers 
Monthly, (March 1964) p. 45. 

l7J • W. Howard, "SBIC's, Their Problems and Prospects," 
Burroughs Clearing House, (October 1962) p. 94. 



of debentures are interest bearing and thus provide the SBIC with 

current income to cover current operating expenses, and at the same 

time, establish the right to share in potential future profits. For 

this reason small concerns which possess good long-range growth pos­

sibilities are of prime interest to the SBIC. At a later date when 

the SBIC's equity interest in the small concern appreciates the SBIC 

is in a position to sell this equity interest in the small concern at 

capital gains tax rates. For this reason, many SBIC's are not as 

interested in high interest rates as they are in an increase of value 

in their equity interest. 

The small business concern can also profit greatly through the 

use of equity funds. They obtain their funds and strengthen their 

balance sheets, and yet have no interest obligation to meet if the 

SBIC purchases either common or perferred stock. 18 

SBIC interest rates 
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Those SBIC's that stress loan agreements charge a higher interest 

rate than SBIC's purchasing equity-type securities. These interest 

rates range from 5 percent to 15 percent, the maximum permitted by the 

SBA. In determining the effective rate, the SBA requires that all 

costs to the small concern be included. Thus, interest, filing fees, 

discounts, commissions, and any other charges must be compared to the 

actual funds disbursed and the total effective interest rate calculated 

on the actual dollar amount outstanding. The majority of SBIC loans 

and investments appear to be made at about a 7 percent to 10 percent 

l8Ibid . 



effective rate. Those SBIC's that specialize in loan agreements only 

average a little higher, usually between 10 percent and 15 percent. 19 

This, of course, is understandable since the SBIC has no opportunity 

to reap a profit through stock appreciation. 

61 

While some SBIC's have indicated that their future investments 

are going to be limited to conservative-type investments, many other 

SBIC's are looking more to the overall potential of a small concern 

rather than the present situation. These latter type of SBIC's are 

particularly interested in and alert to special situations where there 

are management problems, inadequate capital, or unfavorable conditions 

brought about by tight financial situations. They feel that such 

companies offer especially good future profit possibilities. 

Most SBIC's are willing to look at new businesses. The larger 

SBIC's appear to have a number of new companies included in their 

portfolios. These include completely new organizations, as well as 

companies established to buy existing businesses. Although each 

SBIC operates on an individual basis, it is felt that eventually 

most companies will include a broad spectrum of small concerns, 

ranging from the most speculative, to reasonably well secured firms. 

Each will probably modify its policies as experience and judgement 

dictate. 

While there are many other interesting aspects in the develop­

ment and progress of the SBIC program, it would be impossible to 

19Ibid. 



cover all of these in this particular study. However, the following 

chapter is concerned with the SBIC industry in the state of Utah, and 

many other important aspects of the SBIC program will be discussed 

at this time. 
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CHAPTER V 

SMALL BUSINESS INVESTMENT COMPANIES OF UTAH 

At years end, 1964, more than 700 SBIC's were in operation 

throughout the country.l The latest list of these 700+ companies, 

published by the SBA, lists six companies in the state of Utah. 

These six listed SBIC's are: (1) Creative Capital Corporation, 

(2) Empire Capital Corporation of Utah, (3) First Capital Corporation 

of Utah, (4) Intermountain Capital Corporation of Utah, (5) Lockhart 

Capital Corporation, and (6) Utah Capital Corporation. Since the time 

of this publication however, First Capital Corporation of Utah no 

longer has possession of an SBIC charter. This SBIC merged with 

Intermountain Capital Corporation of Utah., leaving a total of five 

SBIC's in the state of Utah. 

A questionnaire was developed and administered by the author, to 

key executives of each of the Utah SBIC's. This chapter is devoted to 

a presentation of the findings of this questionnaire. 

Findings of the Questionnaire 

Dates Utah SBIC's received charters, 

It can be observed from Table 5 that three of the five Utah SBIC's 

were formed during the 1960-1961 period during which time the SBIC 

industry was rated among the glamour industries. However, two charters 

11964 Annual Report of the Small Business Administration,~ cit. 
p. 30. 



Table 5. Dates charters were issued to Utah SBIC's 

Number of Percentage of 
Date charter was issued SBIC's Utah SBIC's 

1959 0 0 

1960 1 20 

1961 2 40 

1962 0 0 

1963 2 40 

1964 0 0 

Total 5 100 

Source: Data taken from questionnaires used while interviewing Utah 
SBIC's. 

were issued in Utah after the stock market decline. These two charters 

were issued during 1963. This speaks well for the confidence of in-

vestors in these two companies. 

Number of initial stockholders 

The five SBIC's in Utah varied widely in the number of initial 

stockholders. SBA regulations set the minimum number of stockholders 

at ten. There is no restriction concerning the maximum number of 

stockholders. While the majority of Utah SBIC's reported have 20 

or less initial stockholders, one company reported having 55 (Table 6). 
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Table 6. Number of initial SBrc stockholders in Utah SBIC's. 

Number of SBIC's Percentage of 
Number of initial stockholders reporting 'Eotal SBIC's 

1-10 2 40 

11-15 1 20 

16-20 1 20 

21-25 0 0 

26 or more 1 20 

Total 5 100 

Source: Ibid. 

Amount of beginning capital and surplus 

From Table 7 i~ can be observed that three of the five Utah SBIC's 

were organized with minimum, or near minimum capital. The minimum 

amount of capitalization required by SBA regulations is $150,000. 

However, the amount of initial capitalization is in no way predictive 

of the future success of a SBrC. As an example, taking the two most 

active and financially successful SBIC's in Utah, one was incorporated 

with near minimum capitalization, while the other began operations 

with practically double the amount of initial capitalization. 

Comparison of number of applications for financial 
aid received, and applicants financed 

Table 8 indicates that a little over ten percent of the appli-

cations received by Utah SBrC's are being financed through the SBIC 



Table 7. Amount of beginning capital and surplus of 5 Utah SBIC's. 

Amount of beginning 
SBIC capital and surplus 

SBIC 111 $150,000 

SBIC 112 300,000 

SBIC 113 152,000 

SBIG 114 310,000 

SBIC 115 152,000 

Source:. Ibid. 

Table 8. Comparison of number of applications for financial aid 
received, and number of applicants receiving financial 
aid from 5 Utah SBIC's. 

Approximate number of 

SBIC 
Applications Applicants 

received financed 

SBIC III 75 7 

SBIC 112 200 15 

SBIC 113 30 0 

SBIC 114 40 1 

SBIC 115 50 20 

Total 395 43 

Source: Ibid. 
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program. Both the number of applications received, and the number 

of applicants financed would undoubtedly be much higher if all 

companies in the Utah area were actively engaged in seeking SBIC 

business. The lack of industry in Utah makes it very difficult for 

SBIC officials to operate profitably without having other sources 

of income. Often Utah SBIC's are only a business sideline. As can 

be observed from Table 8, one company has never granted any small 

firm financial assistance, and another company has only assisted 

one small firm. It could be assumed that these two SBIC's are not 

representative of the SBIC program as a whole. The other three Utah 

companies are offering approximately 10 to 15 percent of their 

applicants financial assistance. 

Percentage breakdown of invested portfolio 

As can be readily observed from Table 9, Utah SBIC's follow a 

somewhat similar pattern of investments. While the SBIC program 

was planned around the purchase of small firm equity through the 

use of convertable debentures, none of the Utah SBIC's have made 

any use of convertable debentures. One SBIC has concentrated 

completely in making term loans, while two others have divided 

their investment portfolio between term loans and other equity 

securities. 
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Table 9. Percentage of portfolio of 5 Utah SBIC's invested in term 
loans, convertable debentures, other equity securities, 
or government securities 

Percent of portfolio invested in 

SBIC 
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Term loans Convertable 
debentures 

Other equity 
securities 

Government 
securities 

SBIC 111 100 o o o 

SBIC 112 40 o 60 o 

SBIC 113 o o o o 

SBIC 114 o o 100 o 

SBIC 115 83 o 17 o 

Source: Ibid. 

Concentration of investments 

The question was asked, "Do you expect to concentrate your in-

vestments in new firms, or established firms?" The third alternative 

given was "No Set Policy." To this question, all five Utah SBIC's 

stated that they had no set policy in making investments in small 

businesses. 
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Type of income emphasized 

Table 10 indicates the type of SBIC income emphasized by Utah 

SBIC's. As indicated, four of the five SBIC companies were interested 

in only one type of income, while one company stated that both growth 

and capital appreciation and interest income were emphasized within 

the company. 

Table 10. Type of income emphasized by Utah SBIC's. 

Income emphasized 

Growth and capital appreciation 

Interest income 

Both of the above mentioned 

Total 

Source: Ibid. 

Number of 
respondents 

1 

3 

1 

5 

Concentration of investments in specific industries 

Percentage 
of SBIC's 

20 

60 

20 

100 

As was mentioned earlier in this study, many SBIC's were developed 

to render assistance to one specific industry. These specialized 

SBIC's are usually managed by a group of highly trained experts in the 

industry in which they concentrate. When asked the question, "Do you 



expect to concentrate your investments in only one industry, or, 

diversified industries?", all five Utah SBIC's stated that they did 

not intend to limit themselves to investing in anyone specific 

industry. None of the five Utah SBIC's are managed by specialized 

groups of industry experts. 

Total charge to borrowers 
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SBA regulations state that all charges incurred by the SBIC in 

the investigation of an applicant, and the granting of financial 

assistance to that applicant, must be included in the total interest 

charge on the loan. Table 11 indicates the most frequent total charge 

to small business concerns when receiving financial assistance from 

Utah SBIC's. The information is broken down into a category for 

loans, and securities. 

Investigation costs borne by SBIC or customer 

Although all costs of granting financial assistance must be 

included in the total interest rate charged by a SBIC, the SBIC may 

choose not to pass these costs, as such, on to the customer. When 

asked whether investigation costs were borne by the SBIC or the 

customer, one company stated that the customer always paid investi­

gation costs, one SBIC stated that costs were borne occasionally by 

the SBIC and occasionally by the customer, and two SBIC's stated 

that they always absorbed investigation costs themselves. One 

company declined to answer. 



Table 11. Most frequent total charge to borrower by Utah SBIC's. 

Number of SBIC's charging 
Total charge to borrower 

loans securities 

Less than 1% 0 0 

1% - 2.9% 0 0 

3% - 4.9% 0 0 

5% - 6.9% 0 0 

7% - 8.9% 2 2 

9% - 10.9% 2 1 

11% or more 0 0 

Source: Ibid. 

Note: Totals do not equal 5 because some companies specialized in 
making "only loans," or "only security investments." 

Security provisions and additional restrictions 

While it is not possible to include in a questionnaire, all 

security provisions which a SBIC may demand, six provisions which 

the writer considered important were included. Table 12 shows which 
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of these provisions Utah SBIC's require when giving granting financial 

loans to small business firms. Table 1@ indicates whether two addi-

tional restrictions were placed upon small firms when receiving money 

from Utah SBIC's. 

Management and advisory services 

Utah SBIC's were asked to indicate whether they offered manage-

ment and advisory services to the small firms that received loans 



Table 12. Security provisions required by Utah SBIC's. 

Provision 

Acceleration of due date 
for delinquency 

SBIC employee as board 
member of small firm 

Insurance 

Management contract 

Penalty for pre-payment 

Delinquency charge 

Source: Ibid. 

Number of SBIC's 

r.equiri;.ng 

2 

3 

I 

0 

0 

I 

not 
requiring 

2 

I 

3 

4 

4 

3 

Percentage 
requiring 

50 

75 

25 

0 

0 

25 

Table 13. Additional restrictions placed upon small business firms 
by Utah SBIC's 

Number of SBIC's 
Percentage 

Restrictions requiring not requiring 
requiring 

Salaries of officers 2 3 40 

Additional indebtedness 4 I 80 

Source: Ibid. 
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from them. All Utah SBIC's indicated that they did offer these services. 

However, when asked whether the SBIC's utilized the advisory services 

of the Federal Reserve System or the Department of Commerce, all Utah 

SBIC's stated that they did not. 

Frequency of use of Utah SBIC advisory 
and management services 

Utah SBIC's were asked to state whether small business concerns 

made frequent use, infrequent use, or no use at all, of the manage-

ment and advisory services offered them by SBIC's. All five SBIC's 

indicated that their management and advisory services were in-

frequently used. When questioned further by the author, as to the 

reasons why SBIC officials felt that these small concerns did not 

utilize advisory and management services offered them, officials of 

the five Utah SBIC's stated that in their opinions, the small business 

concerns felt that they were not in~:need of management or advisory 

services. The small concerns felt that their problems were in other 

areas, and that the firms were being managed efficiently. 

Sources used for contacting prospects 

Utah SBIC's were asked which sources they used to contact pros-

peets. As is indicated in Table L~, personal contact and contact 

through banks are the two most frequently stated sources of con-

tacting prospects. 

Reasons small firms need SBIC money 

The question was asked, "In those small business concerns which 

you have lent money or invested, what have been the two most important 



Table 1~. Sources used by Utah SBIC's for contacting prospects 

Source 

Advertising (Newspaper 
or Periodicals) 

Investment bankers 

Banks 

Stockholders 

Lawyers 

Direct mail 

Personal contact 

Source: Ibid. 

Number of SBIC's Percentage of 
using source SBIC's using 

source 

1 20 

0 0 

3 60 

2 40 

1 20 

1 20 

4 40 

or frequently stated reasons for the need of the money?" Table 15 

gives a breakdown of the reasons given by these small business 

concerns when making application for SBIC money. 

Criterion for accepting or rejecting applications 

Utah SBIC's were asked to state the criterion upon which they 
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based their decision to approve or reject an application for financial 

aid. While this is a very difficult question to generalize on, four 

of the five SBrC's submitted answers as indicated in Table 16. 

Financial statements required by SBIC's 

Utah SBIC's were asked what financial statements and other 

reports were periodically required from their customers, and how 
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Table 16. Most frequent reasons cited by Utah small firms for applying 
for SBIC aid. 

Reason 

Additional capitalization 

Expansion and growth 

Consolidate indebtedness 

Capital investment 

Product development 

New business venture 

Increase sales, research, etc. 

Source: Ibid. 

Number of SBIC's reporting 

Most frequent 
reason given 

2 

2 

o 

o 

o 

1 

o 

Second most 
frequent reason 

o 

o 

2 

1 

1 

o 

1 

Table 16. Most important criterion used by Utah SBIC's in accepting 
or rejecting applications for aid 

Criterion 

Security 

Product potential 

Credit 

Management potential 

History 

Source: Ibid. 

Number of SBIC's reporting 

Most important 
requirement 

1 

1 

o 

3 

o 

Second 
most important 

requirement 

1 

1 

1 

1 

1 



often these were required. All SBre's stated that general profit 

and loss statements, balance sheets, etc., were required. They also 

stated that often it depended upon the specific customer whether 

these statements and reports were required monthly, quarterly, or 

annually. 

Small business reluctance to give up equity interest 

When asked if Utah SBre officials had noticed much reluctance 

on the part of small businessmen to give up an equity interest in 

their small businesses, four of the five Utah SBre officials inter­

viewed stated that small firms were quite reluctant to bring in 

outside interest. This was especially true when dea~ing with the 

small one-owner operations. 

SBre program improvements 
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The final question on the questionnaire asked Utah SBIe officials 

to state what improvements they felt would increase the effectiveness 

of the small business investment company program and the operations 

of all SBre's. Table la gives the reasons stated by SBIe officials 

in the state of Utah. 



Table 1]. SBIC program improvements as suggested by Utah SBIC's. 

Suggested 
improvement 

Simplify accounting procedure 

Reduce SBA influence on SBIC's 

Reduce overall restrictive 
regulations on SBIC's 

More flexibility in interest 
rates SBIC's can charge 

Reduce SBA restrictions on 
real estate investments 

Reduce number of reports 
required by SBA 

Source: Ibid. 

Number of SBIC's 

Requesting 
improvements 

3 

2 

4 

2 

2 

2 

Not requesting 
improvements 

2 

3 

1 

3 

3 

3 
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CHAPTER VI 

SUMMARY AND CONCLUSIONS 

Summary 

Four major objectives were included in this study of the small 

business Investment Company program. These objectives were: 

(1) to present the reader with a brief analysis of small business 

financing problems and fund sources prior to 1958, (2) to present 

a discussion of the Small Business Investment Act of 1958 with 

it's provisions and amendments, (3) to present a discussion of the 

program established from the Small Business Investment Act, and 

(4) to present factual information concerning the small business 

investment companies operating in the state of Utah. 

The first objective was discussed in chapter II. After 

reviewing the financial needs of the small firm, and comparing these 

needs with the sources of small business funds, it becomes evident 

that there is a serious lack of growth capital for many of the nation's 

small businesses. These financial needs of small firms, and large 

firms alike, can be linked closely with the different growth stages 

which the firm passes through. It is during the early growth stages 

that the firm's capital needs are greatest, and yet, the small firm 

cannot meet the safety provisions of the conventional lending insti­

tutions. 

Generally, by the time the firm has progressed from the beginning 



stage to the early growth stages, it has outgrown the private 

investor and has practically no place to turn for long-term growth 

capitalo Short-term loans are available if the man~ger has good 

credit. Also, small firms receive a considerable amount of short­

term credit from larger wholesalers in the form of trade credit. 

Generally, it is only with loans of five to twenty years that the 

businessman finds the sources to be practically non-existant. 

Several different groups have made studies prior to 1958, to 

investigate the financing problems of small businessmen. Perhaps 

the most comprehensive study was submitted by the Federal Reserve 

System to the Committee on Banking and Currency and the selected 

Committees on Small Business on April 11, 1958. The Federal 

Reserve officials stated in their study, that they felt the over­

all data suggested that the net direct discrimination suffered 

by small firms was not severe, because a significant part of loan 

increase for large firms came to the small ones in the form of 

increased trade credit. Also, the short-term demand for loans was 

satisfactorily being met. However, the small businessman did have 

a serious problem in obtaining long-term growth capital, and the 

study group felt that the small businessman needed an institution 

to which he could bring his case for long-term capital. 
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The second objective of this study was discussed in Chapter III. 

Here, the Small Business Investment Act, as it was passed in 1958, 

was reviewed. As was stated in the chapter, the objective of the 

Small Business Investment Act is to stimulate the flow of long­

term capital to small business firms, through privately owned and 
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operated small business investment companies. With a minimum capitali­

zation of $150,000, a group of investors may, after complying with 

SBA regulations, apply for a charter and form a small business in­

vestment company. The SBIC may assist small businessmen through 

long-term loans or through equity capital. The SBIC's profit will 

be derived either through interest or through the sale of a small 

firm's stock which has appreciated. Chapter III explores the 

regulations of the Small Business Investment Act and the many ways 

SBIC's may operate and assist small business firms. 

The third objective of this study is to discuss the progress 

which the small business investment program has made since it began 

operation in 19580 Chapter IV discusses the program's growth from 

1958 to 1964, at which time there were over 740 operating SBIC's. 

These SBIC's had invested over 725 million dollars in small business 

concerns by the end of 1964, proving SBIC's value to the small 

business community. 

The 1962 stockmarket decline has had serious and lasting 

effects on the SBIC industry's progress. Prior to 1962, the 

program growth had been rapid. Since 1962, the growth has been 

very slow, and the SBIC's have been experiencing many problems. 

SBIC stocks were listed among the glamour stocks before the market 

break, but in many cases, ever since 1962, the stocks of many SBIC's 

have been selling below the initial offering price. In order to try 

to help the industry to get back on its feet, the SBA placed a 

freeze on the formation of new companies during July, 1964. During 

this time, policy changes were made and steps were taken to strengthen 
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the SBIC program. The latter part of Chapter IV discusses some of the 

current operating practices of SBIC's. 

The fourth and final objective of this study is contained in 

Chapter V. Here, the small business investment program in the state 

of Utah was analyzed. A questionnaire was administered by the author 

to officials of the five SBIC's in the state. From this questionnaire 

the following information was gained: 

The five Utah SBIC's formed in the 1960-1963 period varied 

considerably in many respects. While one of the companies is relatively 

inactive, the other four SBIC's have granted loans to 43 different 

applicants, out of the 395 applications they have received. Most of 

these loans have been in the form of term loans. 

It was found that the majority of Utah SBIC's were more interested 

in interest income than capital appreciation of stock. This was 

expected because of the small amount of equity financing undertaken 

by Utah SBIC's. The interest rates charged by Utah SBIC's ranged 

from j-to 10 percent of the loans. 

The security provisions and restrictions enforced by Utah SBIC's 

varied greatly among the companies. The services offered by the 

companies, however, did not vary. All five SBIC's offered manage­

ment and advisory services, but SBIC officials indicated that these 

services were infrequently used. 

Personal contact was the most frequent source used to contact 

customers. These loan applicants stated to SBIC officials that their 

greatest need for SBIC money was for additional capitalization for 

expansion and growth. 



Utah SBIC officials used different criterion for accepting or 

rejecting loan applications. Although each SBIC had different 

criterion, their officials seemed to place great emphasis on manage­

ment potential as an indicator of the future success of the firm. 
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The final question asked Utah SBIC officials concerned the 

improvements in the program which they felt were needed. While the 

answers varied, most of the officials stated that they felt that the 

SBA was too restrictive in the overall control of the program, and 

the program contained too much "red tape." They felt that accounting 

procedures were too complicated and time consuming. 

Conclusions 

When the officials of the five existing SBIC's in Salt Lake City, 

Utah were interviewed concerning their companies and the operations, 

they were also asked to state their feelings concerning the future of 

the SBIC program. Their answers varied from one executive who stated 

that he felt that the SBIC industry was on the verge of becoming a 

profitable business, to another company official's statement which 

was exactly the opposite. This latter official felt that the SBIC 

program was a poor program and was doomed to failure. 

The SBIC program has always been a very controversial program, 

and many pro and con statements have been made about it's progress 

and future. By almost any measure, the operating success of most 

SBIC's has been only fair. A few of the larger companies were 

doing well before the stock market decline of 1962, but even these 

companies have experienced many difficulties since the market decline. 



84 

The past record should not be taken as a prediction of the future 

however. The industry is still new and it is very difficult to judge 

the program at this time 0 Many of the companies have been operating 

for only a couple of years and have not yet realized a profit. This, 

however, does not mean that they will not do so in the future. 

Perhaps after the necessary incubation period, these companies will 

report a profit and go on to become very successful companies. 

Perhaps one reason for the slow progress of the program is the 

lack of full-time officers. The majority of the SBIC officials are 

involved in SBIC activities only on a part-time basis. In fact, most 

SBIC's are being run as a sideline, along with another business 

interest. This alone, is not a healthy environment. Add to this, 

the relatively small amount of capital invested in most SBIC's and 

there is an indication of the reason so many SBIC's are lying dormant. 

As was stated by one Utah SBIC official, "If we could afford to 

operate this SBIC as a full-time business and put our full time and 

talents into its operation, I am certain we could do a much larger 

business." He stated further that the SBIC could not afford to 

operate if the SBIC had to absorb overhead and pay salaries to full­

time employees. 

While the greater majority of SBIC's offer management and 

advisory services, the bulk of small concerns dealing with SBIC's 

are not making use of these services. This would indicate that 

SBIC's are not doing a complete job of selling themselves and their 

services. Because most of these small businessmen feel that they 

are not in need of these services, it is the responsibility of the 



SBIC officials to help these small firm managers to recognize their 

problem areas and help solve theme This is as important a part of 

the SBIC program as the actual disbursement of money. The SBIC 

program was developed to strengthen small business. 
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The SBIC is faced with two difficult and often conflicting 

tasks. They must screen all applicants and reject the overwhelming 

majority, and yet, continually seek ways of encouraging more pros­

pects to apply for financing. This high rejection rate is necessary 

in order to conclude the best investments and work toward the welfare 

of their stockholders. 

An SBIC, just as any other lending institution, must insist 

that any firm obtaining funds from them must have good management, 

a good competitive and profit outlook, and be a credit worthy firm. 

SBIC officials estimate that the overwhelming majority of firms 

to which they have lent money, or in which they have invested, 

would have been unable to obtain financing on similar terms from 

any other source; some SBIC officials claim that most of their 

applicants are completely uncreditworthy. To a certain extent, 

this is expected however, since in the majority of cases, the SBIC 

is a "last resort" financial source. 

It is felt by many, and the number of applications recieved 

by SBIC's bears this out, that small business concerns are interested 

in the SBIC program as a new source of financing growth and expansion. 

Many small business managers have stated their intentions of using 

this source of funds to continue their progress. However, many small 

firm managers fail to recognize, that the SBIC program is still new 



and is experiencing more than it's share of growth problems. Some 

have spoken out harshly against the SBre program. However, the 

principal behind the program is a sound one. There is definate1y 

a demand for a source of long-term funds for small businesses. The 

SBre program can help to supply this capital. Given an opportunity 

to show it's worth, without another setback like the 1962 stock­

market decline, the SBre industry will grow into a profitable 

industry and be of great value in helping to fill the financial 

void facing many small businessmen in their search for new sources 

of long-term growth capital. 
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Appendix A 

Table 18. Loan and equity financing outstanding balances of 664 
small business investment companies (September 30, 1964) 

Industry 

Ordinance and accessories 
Food and kindred products 
Tobacco manufacturers 
Textile mill products 
Apparel and similiar products 

Lumber and wood products except furniture 
Furniture and fixtures 
Paper and allied products 
Printing, publishing and allied products 
Chemicals and allIed products 

Petroleum refining & related industries 
Rubber & miscellaneous plastic products 
Leather and leather products 
Stone, clay and glass products 
Primary metal industries 

Fabricated metal products except machinery 
Machinery, except electrical 
Electrical machinery, equipment & supplies 
Transportation equipment 
Professional, scientific, etc., equipment 
Miscellaneous manufacturing industries 

Total manufacturing 

Total non-manufacturing 

Total all industries 

Number Amount 

24 $ 1,489,627 
162 9,081,118 

1 60,000 
26 1,036,619 
43 2,478,918 

63 4,725,642 
84 3,725,695 
27 1,603,228 

156 5,443,757 
139 8,120,150 

8 2,188,845 
145 5,847,043 

19 1,206,831 
57 3,450,638 
24 2,484,516 

277 20,225,290 
135 13,877,343 
476 36,782,414 

36 1,307,193 
397 39,786,605 
399 29,757,610 

2,698 $194,679,082 

8,602 219,731,702 

11,300 $524,421,785 

Source: Memorandum Noo 65-20, Small Business Administration, 
(Washington: Government Printing Office), April 9, 1965. 
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Table 19. Loan and equity disbursements of 664 small business investment companies for 6 months 
ended September 30, 1964 (by number of borrowers employees) 

Number of employees Number Amount 
of manufacturing small of Percent of Percent 

business concerns disbursements disbursements 

0 9 employees 149 31.4% $ 2,411,745 10.0% 

10 19 employees 98 20.7 2,720,724 11.3 

20 49 employees 82 17.3 3,160,278 13.1 

50 99 employees 88 18.6 7,508,547 31.2 

100 - 249 employees 43 9.1 6,046,445 25.1 

250 - 499 employees 7 1.5 1,627,659 6.8 

500 - or more employees 3 .6 340,000 1.4 

Number not known 4 .8 234~975 1.0 

Total manufacturing concerns 474 100.0 $24,050,373 99.9%a 

~ 

aTotal does not equal 100% due to rounding. 

Source: MemorandumN~ 65-20, Small Business Administration, (Washington: Government Printing 
Office), April 9, 1965. 
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Table 2ID. Loan and equity disbursements of 664 small business investment companies for 6 months 
ended September 30, 1964 (by borrowers annual sales) 

Number Amount 
Annual sales of non-manufacturing of Percent of Percent 

small business concerns disbursements disbursements 

$ ° $ 49,999 768 38.4% $22,033,991 30.6% 

50,000 99,999 387 19.3 10,141,228 14.1 

100,000 249,999 385 19.2 12,775,330 17.6 

250,000 499,999 185 9.2 9,267,990 12.9 

500,000 999,999 143 7.1 6,116,836 8.5 

1,000,000 1,999,999 70 3.5 5,806,742 8.1 

2,000,000 and over 45 2.2 5,006,421 7.0 

Annual sales unknown 19 .9 837 2619 1.2 

Total non-manufacturing concerns 2,002 99.9%a $71,956,217 100.0% 

aTotal does not equal 100% due to rounding. 

Source: Memorandum No. 65-20, Small Business Administration, (Washington: Government Printing 
Office), April 9,1965. 

\0 
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Appendix B 

Questionnaire used for Utah SBIC Survey 

1. Name of Agency? 

2. Date SBIC license was received? 

3. Number of initial stockholders? 

4. Amount of beginning capital and surplus? 

5. Was there subsequent SBIC stock offerings? Yes No --- ---
6. Since the formation of your company, approximately how many 

applications for financial aid have you received? ________________ __ 

7. To how many of these applicants have you given financial aid? ____ _ 

8. Approximately what percentage of your investment portfolio is 
made up of: 

A. Term loans? % 
B. Convertible debentures % 
C. Other equity securities % 
D. Government securities % 

9. Do you expect to concentrate your investments in: New Firms? ____ -
Established Firms? No Set Policy? ____ _ 

10. What type of income do you emphasize for your company? Growth and 
Capital appreciation Interest income Both ____ _ 

11. Do you expect to concentrate your investments in only one specific 
industry? Diversified industries? ___ _ 
If "one specific industry," please specify. ____________ _ 

12. What are your approximate investment costs per application? ______ _ 

13. What is your typical or most frequently used total charge to the 
borrower? Loans % Securities % 

14. Are investigation costs borne by the SBIC? _____ or Customer? ___ _ 

15. Generally, do your loan or equi!=y, secuti~y'provisions provide for: 
Acceleration of due date for delinquency? Yes No ____ _ 
Employee of SBIC as board member? Yes No ___ _ 
Insurance? Yes No ----Management contract? Yes No ___ _ 
Penalty for prepayment? Yes No 
Delinquency charge? Yes No ____ _ 
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16. What additional restrictions do you place on small business concerns? 
Salaries of officers? Yes ___ No __ _ 
Additional indebtedness? Yes No __ _ 
Others? (Please specify) 

17. Do you offer management or advisory services? Yes ____ _ No __ _ 

18. To what extent do small business concerns use these services? 
Frequently Infrequently Not at all 

19. Is it your policy to participate with other SBIC's or institutions? 
Yes No __ _ 

20. How many small business concerns have incorporated in order to 
obtain equity capital from you? 

21. How many small business concerns have established a market for their 
stock as a result of your investment in them? 

22. contacting prospects? 
Banks 

Which of the following sources do you use for 
Advertising (Newspaper or periodical) 
Investment bankers 

--- ----------
Stockholders -------------------Others (specify) 

23. In those small business concerns which you have lent money or 
invested what have been the two most important or frequently 
stated reasons for the need of the money? 

(1) 
(2) 

24. On what criterion do you base your decision to reject or approve 
an application for: 

A term loan? 

A debenture issue? 

Other equity issues? 

25. What financial statements and other reports do you require periodi­
cally from your customers? 

How often? 

26. Have you noticed much reluctance on the part of your applicants to 
give up an equity interest in their small businesses? 
Yes No __ _ 

27. Have you utilized the advisory services of the Federal Reserve 
System or the Department of Commerce? Yes No ----
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28. Please list below, in order of importance, three improvements which 
you feel would increase the effectiveness of the Small Business 
Investment Act and the operations of the Small Business Investment 
Companies. ' 

(1) 

(2) 

(3) 
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