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109 East University
Bloopmington, Illinois
April 23, 1967

Professcor Oliver R. Luerssen
Business Administration Department
Illinois Wesleyan University
HBloomington, Illinois

Dear Professor Luerssen:

A research project was authorized by the Illinois Weslevan
Business Bepartment in the Spring of 1966, in conjunction with
my gandidacy for Departmental Honors. The report which accom-
panies this letter is both a record and a product of my research
in regards to the research assignment.

The topic which I chose was the United States Small Business
Administration. The scope of the report is necessarily broad,
for the purpose was to study the services aveilable to small
businesses in the United States through the fagilities of the
Administration. The information presented here

iérdireated' toward the Faculty and students of the Illinois
Uesleyan UniversitywBusiness Administration Department,.

Please note that the appendix of the report is a separate
addition, due to the legal-=size paper enclosed therein, and
"end-noting" has been used to footnote sources consulted.

In addition to the sources listed in the bibliography of
the report, information for thisstudy was obtained through
persongzl interviews I had in Chicago, Illinois with the Small
Business Administration's Area and Regional Directors, the
Financial Assistance Director, the Ilanagement Assistance Director,
and the Small Business Investment Company Director. I z2lso
visited the Continental Bank of Illinois,in Chicago for an
interview with an officer of Continental's Small Business Loan
staff.

Mention should also be made of my appreciation to
Senator Everett M. Dirksen, who kindly supplied the reports
of the Congressional Investigations intoc the operations of the
Small Business Administration and the Small Business Investment
Companies, which were conducted in 1966. His assistance was
very helpful.

It is my hope that this report will be informative and
useful to you and the Business Department. Please let me
know if I can supply any further information.

Sincerely yours

David C. Case
Senior Business Administration Major

ii
Tilinoies VWes. sqan Undv. Libraries
Bloominegton., Ill. 61701
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SECTION I
INTRODUCTION
Problems of Small Businesses in the Economy

America's small business concerns operate in our huge
economic cemplex, along side some very large economic siants.

In this economic environment, these small businesses are sometimes
confronted with many problems. Foremost among the problems that
small business faces are management weakness-—involving the lack
of management ability, and financial weakness—relating to the
lack of adsguate capital and ¢redit.

These and other problems sometimes cause semg people to claim
that small business is dead. However, Robert R, Natham Associates,
after conducting a study of opportunities for small business,
reporcted in 1965 that:

'Small business is not dead, and reports stating

such have been greatly exaggesrated. Neither economics
of scale, nor corporate glantism, nor massive
government procurement, nor automation, nor taxation
hag reduced the small businessman to insignificance.

flany opportunities for small business exist; yeit, small
business ig confronted with the resulting inadsguacies of smallness

in a huge economy.

Creation of the Small Business Administration

Farly in the 1950's, the two Congressional champions of small
business, the United States House and Senate committees on small
business initiated action resulting in the creation of the United

9

States Small Business Administration in 1953. 1In this repors

we will be congezned with what the Small Business Administration

is doing to aid and promote small business.




Purposes of the Small Business Administration

The Small Business Administration (SBA) was crsated with
the purposes of assisting, counselling, and protecting the
interests of small business concerns. It endeavers to insure
that a fair share of CGovernment purchases and contracts for
supplies is apportioned to small business. It makes loans to
qualifying small business concerns and tries to aid small firms
in improving their management skills. Finally, the Small Business
Administration is responsible for licensing, regulating, and

loaning funds to Small Business Investment Companies (SBICS).2

Functions of S5BA

The Small Business Administration has four major functions,
that originate from the purposes of the agency. They include:

1. Financial assistance

2. Management assistance

3+ Procurement assistance

4, Responsibility for Small Business Investment Companies
SBA's programs and activities relating to each of its four major
functions will be presented later in this report, after a broad

look at the organization and scope of the agency.

Organization of the Small Business Administration

The external organization of 5BA is geographically structured.
The Small Business Administration has seventv-two offices located
in major cities throughout the nation. SBA's head-office is in
Washington, D.Ce.

Within the agency management is the responsibility of an
Administrator, who is appointed by the President with the consent
of the Senate and four Deputy Administrators, who are appointed
by the Administratar.4 On June 30, 1966 SBA personnel totaled
4,106 employees. Of that number, 846 were working in the Washington
oFFicee5 The Small Business Administration's personnel were
responsible for administering $1,800,000,000 in total cummulative

appropriations to SBA's revolving fund, as of June 3051966e6

SBA's Scops of Activity
According to the Small Business Administration, and the

National Federation of Independent Business, two percent of U.S.
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small businesses have at somg time depended on SBA for ald,
especlally {or financing, When considexring all of the organized
sources of loan funds or credit, one discowvers that of all small
businesses two percent depend on the Small Business Administration,
twenty=~two percent deal with banks, and savings and loans, and
seventy—~six percent work with suppliers, manufacturers, or others
in obtaining needed i“undsa7

Although the percentage of small businesses that have dealt
with the Small Business Administration appears to be low, small
business is not a small interest group. Depending upon the
definitions regarding size, small businesses comprise up to 4,7
million of the nation's 4,9 million business units, or ninety=five
percent and employ 30 million Americans‘,8

Now we will consider SBA's programs in relation to its

four functions,

SECTION II
SBA'S FINANCIAL ASSISTANCE PROGRAHM
The Program in General

Size Definditign

If a small business falls within the size definitions set
by the Small Business Administration, it may qualify for a loan
from the agency. SBA defines a small business as one that"does
not dominate its field, and has assets of $5 million or less,
net worth of %$2%4 million or less, and average net income of

o . . 2
& million or less in the two most recent years of Wusiness."

Loan Characteristics

The Small Business Administration's financial assistance
program conforms very glasely with the general characteristics
of most Government loan programs., Such programs are character=
ized bys

1e fAwvoidancs o competition with private lenderns

2. Empnasis on secured loans

3o filaborate orocedures on loan acguisition and
servicing

4, lLarge proportion of applicatiocns denied

5, Uniform interest rates

6. The subsidy element

7. Unicue loss experience




SBA loans are no excePtion to these general rules,

There are several reguirements and restrictions that the Small
Business Administration has set in administering its financial
assistance program. One important restriction applies to all
loans. The agency, by law, can not make a locan if a business can
obtain funds from a bank or any other private source. Therefore,
in cities of 200,000 or more, a business or individual must be
turned down by two banks before applying to SBA for a loan. In
addition, applicants are required to comply with SBA regulations
that "there will be no discrimination in employment or services

to the public, based on race, color, or national origin‘”11

Loan Restrictions (Ineligibility)

The Small Business Administration's position is clear in
regards to restricting its lending. SBA says that "because it
is a public agency using taxpayers' funds, it has an unusual
responsibility as a lender." For this reason, certain applications
are rendered ineligible. The Small Business Administration will
not make business loans under these conditions:

1. If the funds are otherwise available on
reasonable terms
2, If the loan allowsﬁgbeculation in any kind
of property
30 If the applicant is a non-profit enterprise
4, If the loan finances recreational or amusement
facilities, unless the facilities contribute
to the health or general well-being of the
public
5. If the applicant is a newspaper, magizine,
book publishing company, radio broadcasting
company, or similar enterprise
6o If fifty percent or more of the net sales of
the applicant is derived from the sale of
alcoholic beverages
7. If any of the gross income of the applicant
(or any of its principal owners) is derived
from gambling activities
8, If the loan provides funds to an enterprise
- primarily engaged in lending or investments
9. If the loan encourages monopoly or is
inconsistent with the accepted standards of
the American system of free competitive enterprise
10, If the loan finances real prgperty that is,
or is tec be, held for sale or investment
11, If the loan is used to relocate a b¥§iness for
other than sound business purposes.



Loan Reguirements

In addition to the loan restrictions, the Small Business
Administration has established general credit requirements,
They state that the loan applicant must:

1. Be of good character

2. Show ability to operate his business
successfully

3 Have enough capital in the business so that
with an SBA loan he can operate on a sound
financial basis

4s Show the proposed loan is of sound value

5., Show that the past earnings record and
future prospects of the firm indicate ability
to repay the loan and other fixed debt, if
any, out of income

6 If the venture is a new business, be able to
provide from his own resources apgroximately
half of the total required funds. 3

The Small Business Administration administers seven

important loan programs to provide financial assistance to small

business. Next, each type of loan will be presented separataly.

Business Loans
First among the seven types is the Business Loan. This
loan is the best known of all of SBA's loans and is the strength

of the finmancial assistance program as a whole.

Use of the Funds

This type of loan is made to provide working capital or

to finance construction, expansion, machinery, equipment,

cq s . . . 14
facilities, supplies or materials,.

flaximum Maturity

The maximum term of the loan is ten years, plus the amount
af time needed for construction. 0One exception,however,is
working capital loans, which are granted for a maximum term of

. 15
siX years.

Loan Amount and Bank Participation

The Small Business Administration may make the loan itself
or it may, if possible, enlist the cooperation of a bank to

participate in making the loan %to an applicant. In sither case



the amount of Government funds that may be committed to one
borrower is limited to $50,000; but, the total amount of the loan
can be up to $100,000 if a bank participates with SBA in making
the loan.16

Interest Rate

The Small Business Administration charges five and one=half
percent interest on its share of these loans, If a bank parti-
cipates in making the loan, the bank may charge its normal rate

of interest on its share of the loane17

Reguired Information and Servicing

Primarily, the information required by SBA in its Business
Loan application forms includes:
1. Purpose of the loan
2. Balance sheet of the business
3, Income statement of the business
4, Collateral offered
5 Three~year forecast of earnings

6. Personal financial statement of the individual or
individuals applying for the loan

7. Perscnal history of the individual or individuals
applying for the loan

8. Degclaration that the applicant will comply with the
non=-discrimination requirements in Title VI of the
Civil Rights Agt of 1964

9. And the number of employees now employed by the
business and the additional number that will be
employed as a result of the loan. (See appendix)

According to the Finamcial Assistance Director at SBA's
Chicago field office, it takes about ten days to process a
business loan application=—assuming that the applicant has
properly filled out the necessary forms and accepts all of

SBA's terms regarding collateral etc.

Risk Fvaluation

In evaluating the risk and potential repayment possibilities
on Business Loans, the Small Business Admimnistration usss some
publications commonly employed by banks and other lenders to

make credit appraisals. According to the Financial Assistance



Director at Chicago, these include:

1. Barometer for Small Business, published by the
Accounting Corporation of America-——regarding retail
and service industries,

2. Robert Morris Assocciates, published by the National
Assoeciation of Bank Loan Officers, far
manufacturing companies,

3. Kev Busingss Ratios and Failure Rscords, published
by Dun and Bradstreet, Inc.-—covering proprietorships
and partinerships.

Closing Fee and Interest Escalation

If a Business Loan is approved, there is a cloging fee
amounting to the greater of either $10.00 or one=eighth of one
percent of the amount of the loan provided by the Small Business
Administration.19

In addition, if a bank originally participates with SBA
in making the loan and later decides to purchase SBA's share of
the total loan, there is an interest escalation provision that
permits the bank to raise the interest rate on the purchased

loan up to 7% percent per year.

Averange Loan Size, Loss Rate, and Approvals

During fiscal year 1966 the average size loan was about
$34,000; but, the accumulative average loan size for all years
is about $43,800, The average loan term wis for 77 menths. The
loss rate on SBA's share of all loans is 2.6 percent. In addition,
banks have participated in almost sixty percent of the number of
loans that have been approued.zg

Incidentally, a schedule of all Business Loan approvals,
by year, is available from the Government Printing Office. It
lists the amount of each loan, the names of businesses receiving
the loans, and their location by city and state.

Since the birth of the Business loan program until June 30,
1966, 64,260 loans were approved involving $2,849,800,000 of
SBA and bank money. The chart on the next page (Business Loans-
Applications Received and Approved) illustrates recent loan
approval rates. The approval rate increased to sixty percent in

1964 and 1965 due to an SBA policy change,emphasizing smaller loanse21



Figurs 1

BUSINESS LOAN

CALENDAR YEARS 1960-1965

THOUSANDS OF LOANS

APPLICATIONS RECEIVED AND APPROVED

20

15

- Loan:Applications Received
IJ; 'Loans Approved

-

1960

1961 1962 1963

Supporting Schedule

NUNBER OF AFPLICATIONS

YEAR REC'D  [UITHORAUN DECLINED [APPROVED |PYERAVENDT
1960 8,853 T2 3,899 4,012 1,063
1961 13,680 881 5,526 6,836 1,500
1962 11,245 509 5,135 5,953 748
1963 10,004 724 4,337 4,975 716
1964 17,854 950 5,149 10,707 1,764
1965 20, 409 19351 6,465 13,506 851
Source: Small Business Administration 1965 Annual Report, p.15.




Loan Priority Svstem

Because of the Government's national goals and the war in
Vietnam, the Small Business Administration recently adopted a
loan priority system as follouws:

1. Loans to businesses located in areas cited
for substantial or persistent unemployment
in the Department of Labor report.

2. lLoans to businesses which reduce the balance-
of-payments deficit through export sales.

3e Loans to businesses which contribute toward
the achievement of precise national goals
such as:

a. Business necessary to Government
procurement activities.

b. Businesses that contribute to reducing
air or water pollution.

C. Businesses that contribute to the
development of Federally owned
recreation lands.

4, Loans in the public interest, based on local
needs, which clearly help to strengthen the
local economy by providing a needed service,
product, facility, or signif%aant new business
or employment opportunities.

SBA's Administrator has said, in regards to the priority

systems
e are not in the affluent position of having
the money to finance every deserving loan
application that comes to us. e have to be
selective; we have to look for the oppagtunities
that are going to be the most helpf’ule2
The priorities of the priority system are not necessarily
absolute in practice, but they are considered seriously
depending upon the nature and reason for the loan, and the

economic environment of the area which the SBA office servese.

Local Desvelopment Company Loans
Second of the seven types of loans available under the
Financial Assistance Program are SBA's Local Development Company

f.oans, which were first made in 1959,

Fimancinn Procedurs

These loans are made to local and State development companies,

organized by groups of citizens to undertake an economic project



in their communities, using the funds toc finance specific small
firms in the local area,
The Small Business Administration will loan a Development Company
eighty percent of the funds needed for a pro ject, if the
Company provides twenty percent. This is a four-to-one match
of Government to private Fundse24
SBA may loan up to $350,000 to a Development Company for
a maximum term of twenty=five years at five to five and one=half
percent interest. The Development Company can use the funds to
buy land, build a factory, acquire machinery and equipment, or

to construct shopping center space for small businessese25

Development Loan-Example

As an e ample of how the Development Company Lean can work,
below is a brief study of one SBA loan; taken from SBA's 1965
Annual Report:

Early in 1965 the town of Kezar Falls, MNaine,

was prematurely sentenced to death. The owners

of the local woolen mill==the economic maine=stay
of the community for generations—decided to
close their plant and liquidate their holdings.
The mill employed 250 of the town's 869 residents.
It closing would mean Kezar Falls's doomo.

Yet the plant was closed. The sale price was
put at $450,000., The people of Kezar Falls knew
their only chance to keep their town alive would
be at buy the plant. A fundraising drive netted
$55,000., This was far short of the amount
needed but the plant owners accepted it as a
deposit and gave the townspeople 120 days to
raise the remainder,

At the same time, a small New Hampshire woolen
mill expressed interest in a long-term lease on
the plant. It wanted to expand its operations,
The people of Kezar Falls formed the Parsonfield
Development Corp. and approached SBA for help.
SBA approved a development company lcan for
$350,000 for the corporation. A local bank then
loaned the corporation $45,000., The cost of the
mill was met.

The mill is operating again. It employs 192
people and has an annual payrol of $728,000.
Wiithin a short time, abeout 300 persons—nearly
one=third of the touwnt'ts popu;gtlonu—are expected
to be employed by the plant.



Incentives and Initiatives

Collateral on a Development Company loan is usually a first
mertgase on the project being financed. Banks are encouraged
to participate with the Small Business Administration in making
a ioan, for if a bank takes a Torty percent share of the loan,
5BA will award a first mortgage on the project to the bank. IT
the bank will take the entire loan, SBA will give it a ninety
percent guarantee against any 103595.27

The degree of bank particimtion is uswally high: As a result,
while $SBA reqgulations permit the ratio of Federal to private
doilars to be four to one, the current ratio is only two fto one.
Community interest has begen a motivating force and has led to
the more extemnsive use of private funds. The loss rate on these
loans is averaging only two~fifths of one percent,zBOn 983 loans
approved since 1959 for over §$155,800,000.2°

kEconomic Opportunity Business Loans

The third type of loan that SBA is authorized to make is
the Economic Opportunity Business Loan. Before 1964, the Small
Business Administration had a special loan program,termed the
"six-by=six'", 1t effered $®,000 for up to six years to operating
Dusiness&s and proposed new businesses.

However, the "six=by=six" loans were superceded, in 1964,
by the Economic M®pportunity Business Leans~=authorized by Title IV

of the Economic Opportunity Act of 1364.°C

Nature of the Brogram

Essentially the program functions, under the Act, %to provide
"poverty" loans. The program is carried out exclusively in
larger cities, and primarily iQ areas that are experiencing
concentrated poverty problemsga1most of the loans are mads to
people with very low incomes. who want to go inte business, or
who arg presently in businesse.

In its 1965 Annual Report, the Small Business Administration
stated that "iost {af the applicants who received loan%} lived

. . ; ‘ 3
in city slums. About forty percent were Hegro,” 2

ey



For SBA's lending purposes, poverty is currently defined

ag ranging from $4040 or less of income per year for a single

person, to %7590 for a family of sevenoéa

Provisions of the Program

(lualified applicants can get loans of up teo $15,000 for
a maximum of fifteen vears. The interest rate is four percent
in very depressed areas; otherwise, it is five and one-half
percent,

Collateral on the loan is required if it is available; but
SBA will rely on the applicant's character, skills, and ideas
for security, if there is reasonable assurance that the loan

will be repa;i.ci.fj4

l.oan Volume and Losses

By June 38, 1966 the Small Business Administration had made
%$19,400,000 in Economic Opportunity Loans?aﬂt that time the
program was only two yegars old, and 3BA had not estimated what
its losses on the loans would be. However, the Administrator,
as reported in"Barrons“Business and Financial Weekly, said that
he''..,won't be surprised if the losg ratio on poverty loans

\rs
could run as high as 7% in fiscal 1967, 20

Administration of the Program

Although the funds for Economic Opportunity Loans are
supplied by 5BA, the lgans are made only at Small Business
Development Centers (SBDCs), located in the heart of the problem
areas., [Ihe program is administered primarily by the Office
of Economic Opportunity, which sets eligibility requirements and

bears most of the admimistrative costss

DISASTER LOANS
Disaster Lpoans are the fourth type of loan available under
the Small Business Administraticn's ¥Fimancial Assistance program.
These loans are unigue because they are the 6nly loans ¢hat SBA
makes to home-owners, churches, and privately owned institutions
as well as buain@saaswza However, this program does not ooVer

fermers and stockmen, as they are covered through the Farmers

.Y

el
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20
Home Acdministration.

With the above sxception, those uwnho suffer damages from
hurricanes, floods, or» other natural disasters are eligible to
receive loans to restore or replace thelr property. The maximum
maturity is thirty years and the interest rate is three percent,
The amount of the loan is limited to the actual sustained loss,
less any insurance payments received. Collateral is required,

1 any existsoau

The loan volume under this program was extremely heavy
in 1965. Due to hurricare Betsy in early September, 26,310 loans
were approved in 1965 for a total of $206,900,008. The number
of loans made in that year exceeded the number made in all
previous year@41 Presently the losgs rate on these loans is

" 4
about 3.1 percent,

Other Loan Programs
Compared to the naturs and volume of tne four loan programs
presented above, the following three tympes of lcans are less
important. Therefore they will be given abbreviated attention.

Economic Inijury Disaster Loans

m

These loans are made to small firms that have suffered
substantial economic injury because of a major disaster-==ihe same
as with the Disaster Loans; but, they are limited in that they
are made to finance working capital and inuentorieSQQS

The loans have maturities of up to a maximum of thiity yearse.

. . . . . . 4.4
e interest rate is three percent and collateral is zequired,L‘

Displaced Business Loans

PBisplaced Business Loans are made to small firms that have
suffered economic losses because of their displacement as a result
of Federally-aided urban renewal, highway, and other censtruction
programs. The loans can be used to re-establish and to make
some reasonable improvements on the business.

The maximum maturity is thirty vears. The interest rate

is currently four and one-quarter percent, and collaterzl is
. 45
required.



Product Disaster Loans

Last are the Small Business Administration's Product
Digaster Loans. They are made to small firms that have suffered
substantial economic injuries as a result of being unable to
process or market their preducts because of spoilage. These
loans are made primarily to provide working capital so that the
firm can continue in business. Again, the terms are three
percent interest; thirty year maximum maturity, and collateral

is required.

SECTION III
SBA'S MANAGEMENT ASSISTANCE PRDGRAMN

Program Policy and Emphasis

The Small Business Administration's second major function
is to provide management assistance. According to SBA's
flanagement Assistance Director at the Chicago field office,
it is 5BA's policy to act as a motivateor or catalyst for
management assistance, and to help small businessman obtain
management ability,first,and financial assistance, seconde
whenever possible. Further, as a matter of policy, it is not
the intention of the Small Business Administration to compete
with private counselling agencies, but rather to help small Firms

that can not afford private services in this Field947

Service Corps of Retired Executives

Probably the greatest sinele stride forward in SBA's
fMlanagement Assistance Program has been made through the Service
Corps of Retired Executives (SC®RE) Program, Thus far, some
3,000 executives have volunteered their time and effort to
help small businesses through the Small Business Administration,
Some of the SCORE voluntszers are well known ex=presidents and
officers of highly respected companies. They donate their help,
generally at no cost, to small businesses employing less than
twenty-Five workers, To date S5CORE voluntegrs have helped seme

. Ve . . ~ ., 48
10,635 small firms, since the program was started in 19ba@¥&

4
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This group, with its 138 chapters throughout the nation,
has an entire staff egualing,in size,almost three quarters the
tetal number of employees working for the Small Business Admine
igtration. The Service Corps of Retired Executives has provided
much of the personal attention that $BA could not have made

available otherwise. Business ilgzek magazine points out:

If this service had not been instituted for
people in distress, the SBA might at best have
referred a businessman to its loan department
or made more invitations to attend the monthly
workshops on management techniques; it would
not have had the manpower to offer individual
attention. 47

Further, Bugsiness lleek points out that the primary reasons

for SCURE's success are that:

1. It offeres an outlet for the pent-up
energies of the nation's fastest growing
‘gank of talent——retired executives,

2. It offergs small businessmen, without
charge, the commodity that it may well be
shortest of~=0objectivity,

In addition to the SCORE program, the Small Business

Administration conducts other activities, including workshops,

problem clinics, its own cowunselling program, and gponsors Jjoint-

cooperation programs with universities, night-schools, and
trade associations,

Trade associations are paid by SBA to produce articles
for small business which are designed with the self-appraisal
and self~help approach. In 196%, 4.3 million copies of thoge
articles were distributed to small businessmen, Some arg sold

. . o 51
at nominal prices and the olhers are free.

Intra~Industry flanagement Program

The Small Busingss Administration sponsors a management
assistance program called PINP-—TIntra-Industry Management
Frogram. Here 5HA works with large corporatiens and trade
agsnciations to devise management training programs for client
or member retailers, According to the Chicago Management

Rssistance Directon, the program has worked well particularly



in its regional activities in cooperation with RCA, Whirlpool,
Hot=Point, and Allis Chambers.

A small business that participates in the Intra-Industry
Management Program can get advice from large companies and
trade associations on:

1. Record keeping services
2., Advertising

3. Effective selling

4, Credit and collections
5., Personnel

#. Finance

7. And store location and layoutn52

Broblem €linics and Export Development

An area which the Small Business Administration is developing
ig the Problem Clinic. The problem clinic is an area uwhere
general trade groups attempt to find ways to develop money=-
making shortcuts such as side-~line products and standardized
buildings and fixtures, etc.

Finally, SBA conducts export development programs for
small busingss, in coordination with the U.S. Department of

Commercee.

SECTION IV
SBA'S PROCUREMENT ASSISTANCE PROGRAM

Nature and Purpose

As stated earlier, on page two, the Small Business Admine-
istration endeavers to insure that a fair share of the tsotal
Government purchases and contracts for supplies is apportioned
to small business. In 1965 SBA combined its procurement and
management assistance activities in order to eliminate
duplicating or overlapping activities, and to effect faster
service in its programs to help small businesses sell to the
Governmente.

SBA's activitigs in the Brpoourement Assistance Program are
primarily directed toward motivating other Government agencies

to zesepve purchases and contracts for small business. SBA also



issues "mertificates of competancy! to small firms desiring

contracts with the CGovernment.

Set-Aside Programs

Prior to 1965 the Small Business Administration conducted

a joint set~aside program with the Defense Department and other
major Government agenciese. SBA set minimum goals for awards of
contracts to small business and reviewed purchasing policies of
many Government agencies, However, in 1965 $5BA decided that
post-facto review was not working well. With the consent of the
Defense Department and the Bureau of the Budget, the Small
Business Administration switched its program to a wnilateral
set-aside arrangement, calling for Government agencies to
voluntarily reserve as many contracts as possible for small
business, 77

Perhaps the greatest reason for the switch to the
unilateral set-aside program was the tremendous amount of
resistence from the Defense Department to SBA's gwals in the
joint set-aside prosrafms.

With the unilateral set-aside program, many contracts
are reserved and awarded to small business. Further, in 1966
for example, 41.7 percent of the contracts awarded to large
businesges were sub-contracted to small businesseSQS?Regarding
this voluntary reserve program, the Director of the Bureau of
the Budget reported to LCongress in 1966 that small business
was receiving a full share of the increased procurement in the

- R 58
defense areae

Certificates of Compestency

The Small Business Administration issues "gertificates
of competency"™ to some small businesses, as one of its procure-
ment activities., They are explained in 5BA's 19@5 Annual Report.

\ny small business submitting the louest bid

on a Government contract which finds itg ability
te fulfFill the contract under question by the
contracting officer may appeal to $BA. 5BA will
study the firm's productive capacity, its
ability to obtain needed production equipment,
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gsnace and specialized personnel, and ite
financial resources. I SBA {inds the firm
can fulfill the contract, the agency =mwards

a 'cartificate of competancy? for that
specific contract. This certification uwsually
brings the small firm the awarde 59

Cummulatively through 1965, the Small Business Administration
received a total of 4,231 applications for certificates. Of those,
1859, or somewhat less than half, were approved.60 In 1965, alone,
SBA received 517 applications and approved 220. O0Of the 220
certificates awarded, 199 were accepted by government agencies
and the contracts were awa?ded061 S

The Small Business AdministrationAthat the contracts awarded,
during 1965,as a result of "certificates of competency" saved
taxpayers $4,000,000, because small firms were low bidders on
the contracts involved. Bassd on SBA's administrative expenses
for that year, of which $1,002,825 went toward handling appli=
cations for '"certificates of competency®, the net savings to

the taxpayer was approximately ﬁS,DDO,DDD.62

Other Procurement Serwvices

Contracts Information

The Small Business Administration attempts to help small
businesses By assisting them to take part in the bids on
Government contracts, As an information service, SEBA publishes

4
a list of available contracts in the Commarce Business Daxly.sd

"Ewtpa Effort!" Program

Since 1963 the Small Business Administration has had a
program called "extra effort" designed to help small firms get
subcontracting work from large prime contractors. The large
contractors are encouragaed by 5BA to work with the agency
in reviewing their gontracts and in finding small firms to caks

subcontracting work, 64

The new Federal Building in Chicago
wag partly subcontracted te small firms for conzstructian through
the "extra effort® program.

Currently 39 large companies are participating in ths
"extra effort® program. The companies account for sixty-two

percent of Defense Department spending. To aid these companies



angd Government agencies in distributing contract work,

SBA has a computer data inventory of some 04,000 small firmsaﬁg
Together fhe firms in the inventory account for 11,000 diffearent
nroduct lines and manufacturing processes, 143 construction
activities, and an assortment of research and development

CapabilitieS,GG

Government Surpluses

Finally, the Small Business Administration is able to
help small firms to met some of the egquipment and materials
that they neecd, from Government surpluses. Sometimes small
firms can get available Government surpluses at thirty percent,

or lLess, of original COStoG?

SECTION V
SMALL BUSINESS INVESTHENT COMPANIES (SBICs)
Creation of SBICs

Purpose of S2B8BICs

The Small Business Administrationts fourth major function
is to administer the Small Business Investment Company (SKIC)
program. SBICs were established by Congress in 1958. The
purnoses as set forth in the Small Business Investment Act
were to:

Impeove and stimulate the mational economy in
general and the small business segment thereof
in particular by establishing a program to
stimulate and supplement the flow of private
equity capital and long-term loan funds which
small business concerns need for the sound
financing of itheir business operations and

for their growth; sxpansion, and modernizationF£38
and which are not available in adequate supply.

Need for SBICs

Small DBusiness Investment Companies were creabed primarily
to supplement SBA*'s financial assistance programs., Until 1958
the Small Business Administration could provide only lcan funds

to small businesses., Some vehigle was needed to provide
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capital funde. The SBICs were created to remedy the situation.
The 1958 Act, and its subsequent revisions, established the
SB8IC program under the authority of the Small Business Admin-
istration in & division known as the Small Business Investment

... 69
Division,

SBA's Authority and Hesponsibility for 5BICs

The Small Business Administration is authorized ta license,
reqgulate, examine, loan funds, delicense, and issue cease and
desist orders to SBICS?DSince the total appropriation for the
Small Business lnvestment Company program is $400 million, the
SEBIC program accounts for about one-=fifth of the Small Business
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Administration®s programs as a whole,

Nature of SBiCs

Definition of an SBIC

A Small Business Investment Company is defined by 5BA
as’ a privately owned and privately operated small business
investment company which has been licensed by the 3mall Business
Administration to provide equity cor vyenture capital and long-term

loans to small Firmso"?z

56ICs do not fall under state banking
laws, because they are not essentially banks. Houweven, they

must obhserve state laws limiting interest rates,

Formation of an SBIC

Small Business Investment Companies are started in the
following manner. fFirst, @ group of private investors apply
to the Small Business Administration for a license to operate
an S8IC. They must be ready to invest a minimum of $300,000 in
cash or eligible government securitiss as stockholders in the
proposed SHIC, they must have a plan of operation, and
must present to SBA 2 proposed staff, with which to dg an
adequate job of operating an SBIC,.

As soon as the investorlrs are approved and licensed by 35BA,
they can start into businsss as an 5BIC. TQ@ SBIC san then

. . k3 o i % 3 g
grow quickly by selling a maximum of $300,00 in subordinated

i



debentures to the Small Business Administration. The debern-
tures carry a five percent interest provision, mature in twesnty
years, ancd¢ provide that payments start after ten years.

Iin addition to the leverage obtained by selling the
detrentures to SBA, the Small Business Investment Company may
qualify for another loan from SBA, called an “operating loan®,
using its assets as collateral, for up to another $300,000 .
The maturity on this loan is fifteen years and the interest rate
is five and one=-half percent. This second loan is supposed to
give the SBIC added funds on which to operate and to cover the
expenses of getting started,

In effect, a new 5BIC can receive $600,000 in leans from
the Small Business Administration on its initial private
investment of $300,000, a two-to-one leverage advantage, and
thus have a total of $900,000 with which to operate. An SBIC
may further issue additional stock to private investors,and
may borrow from sources other than the Small Business Admin-
istration if the ratio of outstanding indebtedness to paid-in-

capital and surplus does not exceed Four-to-onaa73

SBIC Operations

Sources and Utllizetion of Funds

Once established, an SBIC can operate generally ox may
specialize in supplying long-term loans and equity to certain
industries, such as electronice. But the operators of an 5BIC
must now agree that investments in real gstate companies will
net exceed one-~third of the S$BIC's investment portfolio, due
to the highly speculative nature of such investmentse 74

The charts on pages twenty-two and twenty-Lhree illustrate
the sourcecand dispasition of Small Business Investmant Company
funds at the end of the first quarter of 1965. At that time,
S8ICs had reliesd upon the Small Business Administration for
about forty percent of their funds. OF their total funds, they
had invested about thrse~fourths in small businesses, and werse

holding their cther funds as cash and government securibics,



Figure 2

SOURCES OF SBIC FUNDS
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Figure 3

SBIC INVESTMENTS AND UNINVESTED FUNDS
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Figure 4

SBIC GROSS LOANS AND INVESTMENTS
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Iinvestment of SBIC Funds

A Small Business Investment Company is allowed to invest
up to twenty percent of its privete capital in a single business.
For the smallest SBIC this amountis to $060,000; for the largest,
it can amount to well over %1,000,000. The $BIC may invest in
a small business by buying its stock or it may make a long=-term
loan to the business ranging from five to thirty years, at up
to fifteen percent interest.,76 The firms applying for financing
to 5BICs are usually rejects from comimercial banksi however,
a small business does not have to be rejected by a bank to be
eligible Ffor SBIC i“inancing.77

The chart on page twenty-four shows that of the funds
that were invested by SBICs, loans to small businesses comprised
about seven~eighths of the total. Capital stock ownership
accounted for only about one-eighth of the funds on [llarch 31,
1965,

SBIC Stock-Advantages and Disadvantages
Some Small Business Investment Companies have operated
successfully anc have egven been able to sell their stock publicly.
SBIC stock ownership can be very attractive tec certain investorse.
SBICs are & unigue form of business organization for four reasons:

1. They are an institutional source of equity
capital (and long-term loans)
2. They also have unusual tax status
3. They are able to gain great financial
leverage almost immediately
4. They exist under the authority of 3BA,
a government agency. 73
The greatest advantage of Small Business Investment
Companies %o investors, according te the Chicage 9%BIC Director
of the %mall Business Administration, is the lcverage avallable
through SOA debentures and operating loans. The greatest
disadvantage, on the other hand, dis that when fifty percent
of &an SB8IC's private capital and surplilus is lost, then the SBIC
isMimpaired" by SBA requlations and the debentures may immed-

igtely be galled for payment in full.



In addition to the leverage advantages of an SBIC, there
are the tax advantages to thoese who hold SBIC stock. Fortune
magazine has excellently summarized both the advantages and
disadvantages of SBIC stock ownerships

The appeal to individual investors is maximized

by a special feature of the 1958 law., It provides
that an investor who sustains a loss, either long
or short term, of any size, can treat it as an
offgset’ against regular income; if he makes a gain
however, it is treated as an ordinary capital gain.
(Losses on ordinary common-stock transactions can
be offset against income only to the extent of
$1,000 a year.)

This makes the tax provision combined with the
speculative nature of the stock or investment
and the fact that only about one=fourth of the
SBICs pay dividends, makes their shares suitable
primarily for the wealthy. Herman £E. Goodman,
President of the Franklin Corporation, a large
publicly held SBIC, suggestes the 42% tax bracket
as the point at which the advantages of the
investment begin to outweign their special
problems. For taxpayers filing joint returns,
this means at least $32,000 of taxable income.

The special problems begin with the fact that
SBIC's are rather difficult to evaluate. The
customary investor's gauge, earnings per share,
if hard te apply to the bulk of publicly held
SBICs., Only a few of them have operating earnings
as their chief goal. The great majority of
publicly held SBICs invest in small companies
primarily for capital gains, and try to draw

only enough operating income to meet their ouwn
eXpenses.

To supplement Fortune's summary, it should be added that
regarding the valuation of SBIC stock, it has been pointed out
that no more than thirty individuals in this country are

qualified to determine the"going concern value" of SBICs.SU

Also, in regards to tax status,!losses may qualify as an
of fset against ordinary income; but, to qualify Fortune's
statement, only up to a maximum of §$50,000 per year when filing

Fpintly, o



Froblem Companies
Lately, the Small Business Administration has bheen crifticized,
because of the 686 5BICs operating on June 30, 1966, 237 were
e

d by SBA as being "problem companies.®

Hroblem Classifications

In regards to the proiblem companies it was reported to
Congress thats

24 were inactive

37 were about to surrender their licenses

44 had lost at least half their private capital
76 were being sued or investigated by SBA 82
56 had significantly violated $BA regulations “°¢
237

Approximate lLosses

As a result of the problem Companiesy'SBA estimated an
April 30, 1966 that it was likely to lese about $18,000,000 of
the $68,500,000 it had lsaned to those companiss. At that time.
SBA had nearly @300,000f§3%ested in the total SBIC program;
therefore, the loss rate was expected to be about six percent, 83
fne of the unsuccessful $SBICs that was also included in
the loss figures reported by the 3Small Business Administration

- . 1} . ° - . Ba
was the Bloomington Investment Corp of Bloomington, I.I!.lJ.rloJ.s@‘"':r

Reasons for Problems

According to the Small Business Administration, the majer
reasons for the problems that have arisen are that about three-
fourths of the"problem companies" were minimum sized, single-~owner,
real astats. invesbmenb ¢ompanies that experienced great operating

difficulties, wiile SBA had severe administrative problems of
5

EN

. - s . , . . 8
its own in regqulating, examinating, and investigating the SBICs.



SECTION VI
CONCLUSTON
Growth of the Small Business Administration

The UUnited States Small Business Administration, as an
independent agency of the Fsderal Government, is no longer an
4Infantn Although it has existed only fourteen years, dollar-wise
it grew quickly from its original wrevolving fund appropriation of
E50 million in ﬁ955&%0 one billion, 800 million in 1967gu By
June 30,1966 iE had approved almost three billion dolilars in
business loans and had made gver another ene billion dollars of
funds available to small businesses, through Small Business
Investment Cmmpanies.89

SBA has assisted about two percent of our small businesses,
as stated in the introduction. In regards to the size of the
Small Business Administration's effort its new administrator has
stated that "in terms of National needg and tctal demand, our
programs are small. They always will be. However, we can not
allow them to become routine operations., We must constantly sesk

; . . e - w20
to apply them with maximum effectiveness.™

Criticisms and Defenses of SBA

In regards to the effectivensgss of the Smzll Business
Administration, SBA has been called a failure and a2 waste by gone
sources. Those that have criticized SBA have said Chat the Small
Businesgs Adnministration has not justified its existences its
operation is costly and its losses have bheen too great; its
impact on snall business proolems has been negligibleg91 and

the 58BICs have been very ﬁissappointing.gz

Fal

Gn the other hand, those that defend the efforts of the
Small Business Administration have pointed out that Small

Bue lnese has no ather real representation in Government as other
invzrest groups:; there has been a Lremendous growth in the demand
for SRA's sarvices; GBA's appropriation bill had the least gut

4

year, even with aur militaery Involve-~

ot &ll Federal agsncigs las

ment in Vielwsamy and the Small Business Invgstment Companies are
. 93

recovering.

T



29

The Fundamental Nature of SBA

All arguments aside, the Small Business Administration is
a political creation, This is the one thing, above all others,
that limits SBA's effectiveness. The Small Business Admin-
istration exists within the framework of a political structure.
From that same structure, with its voting and power disparities,

stems SBA's reason d'estre, the rules under which it must work,

and the money with which to carry out its programse. ‘
Naturally, this has affected even the design of the Small
Business Administrations's programs. For instance, its loan

programs have the typical governmental characteristics and

its procurement activities are somewhat tailored to political
;ié%égg Priorities in lending have been established that coincide
with the Administration's National objectives and one loan
program=—the Economic Opportunity Loan program-=—is distinctively
flavored with the spices of bigger objectives, such as the

"War on Poverty."

Yet, even with its limitations the goal of SBA, as of any
organization, is to operate efficiently in its given environment,
Has the Small Business Administration been successful in that
respect? This is an important question. But further, we are
asking if SBA is doing an effective job in regards to its
Congressional mandate, of aiding small business. Due to the great
variety of SBA's programs, it is not possible here to evaluate
each aspect of the Small Business Administration. However, a

few general comments can be made.

Summary Comments on SBA

Reason for Existence

Although the Small Business Administration is a political
invention, the reason for its conception seems to be under-
standable, considering some of the deficiences of our ecohomy
in meeting the demands of small business. During my intervieuw
in January of 1967, an officer of Continental Bank of Illinois's

Small lLoan Department agreed that this is particularly evident
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if we consider that some Dbankers are appathetic and lack courage

in the area of loans to small businesses,

Financi=zl fAssistance

In providing financial assistance to small business, $B8A,
in function, is like a bank. Banks can only supply loans. The
SBIC program is the only one of the Small Business Administration's
programs which is designed to make capital funds available to
small business. That program has also turned out to be a loan
program. Since S5mall Business Investment Companies have made
only about one~eighth of their investments in the form of capital
investments in small businesses,; the supply of equity funds seems
small when compared to the supply of loan funds,

The distinction between capital and loan funds is not
simply academic; eapital funds are vitally important to the
survival of small businesses, This fact becomes of practical
importance if we consider that, for instance, the Vice«President
of Contipmental Bank of Illinois's Small Lwean Department has
found the lack of capital to be the foremost problem of small

businessess

Mananement Assistance

In providing management assistance, S8A's progress has been
slowy, as it is much more difficult to supply management knowledge
than to supply dollars. Progress here will continue %o be slow;
but the Small Business Administration's efforts will be greatly

aided by the "SCORE™ program,

Procurement Assistance

The Small Business Administration has evidently had some
resistance, especially from the Defense Department. Its joint
set-aside program was not very effective, However, SGA's
"certificates of caompetancy® seem to be useful and worthwhile.

In the future, the whole area of procursment could undergo
seme changes, speciiically in regards to the distribuvicn of

defenee contracts among the states. As reperted in Businesgs Wesl,

a recent study of Defense Department contracting indicabed that



"subcontractors are even more Concentréted in a handful of stetes
than prime contractorse. w74 While it LS unlikely that SBA can do
much o bring about an%:;dﬁgéantwal ltself, its programs:could

become more effective if more-faverable po1lcles regarding small

buginess are adopted in the future by the Defense Department.

The SBIC Program

In its Small Business Investment Company program, SBA found
itself im an unfortunate position. The excellerated growth in the
field, relative to SBA's administrative resources, created severe
administration difficulties and proved existing requlations to
be inadequate. Consequently the Small Business Administration did
not discover where its loans to the SBICs were invested and houw
they were used until some really serious problems became evident
in the smaller, private companies and the resulting possible
losses became substantial.

The program is now being reviewed and revised with the goal
of 'strengthening the industry and eliminating the problems of
the past. As the SBIC Administrator at Chicago's area office
said during my interview with him, the program is being watched
closely and "the new SBIC Administrator in Washington wants to
personally approve all new dollar commitments to SBICs. In the
future it will be harder to get money, and it will come in

smaller amounts,.®

SBA's Futurs

Finally we can say that in the immediate future the Small
Business Administration will continue to grow. It is still a
relatively young agency with maturing functions and developing
programs. Whether it will be a long=run success 1s specula tion;
but, for the meantime, small business and other interest groups
are patiently continuing to give their support to SBA's effopts,
as well as to other government and private organizations designed
to insure the health and success of the small business segment

of our economy,
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