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CHAPTER I
INTRODUCTION

During the past few years Interest in the Ilmportance
of Small Business Investment Companlies (referred to hereafter
as investment companies) has increased. These had their
beginning when they were provlded for under the Small Business
Investment Act of 1958 (referred to hereafter as The Act).

They were set up to provide a source of equlty financing

and long-term credit to small business to flll a finang}ng
gap. The Act also provlided that the investment companies
should render management asslstance to small business as

well. This study 1s concerned wlth these management services.

Congressional hearings provided data pertaining to
the lnadequacy of financing for small business. A study,
conducted by the Federal Reserve Board, to supply informatlon
for these hearings showed that an adequate supply of short-term
credlt was then avallable, but that long-term credit and equity
financing for small busliness were lacking. As a result of the

hearings Congress passed The Act.



Two studles which cover the services of investment
companies have been conducted. They make 1t clear that
investment companles can provide management assistance 1in a
number of ways. The Act allows the investment companles to
provide management assistance, because 1t was seen that such
assistance could be very helpful to small business. There
1s disagreement today as to whether the investment companies
are providling these services.

In the seven years of 1its existence the Investment
company program has grown until in September, 1965, thers
were over 700 licensees. These licensees have lent over $800

million to small businesses,.

Statement of the Problem

The ultimate objective of this study is to supply
information to the investment companles so they can provide
the management assistance necessary to enable small businesses
to fulfill the role avallable to.them in the economy. This
wlll be accomplished by an evaluation of the services now
offered by the lnvestment companles,

Evaluation of the services currently provided will
allow the Investment companles to determine what ones are
being utilized., This will permit emphasis to be placed on
these useful services. As a result, small businessmen may
recelve more of the services they require., It may also

point out to the Investment companles not now offering



services that certain ones are important.

The evaluation turned up additional services which
would be of benefit to the small businessmen, and which are
not provided at thils time. The investment companles can
determine if 1t 1s feaslble to provide these additional
services.

The specific objectlves of this dissertatlon are =

l. to determine the intent of Congress with
respect to the providing of services by the investment
companles,

2. to determine how well the investment companies
are implementing The Act -

a. 8as vlewed by the investment companles.
b. .és viewed by small businessmen,
5. %o make recommendations for improvement in The

Act and/or in the investment company's performance.

Importance of the Study
This anaiysis can tenefit the investment company
industry and the small business community. Small business
is important to the economy, but many times it has difficulty
surviving because of competltion. The importance of small
business will be treated first, followed by a dlscussion of

survival problems and how thils study may relieve them,



Importance of small business in the economy

Small business 1s the backbone of the economy.
More than 99 percent of the 4.3 million business firms in
the United States at the end of 1957 were classified as

small. According to the House Select Committee on Small

Business report, Problems of Small Buslness Financing,

95 percent of all buslinesses had twénty or féwer employees.1
The report suggests that the total number of buslinesses
tends to follow the economy as a whole and that:

The total business and total human

population move in remarkable consonance

with each other., In 1957, there were

about 25 business firms for every 1,000

persons, the comparable. figure for 1928

was 24,9, Even In the'depths of the great

depression, the ratio fell only to 23,2,

The total number of business firms has increased
over the years, though this has not been true of all
Iindustries. From 1953 to 1957, the number of wholesale
firms remained relatively constant while the number of
manufacturers decreasedo5 The largest growth has been in

the areas of retall trade, construction, and service

industries.

1U, S. Congress, House Select Committee on Small

Business, Problems of Small Business Financing, 85th Congress,
2nd. Sess., 1958, p. o.

2
Ibid., p. 7.
)
—- Ibid., p. 10.



A Eafge segment of the population in the Unilted
States is directly affected by the prosperlty of small
business., Approximately thirty mlllion people earn a
livelihood in such business firms,4 This amounts to about
half of the total working force,

Small business contributes to the economy by
keeping 1t competitlive. It strives constantly to grow and
obtaln a larger share of the market, and 1t thus keeps the
advantages of a competitlve market open to the customer.5
Big business likewlse depends on small business since it 1is
Imperative that small businesses exlst 1f blg business 1is
to remain under private auspices. If the latter absorbs too
many small businesses, or otherwise causes them to fall, the
government will break up or wlll nationalize the large concerns.6

Small bhusiness enterprises have.been.the least
adaptable to centralized control of all the economic element.
It is difficult to visualize a vigorous mlddle class as a
strong group of Independent voters without the small business
element, In serving 1ts own Interests, it acts as a social
and politlcal stabllizer, its very numbers serving as a safe-

guard against concentration of power in any one group.7

41b1d., p. 10

5
A.,D.H. Kaplan, Small Business: Its Place and

Problems (New York: McGraw-H11l Book Company, lnc., 1948),p.6.

6
Ibid., p. 4.
7

Ibid., p. 3.



These conslderations indicate that 1t is in the
public interest to look at present economic and legal policy
and practice affecting small business to assure that all
entrants have a reasonable chance of success. The small
business owner should be warned of all the pitfalls and thks
necessary financlal and personal resources, but no "wet
blanket" should be thrown on his ambitions. Small business
provides the hired man with an opportunity to become his own
boss.

Many Indlividuals tire of working for someone else
and long to enter business for themselves. Small business
affords them this opportunity. Many of them have limited
financlal resources and thus must enter buslness on a small
scale., If 1t were not for small business, these men would
be relegated to working lifetimes for someone else. Small
business provides the hired man with the opportunity to enter
business and to determine 1f he has the abllity to become a
manager. This 1s important In our free enterprise system,

Trom the foregoing analysis 1t 1s evldent that
small business is Important in the economy. It may be assumed
that what is good for small business is good for the economy.

William Francils, Past President of Natlonal Assocla~
tlon of Small Buslness Investment Companies, glves some
indicatlon of the imporfant contributions made to the economy
by the small businessman., The following is a portion of his

remarks to the Seuthwestern Reglon in Houston on August 10, 1964:



Let me serlously ask a strange question:
as a vital, strong, basic element in our
economic and social structure, 1s small
business here to stay? Most of us would
unhesitatingly afflrm thls propositilon.
Before answering too quickly 1t may be
worth considering some 1llttle-recognilzed
trends In small business,

To clte merely one statistic: in
terms of affluence. The 1950 Tederal
census discloses that small business
owners ~ excluding farmers - were 23%
of the top 5% income earning groups..
By 1960 - iIn only 10 years - small
business owners constituted 13% of this
group. What a deterioration in profit-
abllity! Would this not call for your
drastic action if it occurred in one of
your portfolio companies?

In recent years small business has
served as a frontler. It provides oppor-
tunity for the frustrated and the vislonary
to move out on thelr own. It provides
opportunlty for the energetic and creative
to bulld from thelr own deslign. It affords
everyone Iin this country--for the taking--
the chance to improve hls position through
hard work and diligence.

Thus, we clearly see small business as
a frontler furthering freedom, nurturing
economlc creativeness and productlvity, and
most importan’ --alding the development of
our national character.

Just as that western frontier was
closed, consider the cruclal question here
and now: 1s the small business frontler
closing, also? Uhdoubtedlg, that 1ls the
dlrection of our movement.

Prom Francls' remarks 1t 1ls evident that small buslness did

and still does make a contribution to the economy.

Bwlrhe Prosident's Message," NASBIC News, Vol. 6,
No. 8, August, 1964, p. 2.



Its lmportance 13 also evidenced by the Federal
Government's concern for 1t., It formed the Small Business
Administration and Small Business Committee In both Houses
of Congress. These Committees are set up to aild smail
business with 1ts problems and to offer it assistance. The
U. S, Department of Agriculture also has numerous facilitles
to ald farmers, many of whom are small operators.

The Small Business Administration provides manage-
ment assistance as well as funds., Such assigtancé comes
through counseling, administrative management courses,
conferences, research on small business management, and
publications. These ailds are designed specifically for
small businessmen and are readlly avallable. Assistance 1s
given In a number of forms--individual counseling and advice
as well as one-day conferences covering some phase of small
business management. Research 1s undertaken with its main
objective that of providing small businessmen with information
to ald them in managing, financing, and operatlng small enter~
prises. Congress has made 1t clear that the primary area 1n
which Information 1s to be developed 1s that of management.,
The primary objective of official publications is %o inform

small businessmen about effectlve methods of management.

Survival problems of small buslness

Small business often needs financial and management

agslstance 1f 1t 1s to survive. The Investment companies
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are set up by law to provide both types of as;istance. This
study ls concerned primerily with providing management
asslstance. Survival problems are more often concerned with
management deflclencies.

All small businesses have problems. Many arise
from the lack of the following qualities on the part of the
small businessman: (1) the sense of humllity -- realization
that not all people are qualified to run a company; (2) the
sense of values -- realizatlon that he must not overestimate
the value of the product or service produced; (3) the sense
of urgency =-- realization that he must not put off problems
until 1t is too late to do anything about them; (4) the
sense of direction -- realization that he does not know what
the company 18 going to do In the future or where it 1is
going; (5) the sense of organizatlon -- realization that
the compén& has a need for more than a one-man organization --
(6) the sense of planning -- realization that he must consider
long-range plans, budgets and forecasts. If the small
businessman had adequate Jjudgment in all of these aresas,
many of his problems would be alleviated, He needs manage-~
ment help, and investment companies can aid-him In all the -

ways mentioned above,

9

Joseph W, Powell, "Don't Go Short on the Future
of SBICs," The Commercial and Financial Chronicle. Vol. 196,
No. 6224 (December 17, 1962), p. 17.
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| How to bring essential management guidance to
small businessmen on terms that they can afford and through
media to which they willl respond is a problem. There 1s
need for an overall management counselor who can, to some
extent, provide advice about production, distribution, and
finance. Thls counselor need not be completely competent
In all filelds, but he can glve general guldance in such
matters as market research, financial analysis, 1lnventory
control, quality control, cost control, record control, ~
production control, and technological progress. Many
sources bf help, such as state universitles, governments,
banks, trade associations, and supplliers, are avallable to
small businessmen. The Pproblem is not the availability of
such advice but in iInducing small businessmen to seek and
use 1it,

Finance 1s but one of the problems of small
business. Othera Involve production, management, and
marketing. Finance, however, generally attracts the most
attentlon since problems in any of the other areas usually
cause financial difficultles., As a result the company
becomes financlally embarrassed, and people feel that the
problem 1s financial. Although money has become & problem
at this stage, 1t 1s really the result of some other weakness,

The lack of skill In running a business 1s the major factor
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In failure and difficulty, and only rarely 1s the lack of
capital a cause.lo
Small businessmen do not have the advantage of
staff speclalists to ald them In their work. This prevents
thelr specializing in the area that they themselves perform
best or even from working in their own specialty. They are
forced to do many things for thelr business that other
people are far better qualified to do. The individual may
be an excellent salesman, but when he runs a busliness, he
must concern himself wlth production and finance as well.
The Small Business Adminlstration reports that
small buslnessmen fail to realize that what they don't know
can hurt them. They appear to suffer a consistent lack of
basic training. 1In one of 1ts studles, the Administration
found that 39 percent of the managers, 35 percent of the
full-time bookkeepers, and 60 percent of the part-time
bookkeepers In small businesses had never taken a course in

accounting or financeoll

These findings point up a serious
deflclency. Many small businessmen do not use the data they
themselves generate. As long as revenues excesed expenses
they do not see the need for ratio analysis. They do not

realize the significance of return on investment, inventory

10
A.D.H. Kaplan, See pages 27-30 of this study.

1
"Small Business Pays Penalty of Ignorance,"
Business Week, No. 1661 (August 5, 1961), p. 107,




12

turnover, and trends in expense rafios. This in turn damages
thelr companles' relationships with banks and other financlal
institutions. The latter become reluctant to lend to
unsophisticated managers because the risk involved is too
great. By providing assistance in financial analysils,
investment companies could help small businessmen.

Problems, for example, ordinarily arise when a
salesman attempts to start a production operation. In this
situation the individual may know very little about production
or finance, He falls short in such areas as production
scheduling, plant layout, motlon study, and quality control,
He feels that so long as he can sell the item, everything
else will be all right. Often he has 1little trouble seliing
the product, but problems arise when production fails to
support sales, The company may begln to expand without
concern for efficlency of operations, for costs of production,
or for overhead. Over-expansion puts more companies into
bankruptcy than under-expansion.12

Small businessmen have the problem of obtaining
competent outslde advlice. Advisers are needed in several
areas, An attorney who can be consulted for legal advice
before commitments are made 13 a necessity. An accountant

1s also needed to analyze the company's financlal position,

12L, Charles Burlage, The Small Business Man and

His Problems (New York, The Vintage Press, 1958), p. 50.
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to prepare profit and loss statements as well as tax returns,
and to compute breakeven charts and ratlos with trends for
management. He should not merely prepare these 1ltems but
should point out the meaning and the important aspects of
figures., The banker should be very close to the small
businessman because he can advise on loan limits and pending
obligations of the company. The latter should deal honestly
and frankly with the banker aﬁd accommodate him in every way
possible., The small businessman also needs an outside person
whose advlice can be trusted.13 The Investment company may
be able to filll this latter requirement satisfactorily.

To be a competent manager of a small business, an
Individual must have knowledge and skill in a number of areas.
He must be able to judge the people whom he hires, He must
be a good credit analyst. He must be able to make decisions
concerning the operations of the business since these directly
affect hls proflt and loss positlon. He must be well read in
his field and attend meetings of hls trade assoclation to
keep himself Informed of the latest developments in his area.
This latter activity will allow him to beneflt from the
experiences of others and to learn what hls competition is

4
doing.l

15Ibid., p. 25.

14Ibid., p. 16.
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From the foregoing it 1s obvious that the small
businessman must cover many areas., Deficlencies in any
one area can create survival problems for the company. Help
in solving these problems, however, 1s avallable, It 1s the
ma jor premise of this study that the investment combanies
can provide help, and, if they are accepted as partners, can

be of great assistance,

How this study can help survival

It has been pointed out that small business needs
management assistance. Under The Act the investment
companles are allowed to provide it. The present study will
examine the types of assistance belng offered by lnvestment
companles and being used by small businesses. This investi-
gation aims to show 1f the needed services are available,

If they are not, the study wlll polnt out the need for these
services by small business,

Indlcating the need for specific services to small
business suggests what steps can be taken to ensure they are
provided. Such steps can be taken by the investment companies
themselves or by the Small Business Administration. Ensuring
that these services are available for small businessmen 13 a
step In the process of aiding survival, If the services are
utilized, they can help small businessmen solve management

problems and thus reduce the number of failures,
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Method of Research

Secondary research

A survey of pertinent llterature was undertaken
to obtain informetion relevant to ilnvestment companies,

The materlal included information pertaining to thelr
importance and to thelr formatlion as well as testimony
from Congressional Hearilngs.

The same research also provided information used
to develop a phllosophy of the services which the investment
companles should render. Books and articles which treat the
kind of management asslstance which outside advisers can
render to smell businesses were located. Two studies which
contain information cohcerning services offered to small
businesses by investment companles were also found. TFrom
this literature a list of services already avallable to small
businesses by investment companles and others was developed.

This research ;lso developed insight on how these
various services can beneflt small buslinessmen and permitted
analysis of their value and their necessity.

Reports of Congressibnal Hearings pertalning to
the passage of The Act were read, This was done to obtain
insight into the need for a source of long-term loans,
equlty capltal and management services by small businégses.
The primary purpose was to find if Congress recognized the

need for management asslistance by small business and how

the investment companies could provide 1%.



16

Primary research

Two questlonnalres were prepared to determine what
services are avallable from investment companies for small
business. The first questlonnalire, Included in Appendix 4,
was sent to the Investment companies and requested infor-
mation relative to the types of financing and the services
which the investment companies provide. The questionnaire
obtained information concerning services offered in six
ma jor areas: (1) management assistance, (2) obtaining
additional financing, (3) helping to locate additional
business, (4) underwriting connectlons, (5) other services
offered, and (6) consulting services. A second question-
naire, included in Appendix B, was then sent to a group of
companlies which have borrowed from Investment companies.
This inquiry covered the slx areas 1listed above and attempted
to determine the extent to which avallable services are used
by the small buslinesses.

Discusslons with representatives of 18 1lnvestment
companies and the Executive Director of the National Assocla-
tion of Small Business Investment Companies (referred to
hereafter as The Association) followed and covered the same
areas as did the questlonnaires., The objJective was to
obtaln depth informatlion beyond that derived from the
questionnalres, Such information would allow further inter-
pretation of certain answers. Case studies were conducted

in these Interviews to show how lnvestment companles have
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provided services to small buslnesses. Interviews Include
visits with investment companies 1n Illinols, Indiana, Ohlo

and the Northeastern United States.

’
.

Limitatlons

Limitatlions of secondary research

Secondary research covered government publications,
books, periodicals, and simllar resources. It was under-
taken to locate any additlonal material published on invest-
ment companies and on their services. The major portion of
the material which was eventually located covered finance
and did not deal with the aspect’of service. Some material
coverling services offered by investment companies was
located. Thils was of a genersl nature and considered
services which board members and consultants might render.

Thls research was extensive but not exhaustive as
some material could have been overlooked. Since 1% is
possible that materlial may have been overlooked, 1t 1s
also posslble that an important viewpoint may have been

missed.

Survey limitations

The survey of investment cohpanies consisted of
those which were members of The Assoclation 1n 1964. This
Included 325 of the 723 licehsed Investment companies at

thet time., The survey covered all of the large investment



18

companies and & larger percentage of the medium-sized invest-
ment companies than of the small ones15 -- because this 1s
the makeup of the membership of The Associatlon, The returns
showed that 47 percent of the large, 16.6 percent of the
medium and 9.7 percent of the small companles responded.

The fact that only companlies which are members of
The Association were included may have introduced some bias,
These Investment companies are generally the most actlve and
progressive, It 1s felt that these were the ones which
should be included since they could provide better information
on services offered,

The makeup of the sample may also tend to intro-
duce some bias in the results., This is because of the heavy
welghing of large investment combanies. Thess firms can
afford full-time management, and it is likely that they would
provide more services than do small investment companies.

Questlonnaires were sent to 153 small businesses,
whose names were supplied by the responding Investment
companies., Some investment companies supplied several names
while others provlided none. The returns included 52 small
businesses which had borrowed from large inyestment‘gpmpanies,
36 from medium ones, and 1l from small ones. Thils tends, of
course, to welgh the returns 1ln favor of the companies which

borrowed from large lnvestment companiles.

153br a discusslion of size determination see page 46.
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The method of obtaining names of small businesses
to survey ﬁay also have Ilntroduced some blas lnto the results.
The investment companlies were asked to supply names of port-
folio companies they would be willing to have surveyed,
These companles had borrowed funds from the Investment
companies. This was the only method possible to obtain names
of portfolio companies since the Small Business Administration
will not provide this information. But 1t could have resulted
in a 1list of companies which are hapby wlth thelr investment
companies! relationshilps. Sﬁch, however, was not the case,
for several companles volced bitterness. The heavy welghling.
of companles borrowing from large Investment companies could
also possibly blas the results. There 1s no reason to belileve,
however, that elther of these factors actually does create
blas, because in most cases there 1s no significant difference

between the answers given by the various portfolio companies.

Definition of Terms
This sectlon gives definitions which In some cases
provide merely the essentlals of the full definitlon stated
in Appendix C.

Small business concern for the purpose of financlal

and other asslistance: one whlich 1s not dominant in 1ts

field, employs less than 250 employees if engaged 1in manu-



20

facturing, and has sales of less than $5,000,000 if it is
a wholesale establishment, or sales of less than $2,000,000
1f 1t 1s engaged primarily in retall operations.

Small business firm for the purpose of receiving

agslstance from an Investment company: 1n order to receive

assistance, the business concern must qualify under the
preceding paragraphs or not have assets in excess of
$5,000,000, net worth in excess of $2,500,000, or average
net income after taxes for the past two years in excess of
$250, 000,

Small business Investment company: a corporation

duly organized and llcensed to operate under The Act of 1958.

Llicensee: a corporatlon chartered by the Small

Business Administration to conduct the business designated
for an Investment company within its operating territory.

Operating territory: the area in which investment

companies are'authorized to carry on thelr operations of
providing equity capltal, long~term financing, and consulting
and advlsory servlces to small business,

Types of investment company loans: an lnvestment

company ls authorized to provide funds to small buslnesses
under Sections 304 and 305 of The Act, Section 304 loans
provide equity capital to the small business through the
purchase of debenture bonds whlch shall be callable and

convertible into stock of the small business. Section 305
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loans provide long-term loans which are not convertible.
Organization of Thesls

Chapter II discusses brilefly the Congressional
investigations leading up to passage of The Act. A
discussion of ressons for failures of small businesses
follows. The sections of The Act whlch pertain to this
study are then covered and are followed by a section reviewlng
researcnh subsequent to The Act.

Chapter III reports the results of the surveys. I%
includes & discussion of the makeup of the questlonnaire. .
A discussion of the services provided by the Investment
companies and of how these services can beneflt small
businesses follows, This chapter then examlnes the results

of the surveys and polnts out the services offered and their

— .

use.

The Iinterviews are covered in Chapter IV. They
bring out additional information on the services offered and
suggest whet additional services are needed. They also
present cases to 1llustrate how management assistance
rendered by an Iinvestment company has benefited a portfolio
company.

Chapter V presents the findlngs and the concluslons
of the study. Hecommendatlons that Indicate what actlon
needs to be takxen for the Investment comﬁénies to better

serve small business complete the study.



CHAPTER IX
PREVIQUS RESEARCH ON SMALL BUSINESS

Thils chapter will review 1) the Congressional
Investigation and other investigatlons that led to the
enactment of The Act, 2) The Act itself, and 3) subsequent
research, The Congressional investigatiohs reVealed
primarily the need for equlty financing and long-term credit
for small business. They pointed out the lack of such
financling and the need for an Institution to provide 1t on
an equity basis. If it were provided, the institution
lending the funds would be interested in the operations of
the small businesé and would offer management asslstance, -
The second section wlll report on investigations that sought
to determine why small businesses fail., The third part
cites the provisions of The Act which are pertinent to this
study. These sectlons treat the methods of providing funds
and management assistance. The final sectlion considers
research since enactment of The Act. This research will
roflect some uses belng made of the management assistance

provision.

22
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Congressional Investigation

In the perlod between 1935 and 1950 several studles
to determine the extent of financing problems faced by small
businesses were made. All of them reached the same conclu-
sions, namely that adequate short-term funds were avallable
but that a source of long-term funds and equlty capital was
needed, A bill was Introduced in the Senate 1n 1950 to
provide for establishment of private national investment
companlies., These were to furnish long-term credit and equlty
capltal to small businesses., The bill falled to pass.1

In 1957 Congressional Committees agaln began to
Investigate the need for long-term credlt and equlty capltal
for small businesses.z’5 Numerous individuals testifled
before the House and Senate Committees as to the need for

funds and the sources of avallable funds. At the same time

1Andrew P. Murphy, Jr. and Charles H. Netter, "The
Small Business Investment Act .of 1958, "Varlous Bills to
Amend The Small Buslness Investment Act of 1953 and the Small
Business Investment Act of 19587 (Washington, D. C., U. S.
Government Printing Office, 1959), pp. 569-70,

ZU. S. Congress, House Sec¢lect Commlttee on Small
Business, Problems of Small Business Financing, 85th Cong.,
2nd. Sess,, 1958. .

5U. S. Congress, Senate Subcommittee of the
Committee on Banking and Currency, Credit Needs of Small
Buslness, 85th Congress, lst. Sess.,, 1957.
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the Pederal Reserve undertook a study to determine the
avallablility of long-term credit to small buslnesses. The
conclusion reached was that private investment companiles
were needed to provide funds.

Senator Johnson (now President Johnson) wrote to
the Senate Subcommlttee that small business can normally
find short-term credit but that the need for long-term credit
and equlty financling was not being met. He further stated
that a private source was needed to supply this type of
financing because commercial banks are not capitalized, or
set up, or equipped to provide equity capital. He proposed
that investment companles which would provide it through

the purchase of convertible debentures be chartered.4

In the House report, Problems of Small Business

Financing, the advantages of equlty capltal are discussed.5
One of the six advantages cited 1s that 1t introduces the
experlience of several owners with thelr varying backgrounds
to small business. Thls is the only reference iIn the

Congressional Reports to providing management assistance to

4
U. S. Congress, Senate, Subcommlitiee of the Commlttee

on Banking and Currency, Financling Small Business, 85th. Cong.
2nd. Sess,, 1958, p. 359-60.

5U. S. Congress, House Select Committee on Small
Business, 85th. Cong., 2nd. Sess., op. cit., pp. 372-8l.




25

small buslnessmen., If the new investment companles were to
provide equlty capitél,'hOWeVer, they would also influence
management.

In April, 1958, the Federal Reserve System
presented its report on small business financing.6 It
again showed that short-term credlt was avallable fof
small business but that long-term credit was not. The need
for long-term financing for small buslinesses simply was not
being met.

It 1s interesting that nothing 1s found in the
hearings to indicate that Congress was concerned with the
lack of management ability in small_businessmen. Since
nothlng is mentioned In the reports, Walter Stults, Executlve
Director of The Assoclation, was queried about thls sub ject.
Mr. Stults, formerly with the House Committee on Small
Business, states that between 1950 and 1958 the abllity and
deslirabllity of investment companies' providing management
assistance for small business was dilscussed but never
formalized, On the other hand, Congress did have continuing
concern about the obvious lack of competent management skills
found ln many small businessmen., The Dun & Bradstreet
Fallure Record, which attributes over 90 percent of all

failures of business to managerial shortcomings, was often

= .
"Member Banks Lending to Small Businesses, 1955-57,
"Federal Reserve Bulletin!, XLIV (April, 1958), p. 393-4086.
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quoted. Mr. Stults further stated that some of those who
worked closely with Senator Sparkman for passage of The Act
did understand that inveétment companles which took equity
positions In small businesses would have strong motivation

for providing counsel and aid. This, of course, 1is not formal
data, but is the only evidence avallable. It does indicate
that those drafting TheVAct were at least thinking of trying
to provide some assistance and thus reduce the failure rate

caused by lgnorance of management principles,

Other Invéstigations Before The Act

This section will preseht material relating to the
reasons for the failures of many small businesses and will
Indicate that the major reason for them 1s the lack of
manage:x1al ability. Since investment companles can provide
asslistance through management services, they should be able
to reduce the frequency of fallures,

The Dun & Bradstreet Faillure Record shows that
91.9 percent of the underlylng causes of business failures

In 1964 were caused by management shortcomings.r7 The figure

7"The failure Record Through 1964," Dun & Bradstreet,
Inc., Industries Studies Division (New York), pp. I2-13.
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points to four factors:

8.8% Lack of experience in the line
20,9 Lack of managerlal experience
19.7 Unbalanced experilencest
42.5 Incompetence
91.9% Total

#Experience not well rounded in sales, finance,
purchasing, and productlion on the part of
management.

These underlying causes were revealed by the owners' abllity
to eliminate conditions which result in inadequate éales,

-heavy operating expenses, receivablest! difficulties, inQentory
difficulties, excessive fixed assets, poor locatlon, competitive
weakness, and the like. This fact indicates the deflinite
need for training in management for small businessmen to be
successful.

Admittedly, the Dun & Bradstreet study of failures
covers all businesses, large and small. Since 99 percent of
businesses are classified as small ones, however, the figures
should accurately represent their situation.

Some comments by A.D.H. Kaplan in his book Small

Business, Its Place and Problems are signlificant though

somewhat dated. Most failures of a small business, he says,
are really caused by managerial inability although the most
frequently cited cause 1s the lack of working capital.
Bankruptcy essentially is the Inabllity to muster sufficient
current assets to meet current obligations. But lack of

capltal is the result of fallure--not 1its cauée.
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Of all the causes of fallures, only a small portion
can be attributed to outside conditions. Some 80-90 percent
are traceable to the human element.8 This recalls the
problems discussed in the previous sectlion. Small businessmen
need assistance in thelr affairs because they seldom can
rely entlrely on their own abllity and experlence.

According to Kaplan, 50.1 percent of business
fallures can be traced to 1inept management.g Only 6.5
percent was due to capital causes, 12.1 percent to overhead,
7.0 percent to inexperlence, and 6.3 percent to general
Incompetence. Environmental conditlions accounted for 27.4
percent of the failures, family affairs for 8.8 percent,
personal characteristics for 2.0 percent, speculatlon for
7.5 percent, and miscellaneous factors for 3.3 percent,
These figures indicate how lmportant management ability, or
the lack of it, 1s In the 1life of a business.

Kaplan 1lists the followlng. reasons for small
business failures as determined from formal studles (refer-
ences not given), and he comments:

1. Deficlencies 1n management supply the

underlying cause of fallure in the majority of

cases, usually with unfavorable external condi-
tlons to make the fallure decisive.

BA@D.Ho Keplan, Small Business: Its Place &

Problems (New Yorks: McGraw-Hill Book Co., Inc., 1948), p. 65.

9
Ibid., p. 67.
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2. Most failures are in the very young
enterprises, reflecting a lack of preparation.
As 1mportant as the busliness lnexperience of
the enterpriser 1s his fallure to lay the
groundwork for determining the scope of the
enterprise, the character of 1ts market, and
the kind of equlipment--personal and physlcal--
1t requires.

3. The prevalling weaknesses of management
fall within the area of flnanclal management.
They range from a complete absence of record-
keeping and loose credlt-granting to a lack of
regard for the necessary relationship between
avallable funds and thelr appropriate uses,

4., The small enterpriser tends to be tiled
up In the immediate operatlions of purchase,
sales, or craftsmanship without taking time for
analysis of his position elther by-himself or
by outside counsel. Insolvency thus often comes
as a shock to the enterpriser.

5. Personallty difficultles that doom small
proprletorships include a lack of alertness to
meet changing situations, inabllity to maintain
friendly relatlions with help and customers, and,
to a lesser extent, shiftlessness, neglect and
personal Involvements in questionable outsilde
activities.

6. The advent of severe competition often
marks the turning polnt iIn the 1life of the
business, determining whether 1t will meet
the challenge with a8 re-examination of the
enterprise and fresh grip on 1ts problems or
go under for lack of iInherent strength.

7. External factors, like economlc changes,
unfavorable legislation, and "acts of God,"
occaslionally wipe out a well-managed buslness,
but these arelaf comparatively minor importance
in the total.

These comments show that man is the most lmportant

10:1p14., pp. 66-68.

In an attempt
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‘to remedy managerial inadequacy, The Act made provisions for

the Investment companles to provide management agslstance to
small business. Congress hoped that competent management
guldance could be forthcoming and that the small businesses

would use 1t.
The Act

Controversy raged over whether small business needed
such assistance through companies that the government
chartered to provide long-term and equity financing. Many
were outspoken on both sldes. Some felt small business did
not need government assistance. Others declared that small
business would suffer unless better }inancing was made avail-
able, Thomas Graham, for instance, suggested iIn 1958 that
three things were needed to assure adequate small business
financing:

1. Make equity capltal more availlable to
small business.

2. Provide an instrumentality by which small

business may have more readily avallable good
management and good management services,

5., Assist in promoting the liquidity of the

common sStock of small companies in the area served.11

On April 21, 1958,'Senator Johnson speaking for him-

self and for several other senators, among them Fulbright,

11Thomas Graham, "Small Business Will Disappear
Unless Financing is Obtained,” The Commerclal & .Financial
Chronicle, Vol. CLXXXVII (May 8, 1958), p., 2084,
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Sparkman, Proxmire, and Humphrey, introduced S. 3651 which
provided for the establishment of a Small Buslness Administra-
tion as a separate Government agency. Thils blll, titled,
"Small Business Investment Administration Act of 1958,"
authorized the cﬁartering of investment companles in various
sections of the country to advance equlty capital to small
business. On the same day H. R. 12182, which would amend

the Small Business Act to provide long-term loans in 1ncreased
amounts to small business, was introduced. The House blll
provided for administration of the loans by the Small

Business Administration., 8. 3651 was amended on June 9, 1958,
to authorize a new Small Business Administration division to
.administer The Act, The blll was then sent to the House
Committee on Banking and Currency for consideration.12
Congress passed orilginal S. 3651 as amended as Public Law
85~699 on August 21, 1958, The bill provided for long-term
credlt, equlty financing, and management assistance for small

business.

Provislions of The Act

The Act has undergone numerous modificatlons since
1ts passage. Its provisions will be discussed here as they

stand in Februéry, 1966, The rules were 1ssued by the

12U‘. S. Congress, House Select Committee on Small

Business, op. cit., p. 80-105.
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Small Business Administration December 10, 1964, as amended.15

Formatlion requirementsl4 B}

Applicants for licensing as Investment Cdmpanies
must submit a proposal to the Small Buéiness Administration
which gives information about (a) pléns of operation,

(b) experience of the operators, and (c¢) financial data on
the officers, directors, and the 10 percent stockholders.
The Small Business Administration, after reviewing the
proposal, will notify the proponent to proceed, to furnish
additional information, or to consider the application

re jected. If notice to proceed 1s issued, the applican® can
then obtain its state charter and organize under state laws.
After its state charter is 1n order, the corporation may
apply for a license under The Act. When submitting 1ts
applicatlion, the corporation must show evidence that it has
paid-in capital and surplus equal to at least $300,000 in
cash or 1n Government securities. Only after issuance of
the llicense 1s the corporation authorized to operate as an

investment company.

13sm811 Business Administration, Part 107, Rules
and Regulations Issued Under the Small Business Investiment
Act of 1958, as Amended (Washington, D. C.: U, S. Government
PrintIng Office, 19647,

141p14d., Sections 107.1 & 107.2.
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Capital requirement315

As noted in the preceding section, the operator
must have paid-in capltal and surplus of at least $300,000,
At least one-half of this amount, or $150,000, must be from
private sources., If the remaining amount 1s not available
from such sources, the applicant may request the Small
Busliness Administration to purchase subordinated debentures
for the difference. The Small Business Administration
willl purchase these from the investment companies in an
amount equal to the pald-in capital from private sources up
to $700,000. These debentures are for a term of twenty
years and bear Interest at the rate of 5 percent per annum.
The funds provided under Section 302a of The Act are
conslidered as part of the pailid-in caplital and surplus.

Equilty capital and loans provided by
investment companies

Equity Capital (under Section 304 of The Act) is
provided to incorporated small business concerns under
Section 107.501 of the Regulations as follows:

A. ZFach Licensee shall constitute a source
of Equlty Capltal for incorporated small business
concerns, which capital shall be supplied in a
manner and under terms consistent wlth regulations
of the Administratilon.

197p14d., Sections 107.3 & 107.4.

161414., Sections 107,501 and 107.601.
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B. "Equity Capital! funds received by an -
incorporated small business concern from a
Licensee as the consideration for the 1issuance
of Equity Securities by such concern to such
Licenses.

C. M"Equity Securities" means:

1. Certificates of stock of any class:
Provided, however, that whenever any such stock
contains a right to convert to another class of
stock or contains rights or privileges therein
in the nature of stock warrants or optlons, no
further stock purchase warrants, optlons or
conversion rights shall be issued 1in connection
therewith and

2. Instruments which evidence a debt and
which provide a right or privilege to convert
all or any porticn of the debt instruments. into
stock of the small business concern, or provided
nondetachable or detachable stock purchase warrants
or options, or provide both a right or privilege to
convert all or any part of the debt Instrument -into
stock and also detachable stock purchase warrants
or optlons: Provided, however, that no further
stock purchase warrants, options or conversion
rights shall be issued in connection therewith.
The debentures must have maturities of not less than flve
years but no more than twenty years. Interest on them is
set with the approval of the Small Business Administration
but may not exceed that allowed under state usury laws,
Debentures are callable on any interest date by
giving three months' notice. If they are called, the invest-
ment company must decide whether it wishes to convert to
common stock in the small business concern or to receive its
investment Iln cash. The rules allow for a premlum to be

placed on the value of the debenture in the event of a call,
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Nevertheless the investment companies are concerned les%t
the small business call the loan before sufficlent time

has elapsed to determine whether conversion is desirable.17

In addition to equity loans, Investment companies
are allowed to make long-term loans under Sectlon 107.601
of the Regulation iIn accordance with Section 305 of The Act.
Such loans may be made to elther incorporated or non-incor-
porated small business concerns as follows:
Fach Licensee shall constitute also a source
of funds for long-term loans for the sound
financing of the operations, expansion and
modernlization of small business concerns,
Such loans shall not provide any right in
a Licensee to acquire any stock or other
proprietary interest in the borrower, except
through the medium of collateral security.’
The same terms apply to thls loan as to equity financing.
Either equity capltal or loans may be provided with
maturitlies of less than five years when this 1s necessary to
protect the previous position of the Licensee. This arrange-
ment may be made only if the purpose of such short-term funds
is not to meet normal short-term requirements of the small
business.

Before purchasing a debenture or making a loan,

Investment companlies may require the borrower to incur no

17Dona1d Earl Vaughn, Development of the Small

Business Investment Company Program (unpublished Ph. D.thesis,
Kustin, The Unlversity of Texas, 1961), p. 55.
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further liabilities other than trade credit. This means

that 1f any further borrowing 1s attempted, the investment
companies must agree to such actlion and elther make the loan
or assist the small business in arranging it. This condition
permits the investment company to serve as an advisor on
future financing and is one phase of the services provided

by it.

Consulting and advisory services
provided by investnrent companies18

The consulting and advisory services which investment
companies may provide to the small business concern are defined
in Section 107.705 of the Regulations as follows:

A. Consulting and advisory services shall
consist only of advice with respect to the
financial, management and operational activities
of a small business concern: and shall not
include performance by the Licensee of any
financial, management or operating activity
of the small business concern,

B. Consulting and advisory services may be
provided by a Licensee to only (1) those small
business concerns which meet the eligibility
requlrements under The Act and the regulations
thereunder; and (2) another Licensee in connection
with the financing of a small business concern
with which the latter Licensee proposed to
negotiate forthwith or.1s then in process of
negotiation for financing.

C. A Licensee may render consulting and
advisory services to small business concerns for
whom the Licensee does not provide financings
Provided, however, that such services shall not

188ma11 Business Administratlon, op. cit., Section

107,705 and 107,706.
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constitute a ma jor source of Income of a Licensee

(including as part of Licensee's income the net

income, before Federal income taxes, of said

Licensee's subsidiary corporation under Section

107.706).

Section 107.706 provldes that a Licensee may organize and
establish a subslidlary corporation, chartered for the purpose
of providing consulting and advisory services to small
business, Thls sectlon provides further that the subsldlary
must be wholly owned by the Licensee and must have the same
officers and directors,

This sectlion was designed to provide small
businesses with assistance not available under other
conditions. It 1s the section of the Regulation with
which thlis paper 1ls chlefly concerned.

The writers of The Act felt that the small business
concern needed more than a source of funds. If management
skills to complement those of the small businéssman are
provided by investment companies, he can concentrate on the
area or areas of business In which he excels and can recelve
expert asslistance in those in which he 1s weak. This ald
would strengthen small businessmen especially in growing
business situations.

The literature on the subject dilscloses that
Investment companies do render services in a number of ways.

Primary among these is management assistance. Consulting

services allowed under The Act are also offered. Aid in
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obtaining additional funds when they are needed is likewlse
glven. Assistance In obtaining additional business is
authorized. Such matters are covered in the following

chapter.

Scope of the program

From 1ts beginning in 1958 the investment company
program has grown untll in June, 1965; there were 720
licensees.
Growth of the investment
company program

The first Investment companies were llcensed in
1959; sixty-one filrms recelved licenses In that year. The
peak year for licensing, 1963, saw 273 new companles formed.
Of those holding licenses as of this writing (Pebruary, 1966),
45 are publicly held.19 Over one-half of the investment
companies are small, privately held firms wilth capital aﬁd
surplus of less than $325,000,.

The earliest figures avallable on loans were for
September 30, 1960, and are shown 1h Table 1. A total of
643 loans involving $30,190,354 had been made. These funds
were disbursed to companies in 39 states. None of the

investment companles had been in operation much in excess

9
1 "Preeze to End: Squeeze to Remain,¥ NASBIC News
Vol. 6, No. 9 (September, 1964), p. 4.
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of one year and 52 had been in operation less than six
mon’chs.20 The Investment company industry at this time was
young, and the types of financing provlded were new to the
business community. The role they were to play was belng
established.

The latest flgures available on comparable data
were for four years later, September 30, 1964, There were
then 664 investment companies. The 540 additional firms
gilve some Indication of the rate of growth of the Industry.
There have been considerably fewer Section 304 than Section
305 loans, but approximately the same amount of dollars is
involved In each category. As time progressed, the investment
companies have put more money into equlty capitsl, and for
that reason they should be wllling to provide management
assistance. Most of the public issues in investment companiles!
stock were sold during the period (1960-1964) and the large
Investment companies have provided equity financing. TFunds
have been provided to companies 1n all fifty states and three

possessions: Puerto Rico, Guam, and the Virgin Islands.

QO"Small Business Investment Company Loan & Equity
Financing Transactions--By Industry, Cumulative Through
September 30, 1960," Washington, Small Business Administration
(December 16, 1960).



TABLE 1

QUANTITY AND AMOUNT OF LOANS MADE BY INVESTMENT COMPANIES
SEPTEMBER 30, 1960 AND SEPTEMBER 30, 1964

(In Thousands)

Date Number of Number of 304 Loans 305 Loans Total Loan
SBICs Loans Number Amount Number Amount Amount
1964 664 11,300 2,625 $218,130 6,776 $237,535 $524,422
1960 124 643 160 14,436 483 15,755 30,190
:
Difference 540 10,657 2,465 $213,694 6,293 $221,780 $494,232
Sources: '"Small Business Investment Company Loan and Equity Financing

Transactions--By Industry, Cumulative Through September 30, 1960,"
Washington, Small Business Administration, (December 16, 1960).

"Activities Data Report for Quarter Ended September 30, 1964,"
Washington, Small Business Administration (April 9, 1965).

0¥
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Size classification and financial
information

The Small Business Administration divides the
licensees iInto three groupings by size. These groups are
based on the statutory capital and surplus as follows:

1. Small companies - not more than $325,000

2. Medium companies - from $325,000 to $1,000.000

3. Large companies - more than $1,000,000
Fach grouping will be discussed to show its importance in
the industry. Filgures pertaining‘to each group are shown
in Table 6. Though small investment companies make up 56
percent of the Industry they have provided only 19 percent
of the funds lent. Thls group has about three times as many
dollars in Section 305 loans ss in Section 304 loans. This
fact indicates that the small investment companies tend to
concentrate thelr funds 1In safer, more conservative Sectlon
305 loans which have a higher yleld and require little |
management assistance,

Few small investment companies have full-time
management and can provide management asslstance to small
businessmen., With a Section 305 loan it 1s not common for
the Investment companles to become involved with the small
busliness by offering advice or by having a seat on the board
of directors., Even where equity funds are provided, a close

relationshlp 1is seldom established.



TABLE 2

NUMBER OF SBICS AND FUNDS LOANED BY THE INVESTMENT COMPANIES

(In Thousands)

SEPTEMBER 30, 1964, SHOWN BY SIZE CATEGORY

Percent of 304 305 Direct Total Percent of Paid in

Size  Number of  Number of Equity Straight  Stock Dollars Total Dollars  Capital and

Companies  Companies Loans Loans Purchase .Provided Provided Surplus (a)
Small 370 56 $ 24,316 $ 67,408 $ 7,190 $ 98,914 19 $ 59,607
Medium 228 34 45,246 85,848 11,282 142,376 27 77,282
Large 66 10 148,568 84,279 50,285 283,132 54 328,558
Total 664 100 $218,130 $237,535 $68,757 $524,422 100

Source: Small Business Administration Letter to All Licensed

Small Business Investment Companies (February 19, 1965).

(a) Exclusive of Government funds.

o¥
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Investment companles of this size fall only
slightly above the minimum ($300,000) size. It is likely
that they cannot generate enough income from interest on
loans to enable them to show a real profit. The lack of
full-time management reduces the avallabllity of asslistance
from tﬂe investment companles and lessens the thoroughness
of investigatlon before the loan is made. A change in the
regulations now allows two to five small investment companies
with an aggregate paid-in capital not exceeding $750,000
to share jolnt management. Thils arrangement makes 1t
possible for investment compénies to employ full-time
management and arrange for management assistance to
borrowers,

The medium-slize group consists of 228 investment
companies. It comprisps 34 percent of the industry and
has provided 27 percent of the loans asdvanced to small
businesses. This group also has the heaviest concentration
of dollars in Sectlon 305 loans; the amount, however, 1ls
only about twice as large as the amount in Sectlon 304
loans. The medium sized companies show more interest in
equity financing.

The companies in this group vary in size. Some
are almost at the $1 million figure, snd others slightly
above the $325,000 minimum. A majority in this grouping

employ full-time menagement, and some provide consultlng
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services on a fee baslis., The Interest collected on funds
provided by these investment companies provides sufficient
income to cover management and staff costs. These companies
thus take a more actlve interest in the borrowing firms,.
Managers make frequent visits to the portfolio company to
discuss problems and to provide guldance. Trequently,

these investment companles hold seats on the boards of
directors.

The large size category includes the giants of
this relatively young industry. Their size varies greatly.
Some are barely over $1 million. Others have sold public
issues snd have assets of $20-30 million. This group
comprises 10 percent of the industry but has provided 54
percent of the funds. The paid-~in capltal and surplus
amounts to about 2.5 times the total of the other two groups.
The bulk of the funds 1is in equity securities, evidencing a
move away from conservative high interest bearing straight
loans.

All of these companies employ full-time management
to Investigate applicants and to provlide management assistance.
The caliber of thelr executlves 1s generally higher than 1t
is In other investment companles so they have greater experlence
and can more effectively serve small businessmen., Some
companies 1n thils group require, as part of the terms of the

loan, that a member of their staff be hired as a member of
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the management of the small business to provide continuing
advice, more positive control, and guldance. A seat on the
board of directors of the portfollio company 1s usually held
by the investment company. Members of the latter's manage-
ment are usually in close contact with the portfolio
companies. Some larger investment companles have subsidiary
management consulting firms, whilch provide consulting services
to both portfolio and non-portfolio small business.zl

Clearly, there 1s . a wlde divergence 1n the size
and operations of investment companies. A move 1s under
way to curtail the llcensing of investment companies in the
small category. The Small Business Adminlstration wants
existing investment companies to grow and provide better
services.22 The new licensing standard should help guarantee

well-managed and economlcally-viable lnvestment companies.

Research Subsequent to The Act.
Two studles offer some discussion of consulting
and advisory services by investment companies., The first
concerns both the use of consultants and management guldance.

The second conslders only the latter.

1
Information derived from interviews, see Chapter IV.

22“Freeze to End: Squeeze to Remain," 22. cit., p. 4.
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The use of consultants

In the past, usage of oonsultants by small
businesses has been limited. Joel Ross studied investment
companlies and thelr portfollo companies in one reglon of
the Small Business Administration by sending questionnaires
to each group. Responses came from 74 investment companies
and 60 portfolio companles. He reported that 31 percent of
the latter indicated frequent use of consultants, 57 percent
infrequent use, and 12 percent no use.23 This leads to the
question of whether further use of consultants would not be
advantageous for the small business.

Among the 74 investment companies reporting, Ross
learned that 59 offered management services and 15 did not.24
The following management and advisory services were offered
(the number followlng each indicates the number of invest-
ment companies offering that service): 1legal 25, marketing
26, englneering 50, research 9, general management 6,
bookkeeping 2, real estate appralsal 2, and one each for
production, purchesing, supervision, personnel, sales, and

planning. Thls shows that services are avallable to small

business but leaves the questlon of why they aren't used.

23
Joel E. Ross, Small Business Investment Companles

& An Evaluatlion of the Small Business Investment Act of 1958
with a Background Study of Public Pollicy Affecting small
Business, Its Role and the évailabilit% and Adequacy of
Financing (unpubllished Ph. D. thesls, Washlington, The George
Washington University), June, 1961, p. 135.

“41p14., p. 134.
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Ross further reported that 73 percent of the
portfollo companies feel that consulting services are not
required and that 27 percent said that the cost of such
services 1s too highag5

These services, reported by Ross, were offered by
investment companles and not by outside consultants. He
indicated that some llmitations on offering services to
portfolio companies may exist. One may be the prospect of
unrelmbursed costs. Investment companies may be in a
position to provide services bqt not be able to press for
collection. Turther limltations lie iIn the legal restric-
tions of the traditional lender relatlonship. An investment
company a8 an lInvestor and consultant could be Involved in
a conflict of interests, Another reason that portfollo
companies do not use consultants from the investment
companies 1s unwlllingness of the former to have the latter
"snoop" or Interfere.

Ross also reported that few small businessmen
realize their need for outslde assistance, and some feel
that 1t 1s too expenslive. To correct these attitudes a
program éf education may be necessary.

Ross carrled out the 1nitlal study on management

services and developed a llst of those offered. His work,

however, 1s limited to the investment companies of one regilon.

25
Ibid., p. 135,
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The surveys conducted for the present study not only cover
a larger number of investment and portfolio companies but
extend to all regions. This study expands on the use of
the services by concentrating on them, while only a portion
of Ross's work is devoted to them,

Role of the investment companies

in provliding management
asslstance

One purpose of iInvestment companles is, as indicated,
to provide management assistance to small business. This ald
can come in the form of meﬁbership on the latter's board of
directors, free advice, or consultation. The important thing
is that investment companies should attempt to supplement the
talents of small businessmen wlth the wisdom of experienced

persons.

In his study of investment companies in 1960 Vaughn

reported:

During the first few months of operation of
the small business iInvestment program, optimistic
writers suggested that- the officers of the SBICs

" were In a perfect position to furnish managerial
and flnancial advice to thelr small business
customers. The counseling program, however,
has not materialized in a ma jorlty of the invest-
ment companies., The types of managerial and
financial advice furnished to small business
clients usually deal with such things as:

l. Advice on sales

. Advice on advertising

. Auditing work

. Bookkeeping servlices

. Management and counseling on
financial matters.

N
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Items three and four above are usually provided on
a fee- basis while the others may be provided

free or on a fee-basis, The management consultant
group in charge of operating one of the SBICs
supplies managerial end financial services to theilr
customers. Many of the SBIC officlals do not desire
to become too deeply involved in the managerial
problems of thelr small business customers,
especlally when theilr financing has been on a
long=-term loans basis. TFor the most part, those
companies which have acqulired a convertible
debenture issue or other equity securities

from small businesses require that one of the
officers or directors of the SBIC be elected to

the board of directors of the small business
customer. The services of the director are

usually on a non-fee basis and serve as

insurance for grotecting the investment of

the licensee,?

Vaughn contacted investment companies in Reglon Ten
of the Small Business Administration. He mailed nineteen
questlionnaires and received eight replies. He studied invest-
ment companies!' impressions of the program and information
about thelr operations, One question about the services
offered was meant to determine whether the investment companles
were utilizing this section of The Act. The iIndustry then was
only two years old.

According to Vaughn, Investment companies can functilon
as outslide advisers in their relationships with portfolio
companies, Thus they may work with small busineéémen and act
as advisers. Thls relationship encourages businessmen to

accept the i1dea that the investment company 1is their partner.

26
Donald Earl Vaughn, op. cit., pp. 146-7.
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In essence, the 1lnvestment companies are partners of the
small buslnessmen, for if the advice given 1s bad, the invest-
ment companles share in the fallure of the business. 1In
working wlth the small businessmen as advisers, investment
companies may fill gaps in the former group's ability.

In taking a'position on the board of directors
of a small business, an officlal of an investment company
£ills the role mentioned above, but with this difference:
a position of authority and responsibility is involved
since the investment company representative has a legal
obligation for the operation of the small business. The
investment companies are stlll in the positlon of partners
of the businessmen 1n providing advice and guldance as
requested. Ross reported that, of the investment companies
replying, 46 required board membership, and 18 did not.gr7
Obviously, a majority of the Investment companies feel that
it 1s advissble to hold board membership. By supplylng a
board member, the investment companies can work on speclal
pro jects, advise, and take part in management decisions.
They also are in a better positlon to watch the small business
and protect thelr own Investment. A seat on the board of
directors does not glve the investment company authority to
control the small business but does afford it an opportunity

to assist the management.

27
Joel E. Ross, op. cit., p. 153,
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Another form of assistance is provided when the
investment company has one of its members placed in the
management structure of the small business as a paid executilve.
In this way the investment company helps the portfolio companiles
In day-to-day problems and is in constant touch with the
situation. This type of arrangement, however, is not common.,
Ross reported that of 857 investment companies answering this
question, 15 did require management contracts, and 42 did not.28

Above studies indicate several of the ways in which
investment companles can provide management assistance to small
businesses. The important point is that they offer this

agsistance to help the small businesses grow and to improve

their own equity position.

281p1d., p. 153.



CHAPTER III

SURVEY RESULTS

Thls chapter concerns the survey of the investment
companies and of the small buslinesses which have borrowed
from them. The flrst subjJect dliscussed will be the sample.
itself, It will cover the percentage of return of the
questionnaires, the geographic distribution, and related
factors, TFollowing this, the makeup of the questionnailre
will be discussed. The second sectlon will cover the results
of the surveys. It includes a report on the types of services
rendered by Investment companies, and how each can assist
small businesses, The results of the survey wlll then be
presented. Responses are then analyzed to determine 1f the
services are utlillzed and how the responses vary according
to size of firms and the industry. The last section will
analyze addltional services which the responding small

businesses say would assist them.

Nature of the Sample

Number of questlionnaires and response

Investment companies which are members of The
Assoclation were chosen for the first survey. Questlonnaires

were Sent to 325 of a total of 723 llicensees at the time.

52
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According to Mr. Robert Lelsy, Assistant Deputy Administrator
for Investments of the Small Business Administration, 51 of
the investment companies were conslidered "inactive." They
were over three years old and had less than 40.8 percent of
thelr assets Invested. This means that 48.4 percent of the
active investment companies were sent questionnalres. O0Of
the 325 sent, 105 were returned; this return reflects 32.8
percent of those surveyed and 15.7 percent of all active
investment companies,.

The second survey included small businesses
nominated by the lnvestment companies. The latter listed
153 portfollo companies on a sheet attached to the question-
nailre sent to them. Some investment companles supplled
several names, others provided none.

From these 153 companles a response rate of 65.1
percent was obtained--99 questionnaires. Two had been
returned because of 1lncorrect addresses, and one company
sald that 1%t had not borrowed funds,

This response rate was higher than expected., It
may have occurred because the cover letter Indicated that
the names were submltted by investment companies, a statement
that may have caused the companies to feel they should
respond. It may further indlcatc a hlgh Interest among
Investment companies iIn the toplic being researched. Since
the number of portfollo companles volunteered was small, a

high response rate was most desirable.
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Responses by geographlc location

Replies came from investment companles in 8ll1l nine
of the Small Buslness Administration Regions. Table 3 shows
the percent of Investment companies In each reglon and the
percentages of the responses from each region. The responses
from most reglons are close In actual percentage., The New
England Reglon has a response rate in excess of 1%s proportion
of total investment companies, and the East North Central
Reglon 1s also high. Other reglons fell below their
percentage of representétion. The fact that the New England
and East North Central reglons are high is probably related
to the fact that many individuals who work wlth The Associatlon
reside In these reglons. Since thls was an Assoclation
questionnaire, these individuals would be likely to cooperate;
Because only 105 lnvestment companles responded, a difference
of only two or three questlonnaires from a region creates a
notlceable shift In percentage. It 1s belleved that this
difference does not affect the reéults because the percentage
of responses agreed closely with the percentage of Investment
companles In all regions.

Table 3 also shows the percent of investment
company loans made to small businesses located In each region.
Some small businesses have obtained more than one loan. This
means that the same small business may be counted more than
once., These were the only flgures ayailable for comparative

purposes and which Indicate the number of small businesses
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borrowing from investment companles in each region. Table
3 then presents the percentage of the small buslnesses
responding from each region. In several cases there 1is
conslderable variation between the actual flgures and the
responses., The largest difference 1s found in the East
North Central Region., This occurred because the wrlter is
an executive of an investment company in this reglon, had
more contact wilith other investment companies in 1%, and
therefore recelved more names of small businesses in 1%.

He also had the 1list of small businesses which had borrowed
from hls own investment company. In some of the other
regions there 1s also considerable‘difference; the reason

is not known.

Responses by the size of firm

The responses by the investment companies were
broken down according to the size groups mentlioned previously.
Table 4 shows the number of responses 1in each group and lts
percentage of the total. The small group lacks adequate
representatlion while the large group 1s overly represented.
Thils occurs because all of the large iInvestment companiles
belong to The Assoclation and have full-time management
avallable to complete thé questlonnaire,.

An Initlal tallying of responses revealed that the
slze factor made no difference in answers recelved to most

questions. The responses, therefore, will be treated as a
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TABLE 3

RESPONSES FROM INVESTMENT COMPANIES AND SMALL BUSINESSES
(PERCENT OF ACTUAL COMPARED TO RESPONSES FROM REGIONS, 1965)

Investment Companles _Small Businesses
Actual 1in Responses Loans In Responses

Reglonit Regloni From Region Region# From Region
1- New England 10 15 25 11
2- Middle Atlantic 24 e 15 11
5~ East North Central 11 14 é 26
4- West North Central 4 4 4 5
5- South Atlantic 15 11 10 3
6- East South Central 2 1 5 4
7- West South Central 15 13 16 25
8- Mountain 2 3 2 5
9- Pacific 17 17 17 10
Total 100 100 100 100

#Small Business Administration Figures and regions.
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group in presenting the data in tabular form. When a
signiflcant differehce is present, a comment and the figures
will be given in the discusslon.

The small buslinesses were also broken into three
groups, based on the size of the investment company from
which funds were borrowed. It was felt thls would be the
best way to classify them since to ask for financial data,
generally considered confidential, would probably have
lowered the response rate. Thlis method would also seem
logicel since answers could then be compared with answers
given by the size of Investment companies supplying the
funds.

Again the large category 1s overly represented
because several large investment companles supplied a
complete list of the small businesses to which they had
lent funds. They stated that slnce the names of thelr
portfolio companles are listed in thelr published statement,
they would provide them for the survey., But as with the
investment companies, size in most cases does not occasion
a8 noticeable difference in the responses. Where a signifi-
cant difference exists, 1t wlll be noted in the discussion.

All three categorles will be combined in the tables,

Responses by industry

The small buslnesses responding provide a cross
sectlion of the kinds of buslnesses borrowlng funds from

Investment companies. Table 5 shows the percentage of small
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TABLE 4
INVESTMENT COMPANIES AND SMALL BUSINESSES IN EACH SIZE CATEGORY
1965
Investment Companies Small Businesses(b)
Size Category Responses Actual

Number Percent Percent(a) Number Percent

Small
Medium
Large

Total

56 34 56 11 11
38 36 54 56 36
Sl . 30 10 52 53
105 100 100 99 100

(a)

(b)
obtained."

Small Business Administratlon figures see page 42.

Based on Slze of Investment company from which funds were
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businesses responding in each kind of business as compared
to figures obtained from the Small Business Adminlstration.
A1l kinds are falrly consistent with the Small Busilness
Administration figures except for real estate and contractors,
who had low representatlion, and manufacturers, who had hilgh
representation. No final explanation can be supplied for
this, but possibly the 'investment companies did not supply
names of persons,engagéd in %eal estate and contracting on
the premise that they would éot respond. On the other hend,
the names of mendfacturers were supplled since it might be
assumed that they would respoﬂd. On most questions no
difference was noted among the responses of small businesses
Iin the varlous industrlies, and they wlll not be separated in

the taﬁles. Where a significanﬁ difference does occur,

comment will be Included In the discussion.

Questionnaires
This section will briefly discuss the two question-
naires. The flrst part Includes a review of how the
questionnaires were developed and the materlal each contained.
The second discusses the pretest results on the second
questionnairé.

How developed

The first questionnaire was prepared jointly with
the Management Service Committee of The Assoclation. After

a questionnaire had been prepared for this study, 1t was
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PORTFOLIO COMPANIES IN DIFFERENT LINES OF BUSINESS COMPARED

TO FIGURES OBTAINED FROM SMALL BUSINESS ADMINISTRATION

1965

(In Percent)

(a)

Line of Busilness g&gzrgzug;?%}ned %%g;rg;A?Bgained
Manufacturer 54 31
Service Business 14 11
Real Estate & Contractor 9 34
Wholesale 9 3
Retaill 9 10
Science 8 5
Transportation & Utlillty 0 4
Other 13 0

(a)Established by Small Business Administration

(b)

checked more than one line of business.

Flgures total more than 100 percent since some companles

(C)Figures as_obtained total less than 100 percent,
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learned that the commlittee was also seeking information on
management services, After some discusslon, 1t was declded
to combine the two questlonnaires and that The Assoclation
would distribute the resulting one. It Includes some questions
not pertinent to this study, but omité no materlsl needed for
it. A copy of the questlonnaire is included as Appendix A.

The questlonnalre has two parts. Only Part I
pertains to thls study, Part II sought information for The
Association on how 1ts members feel about its operations,

Part I consists of two sections. The first asked for informs-
tlon pertaining to (1) why the companies approached the
Investment companies, (2) what management gervices are
rendered, (3) the need for, and sources of, additional funds,
(4) assistance rendered in obtalning additional business,

and (5) underwriter connections. The second section concerned
pald consultlng services offered, The review of the literature
had provided insight into the areas 1n whlch investment
companies can render asslstance.

The purpose of the questionnaire was to get
Informatlon pertaining to services which iiivestment companies
provide to small businesses. This not only applied to the
speclific areas mentioned above but also to any other assistance
which might be offered. It 1s clear that information about
the number of Investment companles offering earch service is

desirable, since this provides some inslight into 1ts Iimportance.



62

The second questlonnalre was designed specifically
for thls study. It was Intended to cover the same services
as the first questiomnaire, the objective belng to determine
1f the small businesses feel that they are getting the
services offered by investment companles. They were also
asked to list any services which they would like to have
and are not receiving.

The second questlonnaire was submitted to an official
of The Assoclatlion and the chairman of the Management Services
Committee to see if they could improve the wording of any
questions or think of additional information which should
be obtained. These individuals found no fault with either
the materlal covered or the wording of the questlons. They
agreed that 1f the informatlion requested was obtalned 1t

should correlate with that galned from the first questionnalre.

Pretest results

After receliving these comments, 1t was decided to
pretest the second questionnaire., This was done to check
questionnaire construction and question clarity. TFor
pretesting, 20 small buslinesses were selected at random
from the llst of 153 names, and questionnaires were sent
to them.

0f the 20, 16 were completed. No comments were
made about the questlions, but the answers to four questions

made it evident that clarification was requlred. These were
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the two questlons concerning the frequency of visits and
the time spent by the investment companies, and the two
questions concerning the rate of growth of the swall
businesses. In the former the answer blanks were changed
to read "times per year" and "length per visit." The
questions about growth were reworded to try to clarify the
method of calculating the answer.

After the changes were made, 1t was felt that
the questionnalres would elicit information needed to

complete this study.

Report of Survey Results
This sectlon wlll analyze the questionnailres one
section at a time, based on services provided. Both
questionnaires will be consldered together to compare the
results., Each type of service wlll be studied ass ths
results are presented and Information from the review of
the literature will be introduced at that point.

Types of financing pfovided by
investment companles

As pointed out earlier, Investment companles were
instituted to provide long-term loans and equity capital,
Funds are provided in several forms:

1. Loans'only In which Sectlon 305 type
finsncings are provided and in which investment companies

have no equity position.
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2. Loans and equlty in which Sectlon 304
funds are provided on s stralght note and additional
funds are invested directly in stock of the-companies,

3. Loans and warrants 1n which Section 304
funds sare provided in the form of a debenture with warrants
attached. The warrants give the iInvestment companles the
option to obtain stock.

4, Convertlble debentures in which Section 304
funds are provided in the form of a debenture, all or a
portion of which may be converted into stock.

5. Equity only involving the use of Section 304
funds for direct purchase of stock in the companies with
no loan belng made.

From Table 6 1t can be seen that the most common method of
providing equilty capltal is a loan with warrants attached.
Loans with an equity position are the second most common
type of financing. The least commonly used arrangement 1s
a straight equlty positlion, which provides the Investment
companies with no income on thelr investments unless the
borrowing companies pay dividends.

Advantages and disadvantages of

the types of financing

When an Investment company has an equlty or
potential equity position In a small business, 1t becomes
interested in the growth of the equity. Investment companies

rely on appreciation in equity to obtailn éapital gains on
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their investments. Interest income from the loan covers
the investment companles! money cost and provides some
income for operations. It does not provide most Investment
companies with the return on investment they desire. That
return can be obtalned only through capital gains,

Funds provided by investment companles where an
equity position is involved are subordinated debt and are
unsecured. Risk 1s relatively high in this type of financing
because other creditors of the small business must be satisfied
before the investment companles are repaid. 8Since the only
funds behind the investment companies come from stockholders,
the former are vulnerable In event of liquldation. To
compensate for such risk, a potential equility position is
obtained through conversilon priviiéges or warrants., If the
small businesses grow, the lnvestment companies are compensated
for thelr risk; 1f they do not, the investment companles hope=-
fully will recelve interest on the debenture and have the
principal repald, but conversion privileges or warrants would
be worthless., If the small business deteriorates, there 1is
the probability of loss,

When the investment companles have an equity
position, they tend to assume the attitude of partners of
the small businessmen., They work closely with the small
buslinesses In the hope of rendering management assistance
and helping them grow. Growth strengthens the investment
companlies! position on the loan and increases thelr equilty

potential,
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TABLE 6

TYPES OF INVESTMENTS MADE BY INVESTMENT COMPANIES
AND CATEGORY IN WHICH THE MAJORITY FALL, 1964

Number of Investment Category in which
Type of Investment Companies Maklng this Ma jority of

Type of Investment Investments Fall
Loans asnd Warrants 83 60
Loans and Equilty 75 31
Convertible Debentures 57 13
Loans Only 48 21
Equity Only 25 6

To be read: 48 companies have made loans only, but In only

21 companies do loans make up the majority of the investments,
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Some Investment companles tend to concentrate on
loans only. These Investment companies are apparently not
so Interested in capltal appreclatlon. They are not willing
to provide management assistance unless their loans are in
Jeopardy; then they may have to do so to prevent loss.

Reasons small businesses approach
Investment companiles

The traditional reason that small businesses
approach Investment companies 1s to borrow funds, That,
naturally, 1s the most important reason, but some small
businesses are interested In other matters. Slnce investment
companlies are authorized to provide consulting and advisory
services, a purpose of this study was to learn 1f small
businesses actually do approach them for these services.

In Questionnalre 1 the Investment companles were asked if

they had been approached for reasons other than to obtaln
funds. Thirty-four of 104 (33%) said they had. Here a
gignificant difference based on slze existed as 23 percent

of the small, 34 percent of the medium, and 46 percent of

the large Investment companles sald they had beeﬁ approached
for other reasons. In Questionnaire 2, the small businesses
were asked why they épproached investment companies. Responses

from each of these sources are discussed separately below.

Reason cited by Investment companies
The Investment companies were asked to tell why
small companies had approached them: a number of reasons

were clted.
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TABLE 7

WHY INVESTMENT COMPANIES ARE CONTACTED BY SMALL BUSINESSES, 1964

#

Reason Number Listing
Management Aséistance 13
Advisory Services 10

Information on the Equity Market
Financlal Advice and Ideas
Management Evaluationv

Looking for Acquisitions or Mergers
Seeking to be Acqulred

R VI

Management Referrals

3
As given by investment companles,
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Table 7 shows that the most frequent reason was
to get management asslistance: the second most frequent
reason was to secure advisory services. It is possible
that these two reasons might belong together since the
difference could be a matter of semantics. Both of these
areas fall withln the intent of The Act and show that small
businesses do approach investment companies for management
assistance.,

At least two Investment companies reported that
they believe they have established a good reputation in
the business community since they have been approached by
small businessmen wishing the prestige of having someone
from thelr organization be on the board of the borrowing
companies,

Many small businesses coming iInto investment
company offices cammot be helped directly, but the lnvestment
companies are still In a position to provide them with
financlal guldance, This guidance may be given by analyzing
the situation and making suggestions as to possible alterna-
tives. 1In some cases investment companies can guide the
small businessmen to other sources of capital. Investment
companies usually have contact with these other sources ahd
can bring partiés together.

Investment companles have been approached by firms

looking for acqulsitlons or mergers and by others seeking to
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be acquired. Investment companles may know of companies
seeking to buy.others and those wishing to sell. In either
case small buslinessmen are served 1f sale or purchase 1is
achieved. The objective of the Investment companles is not
to merge all of the portfollo companies into large publicly
held corporations, but In some cases such actlon is best for
all concerned.

Other reasons listed were in management areas
pertalning to evaluation and referrals. Many small business-
men realize they are deficlent in certain areas and approach
investment companies for assistance. After investment
companles have analyzed deficlencles and pointed out ths
need for assistance in an area, they may then be asked to
help locate someone to undertake the job., This involves
asslistance in locating and screening applicants. The final
selectlion, however, should be left to the small buslnessman

since he must work on a day-to-day basis wlth the man selected.

Reasons cited by portfolio companies

Table 8 shows the response of the small businesses
as to why they approached investment companies. It 1s
slgnificant that 97 of the 99 small businesses reéponding
Indicated that they aspproached the investment companies to
obtain funds but two sald that they were seeking management
asslistance and not funds, Qther small buslnesses indicated

they were interested in securing services In additlon to funds.
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TABLE 8

WHY PORTFOLIO COMPANIES APPROACHED INVESTMENT COMPANIES, 1965

(a) (b)

" Reasons - Number

Obtain Funds 97
Management Assistance

Obtain Business

Consulting Service
Establish Business Relations

Underwriting Connectlons

O O +H N » @

Other

(a)As reported by portfollo companles
(b)

Flgures total more than the 99 since some companies checked
more than one answer when responding.
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TABLE 9

SERVICES THE PORTFOLIO COMPANIES LIST AS PROVIDED BY THE
INVESTMENT COMPANIES, 1965

(a) (b)

Service Number
Providing Funds 99
Management Assistance 60
Consultling Services 44
Underwriting Connections 15
Providing Additional Customers 7
Other 0

(a)
(b)

As reported by portfollo companies.

Figures total more than the 99 since some companles checked
more than one answer when responding.
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Thils shows that they do approach Investment companies for
reasons other than, or in addition to, getting funds.

The small businesses were asked 1f they expected
services to be availlable when they approached the investment
companies. The puréose of thlis gquestlion was to ascertain
the awareness of the avallabllity of services. It was found
that 38 of 92 (41%) of the companies indicated that they were
aware that ser?iceé were avallable. The small portfolio
companies were less aware of the avallability of services
than were the large ones: 27 percent compared to 36 percent,
an indicatlon that the large Investment companlies offer more
services.

The small businesses were then asked to list
services available from the lnvestment companies. Table 9
shows the results. All of the companles sald funds were
avallable, a ma jorlty received management asslstance, and
other services were less frequent. ©Each service 13 discussed

In the remainder of this chapter.

Management assistance

| As determined by interviews and the literature,
there are three ways 1n which investment companies can
render management assistance: by having an individual from
their organlzation become a member of the board of directors,
by offering service as an officer, or by establishing a close

working relationship with the small businesses.
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Assistance rendered

The board of directors can be composed entlirely
of individuals from within the company or of individuals
from other organizations. These are known as "inside" and
"outside" boards respectively, but a "mixed" board is
claimed to have the best features of ‘both.1 The board
_ appoints the corporate officers, passes on recommendations
of the management and is the primary policy-making body of
the organization. It is interested in broad corporate
problems affecting fhe conservation and use of cépital.2
It may receive reports of the results achieved by the
organization and compare them to planned results., Its
decisions are the basis for planning, organizing, ahd
controlling the corporate activities. It is not a staff
organization, of course, as it 1s the source of delegation
of functions, responsibilities, and authority within the
organization.3 It promulgates broad general plans and
policies and it plots the corporation's general course of

actlon over the years.

1
Ralph Currier Davis, Industrial Organizatlon and
Management (New York, Harper & Brothers, 1957), pp. 162-63.

2. A - - .
Ralph Currier Davis, Pundamentals of Top Management
(New York, Harper & Brothers, 1951), p. 164,

3
Ibid., p. 486.
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The board of directors should be detached from
opgrations and should view the company as a whole.4 In
the typlcal small business the outslde board member serves
another important function by being someone the small
businessman can talk to and test his decisions agailnst.
Management 1s 1solated when 1t 1s so small that it does
not provide a diversity of background and temperment.
Therefore, board members are needed whose experience,
outlook, and interests are different from those of manage-
ment. What 1s needed is not people who agree with manage-
ment but people who are likely to see things differently,
to disagree, and to question.5

Boards in small businesses are often mere legal
forms, with the owners of the business serving as directors.
At the same time many other small businesses have found a
board useful for improving the quality of thelr management.6
The typical small businessman has a distrust for outsiders
and 1s timid to ask anyone to serve for fear that he can't
make it worthwhile. M"On the other hand, many public-spirited
business and professiénal men see In the small business the

heart of the American private enterprise system, a challenge

4
Peter F. Drucker, The Practice of Management (New
York, Harper & Row, 1954), p. 180, .

5
Ibid., p. 181.

6
Harold Koontz and Cyrll Q'Donnell, Principles of
Management (New York, McGraw-Hill Book Company, I[964), p. 557.
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to professional experlence and ingenulty, and a means of
belng of genulne service in the buillding of well-managed
business enterprise," according to Koontz and O'Donnell.7

The board performs many functlons on an informal
basis. A common misconceptlon about directors 1s that
thelr most Important function 1s to attend meetings. TFormal
meetings do have a place in the scheme of things, but fallure
to recognlze the informal aspect of board activitlies leaves
out a significant part of the picture,8

The board of dlrectors of a small business can be
of real value to 1t. If wlsely chosen, board members will
bring in fresh outslde viewpoints uncluttered with daily
operations and unprejudiced by personal attachments.9 Small
businessmen must be careful 1In their selectlon of members of
their board of directors. Members must be persons with whom
the businessmen are wllling to discuss problems and whose
Judgment they respect. The businessmen must be willing to
listen to their suggestions and heed thelr advice. ™Mallure
to do this will destroy the relationship among the individuals

7
Ibid., p. 358.

8Henry H. Albers, Principles of Organlzation and
Management (New York, John Wiley & Sons, Inc., 1961),
?.pi 197"90

9 | o

Myles L. Mace, The Board of Directors 1ln Small
Corporations, Graduate School of Business Admlnistratlon
{Boston, Harvard University, 1958), p. 15.
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and render the boards useless. Members must be Interested
in the small business, attend board meetings, and be willing
to give of theilr time on other occasions. Care must also be
taken so that a conflict of interest does not arise.

A number of specific services can be rendered by
board members,lo They can aid the small businessman 1n
policy making, as outside experience and viewpolints can be
helpful in setting up policies for the day-to-day operations
of the businesses, Board members can also ald in long-range
planning. Their guldance can be valuable in keeping the
companlies headed in the proper directlion. Many times small
businesses may be tempted to veer from thelr original objectives;
by discussing such situations with the board members, they
can re-establish direction,
- If board members are famillar with industries
directly related to the business, they can be of assistance
by polnting out better management practices or by offering
direct management help. The board members should supplement
the qualifications of the businessmen. At the same time they
must be carefullnot to meddle and thus allenate the businessman.

In case of the untimely death of the small business-
man, the directors may be able to provide a successor from
among their ranks untll a competent person can be hired. Many

small businessmen fall to prepare someone to take over in case

10
Ibid., pp. 13-20,
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of an emergency. If the board members have been doing their
Job properly, however, they will be certaln that someone in

the organization is prepared.11

If the businessmen need outside technical ald, the
board members may be able to locate such assistance. Many
tlmes they wlll have contact with persons or know of firms
dolng this work. They can help evaluate proposals made by
consultants, This wlll aid the companles since 1t 1s useful
to discuss the different proposals with someone.12

Board members can often help businessmen locate
competent replacement personnel. Thls can be accomplished
by recommending names of qualified persons to the busgsinessmen
or by sending individuals for Interviews. Board members
should not make decisions on the hiring of personnel. This
1s the responsibility of managementnl5

Advice may also be rendered in the ares of financial
management or accounting. This may consist of pointing out
outslde conditlons such as governmental actlons or busliness
conditlions which wlll affect the operation,14 It can also
be through review of financial statements, trenés, and
ratios, wlth the small businessman to polnt out slignificant

factors, Accounting ald can be rendered by helping the

Mipia., p. 27.
12
21p14., p. 60.

1v14., p. 63,

141p14., p. o8.
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small business use proper procedures and formats and by
seelng that accurate figures are maintained, Accounting
1s an Iimportent area to small business and 1s one in which
many businessmen are deflcient unless outslde assistance
i1s had., Investment companies receive perilodic financial
statements from the portfolio companies and must ascertain
that these are accurate, By requiring a small businessman
to make accurate statements periodically investment companles
assure that he knows what 1s happening.

Investment companies can also be of assistance
by placing someone directly ln the management of the small
business., This allows an individual to work directly with
the business and be available to provide advice on day-to-
day operations. It brings outside assistance into the
company that it probably could not afford otherwlse. Most
small businesses don't have ready access to reliable manage-
ment guidance.15

No specific information about the competence of
the representativeé of the 1lnvestment companies 1s avallable.
However, the ma jority of the individuals managing them have
been successful 1n other lines of business or have earned
advanced college degrees, Investment companles are operated
as a second business by some individuals who have funds and

have declded to invest through the investment company program.

15A.D.H. Kaplan, Small Business: Its Place and

Problems (New York, McGraw-Hill Book Company, Inc.), 1948, p. 97.
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These are generally the smaller investment companies which
lack full-time management. Investment companles which have
full-time management usually employ persons that are deemed
capable of running them and of providing assistance to the
portfolio companles.

This discussion has been mostly confined to the
services rendered by the board of directors. It 1s not
necessary that one be a board member to render this assist-
ance. The lmportant factor 1s that the representative of
the investment company brings in the outslde viewpolnt and

competent asslstance.

Survey results

Table 10 shows the nature of the participation by
investment companles. It was found that 61 of the lInvestment
companies responding have representation on the boardfof all
or most of thelr poritfollo companies. Table 11 reveals that
60 percent of the portfollo companies report that the invest-
ment companies are represented on the board. Thls conflicts
somewhat with the fact that the portfollo companlies reported
that 70 percent of the investment companies insisted on
board membership., The reason for the difference probably
lies in the structure of the sample., Consliderlng the number
of sltuations where investment companies do have a board
membership or attend meetings regularly one concludes that
this 1s evldently the most prevalent method of providing

assistance.
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Table 11 indicates that 62 percent of the portfolio
companies seek help and advice from investment companies,
Responses differ according to company size., Forty-five per-
cent of the small, 69 percent of the medium, and 60 percent
of the large portfollo companies sought assistance from the
investment companies. Thls emphasizes the fact that wider
use could be made of assistance avallable,

The portfollio companles reported the nature of
assistance varied based on both size and kind of business,
Forty-five percent of the small, 8 percent of the medium,
and 27 percent of the large companles said that the invest-
ment companies were creditors only and provided no assistance.
The significantly larger number of the small companies
recelving no assistance indicates that the small investment
companlies are not providing help to management. And since
27 percent of the large companles are also receiving no
assistance, some large Iinvestment companles are also falling
short. It was further found that 45 percent of the small,

72 percent of the medium, and 74 percent of the large

companies report that the Investment companies have representa-
tion on thelr boards. This places the medium and large size
investment companies in a better position to render assistance.
The following 1ist shows type of firms and percentage with a
representative from the investment company serving on thelr
board:

Service business 93%

Manufacturers 62



82

TABLE 10

PARTICIPATION IN PORTFOLIO COMPANIES BY INVESTMENT COMPANIES
1964

AFTER INVESTING

Participationst Proportlon of Portfollo
Companies

All Most Fow None

Offer Free Consulting Service 20 32 33 7

Serve on Board : 15 46 29 8
As Creditor Only 7 22 28 13
O0ffer Pald Consulting Servilce 6 4 42 24
As Stockholder Not on Board 3 2 el 29

Attend Meeting but not serve as
Board Member 2 8 19 31

Partlicipate Directly in
Management 0 12 27 34

#As reported by investment companles,

To be read: 20 Investment companlies report they offer free
consulting service to all of thelr portfollo companies, 32
offer 1t to most, 33 offer 1t to a few, and 7 offer this
service to none,
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Sclence firms 62
Wholesalers 56
Retallers » 43
Realtors and Contractors 33

Seemingly the nature of the business affects the interst of
investment companies in serving on the board. This could
be based on the need of the small businesses or the feelling
by the investment companies that they have someone competent
to render assistance. It was also found that 15 percent of
the manufacturers, 1l percent of the realtors and contractors,
and 7 percent of the servlice businesses Indicated someone
from the investment companles participated directly in manage-
ment. None of the retallers, wholesalers, or science firms
Indicate that they recelve such aid. This agaln suggests
that the investment companles render assistance to the type
of business with which they are famlllar and hold back in
areas in which they may not be so well prepared.

According to Table 11, 86 percent of the portfolilo
companies report that the lnvestment companies take an
active interest In them -~ a significant fact., It shows
that small businessmen are willing to discuss thelr problems
with someone and seek outside help. Portfollo companies

report that 66 percent of them had asked for aid in solving



TABLE 11

MANAGEMENT ASSISTANCE PROVIDED PORTFOLIO COMPANIES, 1965

FROM INVESTMENT COMPANIES

84

Nature of Assistance(a) - Number Percentage(b)
Type of Relationship
Serve on Board of Directors 60 60
Offer Consulting Services 36 36
None, Creditor Only 22 22
Attend Board Meetings, but not member 10 10
Participate Directly in Management 10 10
Assistance Rendered
Active Interest in Company 81 86
Required Board Membershilp 69 70
Help with Speciflc Problem 65 66
Help and Advice 61 62
Works Closely with Company 60 73
Pay for Services Received 58 40
Asslstance Requested, not receilved 10 11

(a)
(b)

As reported by portfolio companies.

Based on the number of companles answering this question.
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speclfic problems and had received 1t. Only 1l percent say
that assistance had been refused when reguested. This
indicates that investment companies are wllling to render
ald when i1t 1s asked. By doing so, the fallure rate of
small businesses can be reduced because the small business-
men are supplementing thelr own abilities. The greatest
barrier lles In getting the small businessman to consider
the Investment company as a partner and then to seek and

to use 1ts asslistance., In Questlonnaire 1 the lnvestment
companles were asked 1f they find managements of portfollo
companies generally reluctant to accept assistance, and 21
of 103 (21%) indicated they had experienced some difficulty.
Obviously some barriers still exist and must be lowered.

When asked to 1ist other services that they had
recelved but that were not previously covered, portfollo
companies listed these: legal, engineering, data processing,
project development, operations research, and market research.
Some investment companies provlide assistance in these
specialized areas and seek companles to whom to render this
assistance.

The Investment companies were asked to assess the
services they offer and to 1list them in the order of
effectiveness. These results were:

1. Management counseling and assistance

2. Financlal counseling

5. Sitting on the board of directors
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4, Accounting
5. Marketing assistance and obtaining business
6. Obtaining additional funds
7. Acqulsition and merger
8. Procurement of personnel
9. Engineering and project development
10, Legal,

Certainly this list points out the services that
investment companies feel are of the most benefit to the
companles and indicates the types of services to be
concentrated on to bolster the companies., The portfolio
companies were not asked to list the services they receive
in order of effectiveness. Table 9 did show, however, the
services which the portfolio companies 1indicate they receive.

Another method used by investment companies to
provide assistance 1s to place someone in the management
structure of a company. This practice 1Is not common as
noted in Table 10, as only 12 of the investment companiles
report they participate directly in the management of most
of the portfolio companies, and 34 report that they never
do this. Twelve percent of the portfollo companlies report
that investment companles have someone in thelr management
structure, as seen in Table 1ll.

Investment companles were asked to indicate what

positlion their representatlves hold in the portfolilo
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companies. The following list indicates the position and

the frequency of occurrences

Chairman of the board 12
President 13
Vice President 16
Treasurer 14

Other (Secretary, Assistant
Secretary, and Assistant
Treasurer) 13

There 1s no significant difference 1in the number of occurrences
of any one position., The position of chalrman of the board
usually is honorary in a small business and may relate to
one of the reasons given for companies! approaching invest-
ment companies, that of prestige. In three instances
investment companies indlcated that they have placed a man
in the position of president because they took over the
companies in time of difficulty, as an interim measure to
save them.

The companles were then asked to Indlicate how
frequently the investment companles visit them and how long
the visits last. They indicated that the frequency ran from
O to 100 a year, with the average belng about once a month.
This shows that some investment companies are content to let
the portfollo companies operate on thelr own, but others
check quite often. An average of once a month suggests

contact only at board meetings.
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The length of vlisits ranges from one-half to 16
hours. No correlation exists between frequency and length
of the visit. Some investment companies visit weekly or
even oftener and spend two to three hours per visit. Others
vislt only a few times per year and spend but one hour per
visit. TFrequency and length of visits must depend on factors
not covered In the questionnaire., It may reflect the needs
of the companles and the desire of the investment companies
to supervise closely. One making only infrequent and short
visits cannot provide as much assistance as one vislting
more frequently and remaining longer. Generally the
companies which sald they are recelving the most services
are the ones visited most frequently.

The size of the portfollo company caused no
difference in the answers to the questlon of whether the
investment company works closely with 1t, but difference
does exist according to different kinds of business. The
following list shows type of flrms and percentage glving

affirmative answers to thls questlion:

Service businesses 90%
Retailers 71
Realtors and Contractors 66
Manufacturers 50
Sclence flrms 50

Wholesalers 45
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This again demonstrates that the Investment companles provide
more assistance to certain types of firms,

When asked 1f they expected to pay for assistance
received, the firms' responses varied both by size and kind
of business: 54 percent of the small, 31 percent of the
medium, and 40 percent of the large portfollo companies sald
they expected to pay. The higher percentage 1ln the small
group 1s probably caused by the fact that the investment
companies have no equlty positlons and are trying to
supplement thelr income. The medlum and large companiles
obtalned funds from medium and large investment companies
which are equlty holders and would be willing to provide
service free. The following list shows type of firms and

percentage indlcating they expect to pay for consulting

service:
Service business 50%
Manufacturers 41
Science flrms 38
Realtors and Contractors 12
Wholesalers 12
Retailers 12

This varies from figures given prevliously as to the amount
of asslistance rendered in different lines. It indicated
that the greater the service rendered, the more llkelilhood

there is of the small business's expecting to pay.
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Since 59 percent of the investment companiles are
small, a Small Business Adminlstratlon officlal was asked
about the size of the professional staff of investment

companles., He furnished the following data:

Size Percent
Less than one full-tlme person 40,0
One full-=time person 22.6
One full-time and one part-time person 16.4
Two full-time persons 10,2
Three to five persons 8.2
Six to ten full-tlme persons 2.2
More than ten full-tlme persons .4

It can be seen from these flgures that about two-thirds of
all the Investment companies have one or less full-time
professional persons on the staff., This must 1limlt the
services which they can provide. With 40 percent of them
employlng less than one full-tlme person, the serlousness
of the problem 1s clearly evident. Persons devoting only
part of thelr time to the lnvestment companies are less
likely to be as interested in the investment companies as
they are in thelr own primary Job. The Small Buslness
Administration is currently trying to remedy this situation
by requiring that all new ilnvestment companies have full-
time management and by encouraging established ones to

provide 1t. Since only one-third of these firms employ
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more than one full-tlme person, the services that the
Industry offers are obviously limited.

The problem, of course, lies in financing full-
time management. It 1s practically impossible for a small
Investment company to employ a full-time person and still
show & proflit. Only the larger medium-sized and the large
Investment companies can afford to employ more than one
person, A possible solutlon 1s that the small 1lnvestment

companies must grow 1f they are to provide proper services.

Consulting services

Consultants help business to solve management and
related operating and technical problems. They sSupplement
the work of the manager particularly in areas in which he
1s not qualified or for which he does not have tlme. They
bring in wide experlence and knowledge galned from working

6
In a varlety of situations and in a large number of companies.1

Role of consultants

Consultants may be called in to work on problems
ranging from broad to specific. They may work in any of
three primary functions of business (production, marketing,
or finance) as well as in any staff functlion., They may work
on specific problems in such areas as work measﬁrement,

compensatlion and incentive plans, work methods, system

16Direotory of Nembershlp and Service (New York,
Association of Consulting Management Engineers, Inc., 1961) p.S5.
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analysls, market research, research and development,
product planning, budgetary control, and personnel, They
may also operate In such human relations areas as external
company relations, the education and the evaluating of
managers, and problems arising from the soclal environment
in which the buslness operates.?v

When a businessman calls in a consultant, he
seeks someone to find an obJective solutlion, have the courage
to tell him about i1t, and then urge him toward a sound course
of action. The businessman must realize four things: (1)
there are no easy panaceas or formulas to solve his proﬁléms,
(2) problems are seldom solved solely through systems,
procedures, or techniques, (3) he should avoid consultants
who make extravagant claims, and (4) he should thoroughly
investigate the consultant's references. It 1s recommended
that he call In several consultants to obtain a variety of
views, 1f he 1s not sure of the problem.18

Seymour Tilles found that many businessmen waste
money when they engage consultants.19 He also observes

that many times a consultant cannot give a flat answer to

17 1p14., p. 4.

8
1 Ibid., p. 10.

9

1 Seymour T1lles, "Understanding the Consultants
Role." Harvard Business Review., Vol. 39. No. 6 (November-
December, l96l1),. p. 87. .
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a problem even though one 1is expected. At times top
management won't admit that 1t has been at fault. These
factors affect the relationship of the parties.

Management must decide what type of relationship
1t desires with a consultant. This can take one of three
forms: a take-over by the consultant, a subordinate position
for him, or eéual status for him. The position taken will

vary with the result sought.zo

If the relationship with a consultant is to be
successful, certaln steps must be taken, The businessman
must declide exactly what he hopes to achleve before he
invites the consultant in. He must permit others in the
organizatlion to determine whether they would like outslde
help, because particlpation gives & better chance of
achleving satisfactory results. He must permit others to
participate In the declsion concerning what the help will
be. He must have periodic appraisals by the participants
as to what 1s belng accomplished, and he must review the
established goals.z1 The lest thing he must do 1s to
execute the recommendations. When the consultants make
these, 1t does no good 1f the report is'filed and left

unused,

291p14., p. 90.

“lipia., p. 98.
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Consultants working with small businesses wlll be
able to help them solve their problems. Thilis in turn will
help reduce the failure rate. But this can happen only if
the small businessman is willing to seek the consultants?

advice and then heed 1t.

Survey results

Under the consulting relationship, the investment
companies work in a specliflic area. Services rendered may
be on a pald or non-pald basis. Nlnety-elght percent of the
investment companies which provide consulting services on a
paid basis also, at times, provide them free. Seventy
percent of the portfollo companies sald they recelve service
free on occasions. Charges are not conslstent because the
companlies are not in a position to pay, though they serilously
need the service. 1In these cases, to protect thelr investment,
the investment companies provide free service,

The areas In which the investment companies provide
consulting services are listed in Table 12, Portfolilo
companies report that 55 percent of the investment companles
provide consulting services,

Table 12 cltes the consulting services provided on
a fee basis by the investment companles. It 1is not surprlsing
that the ms jority of the investment companies provide asslstance
in the financlal area because many of thelr managers are

trained in finance. If small businessmen take advantage

-
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of the services offered, it should ald conslderably in
solving thelr management problems.

Table 12 also shows the consulting services whilch
are avallable, as reported by the companles. The availability
of consulting service varies only slightly with the size of
the company, but the kind of buslness reveals significant
variance, The followlng list shows type of flirms and

percentage indicating consulting service avallable:

Retallers 90%
Service businesses 79
Realtors and contractors 66
Manufacturers 50
Wholesalers 45
Sclence filrms Sg—

This again suggests types of firms to which the investment
companies feel competent to rendser assiétance.

The percentage of investment companles which require
the use of consultants as a condltlion of lending, was found
to be 52 percent of those responding to the question. This
percentage varles with the size of filrm as the small and
medium-sized ones requlre more consulting than the large
firms, probably because the small and medium-sized lnvest-
ment companies are attempting to lncrease their income.
Since the large investment companies have sufflcient income

from invested funds, they don't require consulting contracts



PATD CONSULTING SERVICES

TABLE 12

PROVIDED TO PORTFOLIO COMPANIES, 1964-65

Consulting Area

Service Provided (a)

Consulting Available (b)

Number Percentage (c) Number Percentage (c)
Accounting 21 52 23 43
Financial Management 31 78 42 78
General Management 29 74 45 83
General Technical 10 25 2 4
Manufacturing -7 18 6 11
Marketing 15 38 7 13
Research 5 12 5 9

(a) As reported by investment companies.
(b) As reported by portfolio companies.

(c) Based on number responding to this question.

96
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and they render more management assistance, as has been
pointed out. One company was quite unhappy about required
consulting and indicated it on the questionnaire, Table 13
shows that 78 percent of the companies felt that required
consulting services are not desirable. This fact varied
#ilth size, with the small and medium companies having a
larger percent and the large companies the smallest percent.
A1l companies which have the requlrement indicated they feel
it is unnecessary.

Thirty-three percent of the companies say that the
investment companies recommend the use of consultants,

Teble 13 also shows that only 41 percent of the companiles
indicate that they have used consultants., An attempt was
made to learn 1f cost 1s a deterrent. Table 13 shows that
32 percent of the companies Indicate that 1t is.

Fifty-four percent of the portfolio companies say
that consultants could not benefit thelr company. Answers
vary both by slze and kind of business: 64 percent of the
small, 42 percent of the medium, and 46 percent of the large
portfolio companies feel that the services of consultants
could not be of beneflt to them. Thils probably reflects the
overconfidence of the managers of small companies in them-
selves and distrust of the worth of assistance rendered by
consultants. The management of larger companies may be of

better quality and may feel the need for consultants. The



TABLE 13

USAGE OF CONSULTING SERVICES BY PORTFOLIO COMPANIES, 1965

98

Usage<a) Number Percentage(b)
Consultants Should Not Be Requilred 66 78
Consultants Would Not Beneflt Company 40 54
Have Used Outside Consﬁltants 39 41
Not Used Due to Cost 29 52
Recommended by Investment Compdnies 27 33
Required by Investment Companies 8 8

(a)
(b)

As reported by portfolio companies.

Based on those responding to question.



99
TABLE 14

REASONS GIVEN BY PORTFOLIO COMPANIES FQR NOT USING CONSULTANTS
(EXPRESSED AS NUMBER OF RESPONSES, 1965) '

Reason Number Listing
Consultants Not Qualified 15
No Need at Present 11
Too Small to Use Consultants 3
Consultants are Waste of Money ' 3

Consultants Know Only Book Material 1
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following 1list shows type of flrms and percentage lndlcating

they felt they could benefit from consulting service:

Service businesses 62%
Wholesalers 45
Manufacturers 41
Retallers 29
Realtors and Contractors - 25
Sclence firms 25

Thls Indicates the types of businessmen who feel consultants
are quallified to asslst them.

Reasons for thelr not using consultants were given
by the companies (Table 14). The most frequent, glven by 15
companlies, 18 that consultants were not qualified. Seven
of these are in the scilence and manufacturing lines and
state that thls 1s because of the speclallized nature of the
business., One cltes the fact that 1t is felt that there 1s
a great deal of medlocrity among consultants, and another
sald that everyone thinks he 1s an expert and 1s becoming a
consultant.

Fleven companles sald there is no need for consulta-
tion at present. They express the opinlion that thelr manage-
ment team and the assistance rendered by the lnvestment
companies 1s adequate. Another company sald that consultants

lmow theory but don't understand practical business problems.
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Three companles have trlied usling consultants and
conclude they ére a waste of money. Three other companlies
think they are so small that consultants aren't interested
in working with them. They have talked to consultants and
have recelved the lmpression that the latter only want to
work with large companles.

If consultants are to beneflt portfolio companies,
they must have good quality consultants interested In small
business problems, And the consultants must be willing to
work at a price that the companies can afford.

Consultants are not as widely used by the portfollo
companies as they could be. Some companies do not feel
consultants can benefit them and the investment companies
are not recommending their use. Though several reasons were
expressed by the portfolio companies for not using consultants
most of these could be overcome by educating the companies
in the beneflts to be derived. Possibly some Investment
companies also are not aware of these beneflits. A program
tovécquaint the investment companies and the small businesmen
with the advantages of using consultants might help to over-
come much of this reluctance,

Banking functlon of the
Investment companles

Investment companles are somewhat of a cross
between a commerclal banker and an investment banker, wlthout

being elther.
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Role of commercisl banker

A primary purpose of the commercial bank is to
aid commerce through lending money to flnance commercial
*(::r-ansactions.,z2 Commerciasl banks provide primarily short-
term credit, equipment financing, and some term credit.
Thus the commercial bank 1s a major source of seasonal funds,
but provides very little long-term operating capital for
small business.

The commerclal banker also provides other services.
He may serve on the board of the small business or may
establish a close working relationship with the small
businessman. In this way he may render many of the services
discussed previously° He knows of companies for sale and of
those seeking to buy others. He will also know of peopls
looking for jobs, and may be able to help locate competent
personnel. Thus, the banker can render services besides

providing funds, but the latter 1s his primary interest.

Role of the investment banker
The role of the investment banker 1s considerably
different from that of the commerclial banker. The former

1s primarily concerned with long-term financing, through

22
Elvin F. Donaldson and John K. Pfahl, Corporate
Finance (New York, The Ronald Press Company, 1963), p. o512,
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the sale of stocks and‘bon'ds'.zl:5 If he finances a small
business at all, he does 1t only for the brilef period that
may elapse between the time he purchases and sells the
stock or bonds.

The investment banker furnlshes several services
to the businessman:25

1. As a mlddleman, he works to bring together
the companies needing capital and investors seeking flnancial
opportunities. This allows a manufacturing company to find
individuals who would like to Invest in 1ts operation.

2. The investment banker guarantees that the sale
of securlties will be successful. The company will not end
up with only half of the issue sold, and will receive all of
the funds at one time,

3., He 1s an expert on the securitles market and
can provide advice on the type of 1lssue to sell, He can
advise on the timing of the sale and the interest or
dividend rate to be placed on the securlties.

4, He willl strive to see that the securities are
well placed., His sales organizatlon contacts investors

rather than speculators.

23
Ibid., p. 307,

24Robert W. Johnson, Financial Management (Boston,
Allyn & Ba%on, Inc., 1959), p. 366. _

Donaldson and Pfahl, Op. ¢it., pp. 308-9,
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5. The investment banker wlll support the market
by buying stock whille issues are being sold 1f the price
weakens.,

6. He may continue to lend his aid to the company
for an indefinite time after the issue 13 sold. The
banker's reputation is affected by the performance of the
securities he sells 8o he 1s Iinterested in the future success
of the company. He may serve as.a financlal advisor so long
as the securlties are outstanding and may serve as a member
of the board.

7. He buys only securities of companies he
believes will be successful and he rejects those of companiles
he distrusts.

The investment banker may also locate Individuals
who wish to buy into the business. He may also know of
companles willing to merge and others wishing to buy, and

can iIntroduce the businessman to such prospects.

Role of 1lnvestment companies

The investment companies are neither commercilal
bankers nor investment bankers, but tend to provide some of
the services of both. They provide short-term credit and
advice as does a commercial banker. They tend to function
as investment bankers In that funds are provided, and
securitles or options are obtained. Investment companies

actually lend funds to the small businesses in the interim
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period and hope that the securlties they obtain can be sold
in the future. They wlll generally have contacts with both
commercisl and investment bankers to call on the services

of both for the portfolio companies.

Survey results

Many of the companies, after obtaining initial
funds from investment companies, need additional money for
growth or because of financlal diffioculty. Whatever the
reason, Ilnvestment companies are in a position either to
provide or to help obtain funds. The investment company'!s
loan agreement prohibits the portfolio company from
obtaining additional financlng other than trade credit or
short-term credit from the bank. Investment companies,
therefore, must be consulted beforé borrowing companies
obtain additional long-term funds,

Table 15 shows that 60 percent of the portfollo
companies have needed additional funds. Answers varied
among portfolio companies'! stating that additional funds
were requested, based both on slze and kind of business.
Seventy-three percent of the small, 53 percent of the medium
and 61 percent of the large companles sald they asked for
additional funds, Thelr need could have been because of
growth or other problems and also could have been for

short-term or long-term period. The following list shows
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type of firms and percentage indicating they had requested
additional funds:

Service businesses 78%
Realtors and contractors 56
Manufacturers ' 56
Retailers 25
Science flrms 25
Wholesalers 0

The questionnalre revealed no explanatlon for thils varilance.
With such a large percentage of the companles

needing additlonal funds, where did the funds come from?

Forty-four companies reported that they obtained funds

from the followlng sources:

Investment companiles S1
Banks 9
Additional investor 3
Savings and Loan 1

The position‘of Investment companies in the
financial community and in relation to their own share-
holders may provide investors, If the investment companies
cannot make the loan, one of their investors may provide
funds. TIf no stockholders are willlng to invest, they may
know other individuals or companies willing to do so.

Having access to many sources of funds, iInvestment
companies can assist in obtalning money. As Table 15

indicates, 81 percent of them claim to have rendered such



TABLE 15

ASSISTANCE RENDERED IN OBTAINING ADDITIONAL FUNDS, 1964-65

Assistance Provided (a)

Area of Assistance

Assigtance Received (b)

Number Percentage Number Percentage
Additional Funds Required by Companies 90 86 59 60
Additional Funds Were Obtained (c) () 44 . 80
Investment Companies Provided Funds 57 54 31 72
Investment Companies Assisted in Obtaining Funds 25 81 8 38

(a) As reported by investment companies answering questionnaire.

(b) As reported by portfolio companies answering questionnaire.
(¢) No comparable question asked in The Association survey.

LOT
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agslistance, but only 38 percent of the companies have
recelved help. There 1s no explanation for this lack of
assistance except that the names of portfollo companles
benefited were not given for the study. Three of the
companies which say they did not receive assistance
indicated they obtained funds on thelr own. Two others
sald thelr condition was so bad that no one was wllling
to help.

Investment companies assisted the companies not
only by providing the initial funds but also in elther
lending or helpling to obtaln added money. Small businesses
In difficulty or growlng at a rate faster than can be
supported by retained earnings find this a valuable service,.

Table 16 shows that 47 percent of the investment
companies have contacts with investment bankers (underwriters).
These connections can be important to the companies if they
hope to become publlicly owned at a later date. When asked
1f they hoped that thelr company would someday have a public
sale of securities, 45 of 77 (58%) of the small businessmen
answered affirmatively. This reéﬁonse was greatest in the
large group with 56 perceht answering "yes™ while 35 percent

of the small and medium-size companies‘gavé a similar answer.
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This answer also varled by kind of busliness. The following
1ist shows type of firms and percentage feeling thelr company

would someday have a public offering:

Service businesses 71%
Manufacturers 50
Wholesalers 50
Science firms 50
Retallers 29
Realtors and contractors 0

This shows that some companies in certain types of businesses
are thinking of golng public. This 1s encouraging since the
small businessman must want his company to "go public" if
the investment companies are to reallze a capltal gain. Among
the companies responding, 56 of 71 (79%) indicate they feel
the investment companies can aid In the sale of a public
issue. Thls varles by size of company: 36 percent of the
small, 56 percent of the medium, and 62 percent of the large
companles feel that investment companies can help elther in
alding the company to grow and prepare for a sale or in
stimulating interest in the issue,

When asked 1f they would encourage thelr share-
holders to purchase stock in a portfollo company which was
"going public," 65 percent answered "yes". About 15 percent
wrote that it depends on the situation. Investment companies
would be in a position, after following the progress and

growth of a portfollio company, to advise thelr shareholders



TABLE 16

ASSISTANCE RENDERED IN OBTAINING ADDITIONAL BUSINESS AND SELLING STOCK, 1964-65

Assistance Provided (a) Assistance Received (b)

Area of Assistance

Number Percentage Number Percentage
Send Additional Business 86 88 56 60
Promote Dealings Between

Portfolio Companies 58 60 34 44
Encourage Investment Company

Shareholders to Purchase :

Stock of a Portfolio Company 49 65 51 71
Underwriting Connections 47 47 49 70
Dealings Requested Between

Portfolio Companies 46 46 54 76

(a) As reported by investment companies answering questionnaire.
(b) As reported by portfolio companies answering questionnaire.

01T
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as to potential. By recommending securities to their
shareholders, investment companies can aid in the sale
of the stock and thus assist portfollo companies.

Investment companies were asked if any of thelr
companies had sold & public issue of stock: Table 17
shows that 26 indicate that they have., When asked how
mahy companies hed "gone public," only 21 were llsted.

A1l 21 indicate the results were successful or moderately
successful, and none indicate that problems were encountered.
Two investment companies listed multiple sales so only 18

of the 26 lnvestment companies reported on the success of
the issue being sold., It may be surmised that the eight
Investment companles falling to respond may have experienced
less than setisfactory results.

The ma jority of the sales, 15 of 21, were of
companies borrowing from large investment companies. This
was expected since they invest in larger portfollo companiles,
which will be ready to market sooner. There has been no
notable inclinetlon to sell companles out of the investment
companies! portfolio. The young age of the investment
company Iindustry, coupled with the poor market for new
i1ssues 1in the securitlies market in the past two to three
years, has kept many issues from belng marketed, but 21

successful sales indicate progress 1is being made.



TABLE 17

PUBLIC OFFERINGS OF STOCK OF POQRTFOLIO COMPANIES, 1964
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#
Results Number
Number of Investment Companies Reporting '
Sale of Stock of One of Thelr Companles 26
Number of Compenies Going Publilc 21
Number of Successful Sales 21
Number of Investment Companies Reporting
Successful Sales 18

3
As reported by investment companies,
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Obtalning additlonal business

Investment companlies are usually in a posltion
to help the portfollo companies get business. With their
connectlons in the community and the connections of thelr
stockholders and directors, additlonal customers can be
found.

Investment companles may be able to promote
dealings among the companies in thelr portfollioc i1If the kinds
of business- -permit. This promotional work serves the port-
follo companies by obtqining another customer or a source
of supply; a transaction that can be gulded by the investment
companles and that can reduce expenses.

Directors and shareholders of the investment
companles may be dgble to help the portfolio companles
obtaln additional business. Either or both of these groups
may be in a business which can use the products of one of
the companies, If so, they make 1t a point to buy from the
portfollo company, assuming that prices are competlitive and
that quality meets required standards. They can also help
to arrange Introductions and vislts for representatives of
the companles to sell the product. This asslstance can

result In openings and sales not avallable to the companies,

26
Samusel I,. Hayes, and Donald H. Words, ®Are SBICs
Doing Their Job%" Harvard Business Review, Vol. 41, No. 2
(March, April, 1963), p. 194.
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Survey results 7 »

The investment companies report (Table 16) that
88 percent'of them tried to help portfolioAéompanieé get
business. In additlon, 60 percent say that they try to
send additional buslness to the companles from other
portfollio companies. Only 44 percent of the portfollo
companies 1ndicate that they receive thls type of asslstance
whlle 76 percent say they have requested it. OQbviously
deallings among companies are not promoted to the maximum.

It was found that whether transactlons were
promoted between portfollo companies varies with the kind
of business. The following 1list shows the type of firms

and percentage of each that said dealings were promoted:

Service businesses 43%
Manufacturers 55
Wholesalers 35
Realtors and contractors 22
Retallers 14
Science flrms 14

This order seems loglical since some businesses can work wilth
others more easily. On the other hand, the rate 1s low as
one would have expected 8 much higher number of investment

companles to promote dealings among portfollo companiles.
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The following list shows the type of firms and the percentage
of each saying they would llke to get business from other

portfollo companles:

Service businesses 86%
Nanufacturers 52
Science firms 48
Retailers 48
Wholesalers 48
Realtors and contractors LK)

Clearly some kinds of business firms feel this could be a
good source of increasing theilr business.

It is evident that more could be done to promote
dealings between the portfollo companies. The investment
companles are not making a great effort to do so and the
portfolio compsnies are not pursuing the issue, Thils 1s a
source of business which should be promoted by all concerned.

General comments by the companles

When asked if they had grown since recelving
funds, 85 percent of the companies indicate that they have.
The companies were then asked thelr rate of growth of net
profit before taxes, both before and after they obtained
financing, but answers to thls question were not significant,
and no conclusions can be drawn.

When asked 1f they would go to investment companies

agaln 1f they needed funds, 8l percent of the portfollo
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companies answered that they would (Table 18), and 86
percent said that they would recommend investment company
financing to a friend. Clearly, the majority of the
companles are satisfled with thelr relations.

Companles stating they would not go to investment
companies again were asked why. The most common response
(Table 18) is the cost that financing involves, The second
most common answer concerns the equlty position which is
required. One company feels that the restrictions in the
loan agreement make it difficult to talk to potentilal
investors, Three respondents say they would go only if
other funds were not avallable. The responses to this
questlion are not significant enough to suggest any conclusion
except that there is no single serious weakness in the

program.

Other services desired by the companies

A further area to be lnvestligated concerns other
services which investment companies can render to small
business. Are there additional services that the companles
would like to receive? What are these services, and can

the investment companlies provide them economically?



TABLE 18

FEELINGS OF THE PORTFOLIO COMPANIES TOWARD THE INVESTM ENT
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COMPANY PROGRAM, 1965

'Feelingga) Number Percentage(b)
Have Grown Since Obtaining Funds

From Investment Companies 79 85
Would Go to Investment Companies

Agaln 76 81
Would Recommend Investment

Companles to a Frilend 76 86
Reasons TFor Not Using Investment

Companies again

(a) Cost 4

(b) Due to Equlty Requirement 2

(a)
(b)

As reported by portfolio cbmpanies°

0f those responding "yes" to question.
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Portfollo companies were asked to provide Informa-
tion on any additional services they would like to receive.
Only one area of assistance was mentioned with any frequency.
This indicates that there 1s no other msajor area in which
assistance 1s needed and not received.

The only frequently mentioned area for increased
asslstance 1s that of financlal management. The need for
assistance and gulidance in such areas as cash flow, budgets,
and financlal planning was expressed. There generally seems
to be a lack of this type of talent in small businesses.
Many companies do not know how to forecast their needs for
funds and to determline sources., This is necessary when
approaching a lender, because he willl requlre an 1lndication
of how the requested figure 1s determined. If a company is
growing and additional funds are needed, the& should be
planned for, and arrangements should be made 1in advance
rather than when the need arises. Budgeting of expendltures
1s also important. Companies need fo know how much money
they can afford to spend on an item and the savings involved.
Many companies buy equlpment without determining the pay-
back perlod. Guldance in such areas could be provlided by
the investment companles,

It was shown earlier that a great number of

businesses'fail due to the lack of well rounded experilence
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on the part of the small businessman. Flnanclal management
is an area in which many lack judgment. It seems that

some recognize thelr deflclency and are suggesting that

the investment companles provide the needed assistance.
This could be done easlly by most Investment companies

and might help prevent the companies from getting into
trouble due to lack of financial planning. This could

help reduce the rate of fallure of small businesses.



CHAPTER IV
FOLLOW-UP INTERVIEWS

In analyzing the questionnalres and the responses,
some further questions arose. Interviews were conducted
with 18 investment companles In the North Eastern and North
Central sectlons of the country to gather iInformation to
supplement that contained In the questionnalres. Cases
that demonstrate how management asslstance alded portfolio
companies were obtalned during the interviews and are
presented first. The remainder of the intervliew response
1s then discussed In the sequence used 1n the questionnalres:
(1) management assistance, (2) consultants, (3) the banking
function, and (4) locating added business,

The cases provide added information on the Specific
types of services which were rendered and their effectiveness.
Each investment company interviewed was asked to clte one
or more cases where 1t had assisted a portfollio company.
Twenty-five cases were reported and 12 were selected for
presentation in this paper. Those chosen lllustrate situa-
tlons where assistance had been rendered in all four areas
listed above. They also reflect the service given by large,

medium, and small Investment companies.

120
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When the Invéstment companles-were asked to submit
cases, they were also requested to report the background,
the problem, the assistance rendered, and the result. They
were later querled about the sltuation, especilally the
service rendered, The lnterview was conducted as an open
discussion of the case., Investment companies understood
that the material would be wrltten up so the identitlies of

the portfollo companies were not disclosed.

Cases

Case 1

An Investment company invested in a small
manufacturer of industrial equipment. The latter had a
good product line but needed assistance 1in marketing. Aid
In opening channels to obtain government business and in
establishing connectlons for exporting the product was
given. Both opened nzw areas of profitable sales. In
addition, the investment company representative made sales
calls, Without this help the company would not have grown.

Besides this servlce in marketing, the company
also required additional funds. The investment company not
being In a posltion to provide the money, assisted In two
ways 1n obtainlng 1t. 7TFirst, the investment company convinced
the shareholders that they should put more money into the
company because of 1ts promlsing future. Second, although

the bank would not make & regular loan to the company, a
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line of credit was opened using government contracts as
collateral, These funds allowed the company to continue
In operations and to grow.

In addition, assistance was given 1n the allocatlon
of funds to such things as research, development, and
advertising. Thls allowed the company to develop new
products to promote the existing ones and presented over-

or under-expendlture in certain areas,

Case 2

This company 1s a manufacturer of electronic
equipment., The investment company stepped in to solve
technical and managerial problems. Advice was given in
perfecting the product and in packaging and selling 1it.
Some asslstance was rendered by investment company personnel
and some by outslide consultants, Now that the problems are
solved and the company ls operating profitably, the small
businessman wrote to the Investment company to express his
appreciation for its help. He felt that the guldance he
had received would not have been avallable elsewhere and
that the investment company had filled the role of a Wdutch
uncle® in 1ts relationship. Assistance had also been -
rendered 1n getting a line of credlt from the bank and in
sales, even to the extent of making sales calls,

Part of thils company has since been so0ld to outslide
people who could assist in management. The investment

company located the buyers,.
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case 3

This 1s a service business financed by the
investment company. The two stockholders disagreed over
management problems and were ready to liquidate the business.
The investment company stepped In to protect its Interest,
settled the dispute, and thus saved the company. The partners

currently are working together, and theilr business 1is thriving.

Case 4

A small growing telephone company in the Midwest
needed added executive talent. The investment company
suggested that one person hired be a treasurer. It felt
this men should be a forceful individual, not just a
bookkeeper. He would then be capable of meefing people
and conducting business for the company as 1t expanded.

The investment company helped locate such an individual,
and he was hired. He fit in well in the organization and
has helped immensel?.

Stock 1n this company was publicly held, but there
was no active market for 1t., Some shareholders desired to
make a market, and the investment company found a broker to
do so. The lnvestment company 1is currently trying to get

the stock price quoted in the newspapers,

Case 5
A small Midwestern mortgage banker desired to sell

and asked the investment company to find a buyer. Two
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prospects were located, and sale terms were discussed. The
investment company helped decide whlch offer was the more
attractive. The better deal was completed to everyone's

satisfaction.

Case 6

This company manufactures hydraulic component
parts. The product was well accepted, but the owner was
not capable of running the business, and 1t was about to
fall, The investment company exercised a voting trust, took
control, and dismlissed the owner. It conducted the business
untll it was operated profitably. During this period
additional funds were lent by the investment company. The
business has since been sold, returning a capital gain to
the former owner. The actlon by the investment company
prevented 1t and the owner from losing thelr investment
and kept the small business in operation, thus preserving

the jobs.

Case 7

An Investment company flnanced a shopping center.
The small businessman involved was taking funds out of the
corporation for private ventures, and the company was
deteriorating. The investment company bought out the

individual and completed the work on the project. Thils
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action prevented 1t from faillng, preserved the stores for
the communlty, and prevented the owners from suffering a

loss,

Case 8

A company in the paper converting industry had
no unique product. Competition in the industry 1is stiff
and margins are small, After funds were received from the
investment company, operations expanded, but the company
started to deterlorate. Profits fell and losses were
incurred. The problem was inefficient manufacturing. At
this time the investment company found the president was
a good salesman but not a production man. The company
defaulted on the loan agreement, and the investment company
took over operation of the plant with the president
continulng to sell., Eventually a production manager was
tralned, and now the investment company only visits
blweekly to check operations. The company 1s profitable,

and the Investments of 8ll partles have been saved.

Case 9

A company had been operating profitably but
suddenly reversed and sustained a substantial loss. Most
of the loss was caused by development costs on a new line
of equlpment, but part was caused by excess overhead. The

investment company stepped in, asked questlons, and forced
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management to evaluate the situatlion. Cuts were made 1n
personnel and other expenses to reduce overhead, and
development was curtailed. DBudgets were made up to show
minimum projected sales and éxpenses to operate profit-
ably. Operatlions were cut back to the minlmum level to
conserve capltal. Then, as sales grew, operations were
increased. Without thls actlon the company would have
falled. The representatives of the investment company, a
board member, plus another outside board member teamed up
to see that expenses were held in line and guided the
company during this period.

The investment company lent additional funds %o
pay trade creditors. 1In additlon, a loan was arranged with
the bank using inventofy and accounts receivable as collateral.
The company 1s operating profltably and has resumed 1ts rate

of growth with sales at record levels,

Case 10

In a furniture company production could not keep
pace with éales. The president was an excellent salesman
but a poor production man. As sales lncreased, delivery
dates lengthened. The 1n€estment company insisted that an
outsilde consultgnt be brought In to correct productlon
problems and that a production manager be hired. Consultants

were screened with the investment company's ald, and one was

engaged. Prlor to his starting work, a new productlon
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manager was named. The latter worked wlth the consultant,
the lay-out of the plant was modifled, and motion study
work was accomplished. Productlon 1is now keeping up with
sales, and the company 1s expanding.

With sales increasing, additional capital was
required. The company talked to factors and commercilal
finance companlies but found the interest rate quite high.
The investment company 4id not wish to put in more funds
so 1t helped arrange a secured line of credlt with a bank.

Thus it provided the needed funds at a lower interest rate.

Case 11

A company had developed & new product line and
requlired added funds to finance 1t. Since the investment
company already had an investment, 1t lent additional funds.
As sales began to grow, still more funds were requlred so
the investment company helped to arrange receivables
financing with a bank. The new product line continued to
grow, and profits expanded. Without help from the lnvestment
company, the new préduct line could not have been brought

out and expanded so rapldly.

Case 12

This small manufacturer was having problems with
both executive and operating personnel, The lnvestment
company helped locate and screen a new productlon manager.

The first man hired turned out to be the wrong one. The
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second try produced a sultable man who took control of
production while the president sold the products. The
investment company representative then helped evaluate
production problems and make recommendations for
improvements.

While this was going on, efforts were made to
solve operating personnel problems. The caliber of the
worker, the pay scale, working conditlions, and fringe
benefits were studied. Working conditions were satisfactory,
but worker cellber needed to be raised by hiring some
replacements. The wage scale was equal to that of the
community, but fringe benefits were lacking. Adjustments
were made to the benefits to provide 1nsufance and more
pald hollidays. With the changes employee morale improved
as did output. This, coupled with the management changes,

reduced costs and increased profits.

Summary

From the cases 1t can be seen that the investment
companies offer assistance in several ways: (1) management
assistance, (2) financial management, (3) locating and
lending funds, (4) helping to obtain business, (5) locating
prospective buyers when a company 1s for sale, (6) marketing
the product, (7) acting as a mediator, (8) locating expert
personnel, and (9) helpling make the market in the company's

stock,
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Such assistance has helped to prevent the fallure
of small businesses which would have resulted ln loss to the
owners and to the investment companles. By helplng solve
problems and by working In areas where the small businessman
elther was not proficient or did not have time to work,
investment companies contributed to Insure the small firms!
survival.

Discussion of Assistance

Besides the cases already reported other informa-
tion was gathered in the interviews to gain further insight
into the services covered in the questiomnnaires. In the
information gathered 1n the questionnaires, some additional
questions arose, and 1t was felt the best way to obtain
answers was through Interviews.

The interviews were conducted for the most part
in the offices of the investment companies being surveyed,
but some took place elsewhere. The interviews were
unstructured. Intervliewees were encouraged to talk about
the types of services they rendered; questions were used
“to stimulate discussion, to lncrease depth, and to obtain
information concerning: (1) things needed to help the
investment companlies 3o they can better serve the portfolilo
companies, (2) how much assistance they render, (3) their

oplnions on consultants, and (4) problems they have encountered



130

which affect the servlices they render, The ideas and
opinions in the followlng section are those expressed

by the Interviewees.

Management assistance

In discussing assistance rendered, there are mixed
feelings about board-of-director membership., Some say they
Insist on 1% while otheré do not want a board seat. Those
insisting on membershlip do so to stay 1In close contact with
the companies and to keep Informed of happenings. In most
instances the investment companles demand moﬁthly meetings,
but sometimes only quarterly ones are requlred. Investment
companies not requiring board membership feel the'same
asslstance can be rendered without 1t. They attend meetings
and obtaln all iInformation but are not In a position of
control and were relleved of flduclary responsibility.

Most of the investment companles render assistance,
but two of the small ones indicated that they have very
1little tlme for 1t. Those glving assistance feel the out-
slde objectivlty 1s beneflicial to the companies. This is
done by asking questlons to be certaln that the small
businessman understands what 1s going on and to stimulate
him to make the right declsions. By asking questions about
the future, they cause him to examine his plans and make
declslions concerning the future. The same technique 13 used

In policy formatlion, budgets, and other areas.
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One Investment company says 1t tries to employ
speclalists in several areas to help the companlies. Because
this requires a considerable outlay for salariles, 1t can be
done only by the larger lInvestment companies. Another says
1t uses 1ts directors, who speclallzed in different areas,
to work with the companles.

Agsistance 1s offered by most investment companiles
in financlal management by insisting that a budget be
established., Thus the small buslnessman must think about
the future and do some forecasting. The forecast and budget
are then revlewed, asslstance 1ls glven 1f needed, and plans
are made based on them. As tlme passes, control 1s exercilsed
by comparing actual costs and income to the plan and taking
corrective action if 1t 1Is required. By forcing this action,
investment companies assist management‘in making and carrying
out financial plans.

Investment companies actively working with thelr
portfolio éompanies say they try to make perlodic vlisilts
and be avallable when needed., On these visits they review
happenlings and think of thingé which day~to~day management
does not consider. They feel they should be close if they
are needed but not be Involved dally. This gilves the
businessman someone to turn to with his problems, as each
Investment company representative feels he 1s qualified as
somewhat of an expert on small business problems and can

render assistance.
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Investment companies act as catalysts in working
with the businessmen. The entrepreneur wears many hats in
his operatlon and 1is huhgry for advice. He will try any
suggestlon made; so, when offering advice, the investment
company tends to become part of the management team.

A good method of providing assistance 1s through
management by exception. Trends can be watched and compared
to past performance and forecasts. Then 1f changes are
necessary they can be forced by the investment company.

From the foregoing i1t 1s clear that the investment
companies try to work closely with thelr portfollo companies.
They think they can provide help in a number of ways and
gulde the companles in the perilous journey to success. These
comments, coupled with the cases showing that management
assistance helped companles, demonstrates that assistance is
belng rendered effectively.

Four investment companies expressed the oplnion
that the Small Business Administrstion should meake provisions
for them to borrow more funds. This would provide more
leverage and thus more income. With this added income more

staff could be hired to provide added assistance.

Consultants

None of the Investment companies interviewed have
actlve consulting organizations although two had had them

in the past. They found they can work more closely wilth
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the companles by providing management assistance, and they
did not wish to require consulting contracts in the loan
agreement. In essence, the companies are recelving the
consulting service but not paying for it.

Most of the Ilnvestment companles say they recommend
the use of outslde consultants when conditions require them.
They feel these 1ndividuals can help the small businessman.
The investment companies usually only suggest the use of
consultants, but 1f the advice 1s not followed, their use-
can be demanded.

One investment company states 1t does not recommend
the use of consultants because they cannot afford to work
for most small businesses, nor can the small business afford
them. The indlvidual in this case considers himself a specilal
consultant for his portfollo companies but does not charge
for his time.

Several 1investment companles indicate they have
trouble locating consultants to work with portfolio companies.
Two reasons were glven: lack of qualified consultants to
work with small business and the lack of lnterest in small
business by consultants., It was found that investment
companles recognize these problems, and The Association's
Management Services Committee 1s currently working on a'plan
to remedy the situation. A 1list of qualified personnel in

the investment companies willing to do consulting work wilth
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small business will be established., Consultants on the 1list
can also be from outside the lnvestment companles, but they
would have to express a desire to be included. The listing
wlll be avallable to the Investment companies and the port-~
follo companies so consultants who can and-wlll work may be
obtained. This should help correct, 1n part, the reasons
expressed for non-use of consultants. The problem of cost
wlll stl1ll remaln because many small businesses simply
cannot pay for consulting services.

All of the investment companles Iinterviewed
reélized small businesses' need for consulting help. The
problem 1s to find the consultants and then get the small

businessmen to use them.

Bankling assistance

Assistance rendered 1s separated Into two categories
based on commercial and investment bankling functions., They

wlll be discussed in that order.

Commercial banker

In the cases reported, many companies required
additlonal funds, Investment companles stated they elther
were wllling to put‘in the needed funds or to try to locate
a source of funds. One large investment company saild 1t
prefers not to supply extra funds but had done so on occasions.

It felt that such funds could generally be obtained from some
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other source, such as a bank or an investor, and every
effort was made to obtain them in that way. Generally an
outside investor 1s sought who can supplement the manage-
ment ability of the small businessman. By dolng thils, help
is obtained in two ways. .

Several investment companies indicate they were
successful in locating outside Investors. These 1lndividuals
are sometimes associated with the Investment companies and
sometimes not. The latter felt thelr connectlons in the
community helped locate lnterested investors.

Two bank-afflllated lnvestment companles sald they
made the facllitles of the bank available to portfollo
companles. The small buslness could then use the credit
department for credlt checklng, thus providing a vital

service,

Investment banker

The Investment companies felt thelr connectlons
and those of an underwriter could definitely be of assistance.
" Instances were mentioned where investment companies had
helped arrange a sale, and one stated that 1t had alded a
portfolio company to purchase a competitor,

One large investment company sald 1t lets portfolio
companles seek thelr own merger candldates. After locating
one, the proposal 1s then presented to the investment

company, which takes over negotiations., In this way the
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investment company acts as the "bad boy back home"™ aad can
work out a better transaction for the small businessman.
The feeling 1s also expressed that connectlons with an
underwriter can be beneficiai. The latter helps locate
investors for the company if they are requlred during the
growth period. Then when the company reaches the stage
where 1t 1s thinking of offerling a public 1ssue of stock,
more asslstance 1s available. The underwriter helps get
the company ready for the public 1issue by showlng how to
keep costs down and increase profits, thus making the issuse

more attractilve.

Obtainling additional business

As was noted in the cases, several investment
companles sald they helped get businessa for the portfollo
companlies, even to the polnt of selling for them. Most of
the ones interviewed indicated they try to find business
for the portfollo companies hut 1limlt thelr assistance to
locatling contacts,

Asslstanco 1s glven by Introducing the small
businessman to potentlal customers and occasionally setting
up appolntments. The objectlve 1s to open doors for the
companles but not actually make the sales., Thils attitude
changes somewhat 1f the company 1s in difflculty. Then more

effort 1s directed toward making sales, Someone may help



137

with the presentation and try to complete the sale. Help
1s also offered by getting contractors and manufacturers
listed so they can bid on business.,

The lnvestment companies indicate that this
asslstance 1s provided not only by thelr management but
also by their directors. They talk to potential customers
in a publie relations way for the companles. One Investment
company even enllsts the ald of shareholders in thls type
of asslstance.

In the interviews three suggestlions were made on
how added Business mdy be secured. One proposal urged more
advertising of companles' products., For instance, the Small
Business Adminlstratlon sponsors meetings and conferences.
At one of these a display by some portfollo companies was
arranged, Thils program could be expanded. Thls would allow
firms in different parts of the country to dlsplay products
in meetings conducted for the small businessmen 1In the area.
At a meeting such as thls the companies do not have to
compete wlth larger companles for advertlsing space and
displays. This type of exhiblt allows the businessmen from
the portfollo companles of different 1lnvestment companiles
to meet, It could lead to lncreased sales and profilts for
all.

Another suggestlion was a trade misslon sponsored

by the Small Business Administration. A trip to Europe is
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currently being organized for spring of 1966, Thils type
of trip, when sponsored by a government agency, can have
good results, by assuring particlipants that the companies
will have proper recognition In foreign countries. I%
provides an opportunity to go at less cost than if the
companies went indlvidually.

An area in which considerable effort has been
expended 1s that of gettlng small businessmen more government
contracts or subcontracts. Much has been accomplished in
th1§ actlivity to date. The problem 1s to see that the small
companles have an equal opportunity to compete.

One investment company holds a meeting for the
" managers of the portfolio companies in its group once a
year, Its first objective is to teach new methods and
procedures and allow for cross fertillization of ideas.

Another 1s to try to stimulate business among the companies.

Summa ry

Most of the Investment companlies belleve they can
assist portfollo companies. The discussions have presented
thelr views on what they can offer and how they can do 1i%.
The Intervliewees also dlscussed those problems which prevent
thelr being of more assistance. They have made a number of

suggestions on what can stlll be accomplished.
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The case asnalyses also has shown that assistance
is belng rendered by the Investment companles. They have
helped some small businesses to grow and have prevented
others from falling. Clearly the investment companies are
utilizing the section of The Act which permits them to
provide management assistance, They should in the future
help other small buslnesses to succeed and should reduce

the number of fallures.



CHAPTER V
FINDINGS, CONCLUSIONS, AND RECOMMENDATIONS
Purpose

This study has examlned the management assistance
provided to the portfolio companies by investment companies.
The need for services by small business, the services
offered, and thelr use have been analyzed. An attempt has
been made to determine what additional services small
business desires. Thus, the ultimate purpose of this study
was to provide information to investment companies in
improving services and 1iIn fulfilling effectively the roles
intended for them under The Act.

Findings
The research conducted for this study reveals
that
1l. Small businesses make a significant contribution
to the economy.
Small buslnesses are the backbone of the
economy in view of the fact that 99 percent of all businesses

are classlified as small. Approximately one-half of the work
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force earns its livellihood from them, Small business
provides an opportunity for individuals to start on their
own., Small businesses also contribute by keeplng the
economy competltive,

2. The human element contributes to business
failures,

Although finance 1s normally cited as the main
reason for business fallure, it is historically an effect,
not the true cause., The Dun and Bradstreet report, dlscussed
in Chapter II, shows that the underlying cause of 91.9 percent
of all business fallures 1s management shortcomings. These
are listed Ass (1) lack of experience in the line, (2) lack
of managerial experience, (3) unbalanced experience, and
(4) incompetence. These deficlencies result in the company!'s
eventually becoming financially embarrassed.

3. Studles show that investment companies can
and do provide some management assistance and consulting
services to portfollio companles.

It was found that Investment companies provide
a great deal of management assistance., This is done in the
primary functlons of production, marketihg, and finance or any
staff function, elther through an informal or a formal
relationship. One study found that 48 of 64 Investment
companles insist on having a seat on the board of directors

of the portfollo companies. Anrother study also found that
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59 of 74 1lnvestment companles offer management asslstance
to portfolio firms,

It was found that 12 percent of the companiles
do not employ consultants and 57 use them only infrequently.
Several reasons are assigned for not utilizing the services,
the main ones belng cost and the opinion that they are not
needed.

4, The Small Business Investment Act provides
for financing and manageﬁent assistance to small businesses.

The Act provides for Government chartered
investment companies. These are to provide long-term credilt,
equity financing, and consulting and management services to
small business. Tt was felt that when investment companies
provide equlty financing, they would be vitally Interested
in the growth and development of thelr portfollo companies.
They will then establish a close working relationship with
the small businessmen and provide asslistance by helping them
In areas in which they are weak,

5. Equlty financing is the most common type
provided by investment companies,

Table 6 shows that the most common type of
financing provided was that of loans with warrants attached:
the second most common type was that of loans with an equity

position. These are both Sectlon 304-type financings and
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provide the investment companles with an interest in the
growth of the companles, thus encouraging management assistance.

6. Small businesses approach Investment companies
for reasons other than to obtain funds.

The investment companies reported that 33
percent of them had been approached for reasons other than
to obtaln funds. A number of reasons were given, but the
most frequent one was to secure ﬁanagement assistance, and
the next most frequent one was to get advice. All of the
reasons shown in Table 7 involved services generally furnished
by the Investment companiles.

Several portfolio companies reported that they
had approached investment companles for reasons other than
to obtain funds, Two Indlcated that theilr primary reason
was to obtaln management assistance. Most companles were
aware of the availlabllity of other services when approachlng
an lnvestment company.

7. Management assistance can be rendered to port-
follo companies in three maln ways: by holding a seat on
the board of directors; by occupying a posltion in the
management structure, or by an iInformal working relationship.

It was found that management asslistance 1s
rendered in these three ways. Table 10 shows that the
Investment companies report the most common method of

providing thls assistance 1ls to have a seat on the board
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of directors and the least common 1s to occupy a position
in the management structure. fable il shows that portfollo
compenies report that 60 percent of them have someone from
the investment company on thelr boards, but only 10 percent
say that they have someone in the management structure.
Eighty-one percent of the portfolio companies say the invest-
ment companies take an active interest in them, and 60
percent say the investment companies work closely with
them. Sixty-five percent of the companies have recelived
help from the 1lnvestment companies, and 61 percent voluntarily
seek help and advice. One factor which hinders many invest-
ment companlies from providing management assistance 1is that
they lack full-time personnel. Two-thirds of them employ
one, or less than one, full-time professional staff worker.
8. Consulting services are avallable to the

companies and are supplied by the investment companiles,

Consulting services, offered by a majorlty of
the investment companles, are provided either on a fee basls
or free according to the situation. Sixty percent of the
corpenies report that consulting services are available and
are provided iIn several areas, the main ones belng management,
marketing, and finasnce, as shown In Table 12.

Table 13 shows that 33 percent of the investment
companlies recommend the use of outside consultants by the
companies, and 41 percent of the companles use them. Thirty-

two percent of the companies say they are deterred from
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using consultants because of cost, and 54 percent feel
consultants would not benefit them. Some say they do not
use consultants for several reasons, including the fact
that thelr business 1s highly speclalized and that they
lack confidence ln consultants, as shown in Table 1l4.

9. Investment companies assist portfolilo
companies in sécuring additional funds.

Table 14 shows that 86 percent of the invest-
ment companies have had portfolio companlies in need of
additlonal funds. They themselves have supplled 54 percent
of the funds required. When they do not see fit to provide
the money, they help the companies get 1t from other sources.
These Ilnclude banks and commercial finance companies. It
was found that 48 percent of the small buslnesses could not
have raised addltlional funds had 1t not been for the invest-
ment companlies. Elghty percent of portfollo companies
requlring added funds obtained them.

10. Connectlons of the investment companies with
an underwriter assist portfolio companies.

These assoclations bring information on the
securitles market and guldance to companies which hope to
some day "go public."” In the interviews it was found that
having an underwrlter who can be approached for useful
Information 1s of value. Forty-seven percent of the Invest-
ment companies Indicate they have connections with an

underwriter, as shown in Table 16. Of the portfolio
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companles responding, 71 percent feel that the investment
companles could assist in a publlc sale of thelr stock.
The latter respond that 65 percent would recommend the
stock of the companies to thelr shareholders, if a sale
were made. If a public sale 1s not feasible, underwriters
know of individuals or of larger corporations looking for
acquisitions.

11l. Investment companies help bring additional
business to poftfolio companies. )

Such business may come from other portfolilo

companies or from outside contacts. Table 15 shows that
86 percent of the investment companles try to send addltional
business to the portfolio companies, and 46 percent promote
business among them. Seventy-six percent of the portfolilo
companies request dealings between portfolio companles, but
only 44 percent say 1t 1s done. The interviews disclosed
that some Investment companles have thelr directors and
stockholders look for business for the portfollio companies,
elther from their own flrms or from those operated by friends.

12, Portfolio companies are satisfied with theilr
relationships with the investment companies.

Eighty~one percent of the companiles say that

they would go to the investment companies agaln, while 19
percent say that they would not. The two main reasons
given for not golng are the cost ilnvolved and the equlty

position required as shown in Table 18.
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13. Investment companies have prevented some
portfolio companies from falling.

From the interviews and cases 1t was found
thaet in several lnstances management assistance from the
investment companies had prevented small businesses from
falling. In some cases the Investment companles took over
the portfollo companles, and 1n other cases they merely
helped the small businessmen with their problems. This
assistance has prevented losses to the lnvestment companies
and the portfolio companiles.

14, Investment companles need additional funds to
Invest if they are to provide more management assistance.

The Interviews revealed that some Investment
companles feel they need added income to support the staff
of qualified persomnnel necessary to provide adequate
management. They felt that added funds should be made
avallable to them by the Small Business Admlnistration so

they can grow and hire more full time personnel.

Conclusions
Based on the findings of thils study, it may be
concluded that
1l. Congress intended that the investment companles
should provide management assistance and consulting services

to small businesses.
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The review of the llterature and interviews

leads to the concluslion that Congress was concerned with
the fallure rate of small businesses when 1t drafted The
Act. Although there 1s nothing in the Congresslional Records
concernling thls subject, several articles mention the need
for asslstance. One interview also brought out the fact
that Senator Sparkman, a framer of The Act, was concerned
with thls problem, and the Senate discussion makes numerous
references to the Dun and Bradstreet Taillure Reports. The
Act Includes a sectlion which permits the investment companles
to provlide management assistance.

2. The Investment companles are effectively
implementing The Act by providing services.

The Investment companies are providing

services in five main areas: (1) management assistance,
(2) consulting, (3) obtainlng funds, (4) obtaining business,
and (5) through underwriter connectlons. The cases and
Interviews make 1t clear that these services are belng
utilized. Most of this assistance 1s rendered by the invest-~
ment companies' holding places on the board of dilrectors of
the portfollo companies. Assistance 1s given in such
specific areas as: (1) financial management, (2) production
management, (3) marketing management, (4) general administra~
tive management,h£5) obtaining added buslness, (6) helping
to obtain additional funds, (7) helping to locate buyers for

a company, and (8) helping to locate competent personnel.
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Eighty percent of the investment companles
say they offer management asslstance. Elghty-slx percent
have helped portfollo companies obtalin additional funds,
and 88 percent have helped to locate additlonal business.
Thirty-three percent say they were approached by portfolle
companies for reasons other than to request funds.

Several portfolio companies reported they
were seeking servlces and funds, Two companles approached
investment companles primarily to obtain management assist-
ance. Forty-one percent of the'companies report they were
aware of the management services when they turned to Invest-
ment companles. The investment companles are pfoviding
assistance 1f the small businesses seek 1%,

3. The investment companies should provide more
assistance 1n financlal management.

The area of financial management seems to be
the one where the most assistance 1s required. Most small
businessmen lack competence in it. Many of them are
excellent salesmen or engineers but have had no financlal
experlence, Investment companles are capable of providing
this assistanée. Help in this area can reduce the faillure
rate of small businesses and help them grow.

4, Investment companles need to grow 1f they are

to provlide adequate services to the portfollo companies,.
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If the Investment companlies are to be able to

provide adequate asslistance, they must have the staffs to
do so. At present most of them are not staffed to glve such
service., To employ sufficient full-time staff requires
income to cover the cost. To generate income the investment
companles must have funds to lend. When they have more
money to lend, they can generate stlll more Income and
engage more people to better assist the portfollio companles.
Such people must be available lmmediately when help(is
needed because the small businessman cannot walt until an
inadequately staffed Investment company can get around to
sending asslstance to him., It may come too late. Since
the small buslinesses ask that competent assistance be
avallable in several areas, an investment company with only
one, or less than one, full-time person cannot adequately
meet the need.

5. The services which the iInvestment companies
provide to the small buslness communlty are lmportant to
the latter and to the economy.

The investment companles offer a varlety of services.
It has been pointed out that small businessmen need assistance
and guidance to avoid fallure. Investment companies are not
only allowed to provlde such service but are encouraged to do
so, and many are doing so. They can provide assistance in

areas where the small businessman 1s weak, thus strengthening



151

his organization as was shown In the cases. "hls furnishes
companies with assistance which they otherwise might not be
able to find or to afford., It should help reduce the
fallure rate and increase the role of small business in
the economy.

6. The ldeas of saving the investment company's
capital and of saving the small buslness from fallure cannot
be separated.

The fact that the Investment companles have
funds involved causes a question to arise: 1Is management
assistance primarlly provided to protect the lnvestment or
to help the small buslnessman? Evlidence Indicates that the
two objJectlves cannot be sepafated. The investment compsasny
provides help to make the small business grow and to prevent
fallure., When 1ts equlty positlon increases, so does the
value of the investment company's capital. As growth occurs,
the investment company stands less chance of loss. TIf
trouble arlises, 1t must move in to protect 1ts funds and
to carry the small businessman through his difficulty. The

-two alms cannot be separated.

Recommendations
As a result of the findings and concluslons of
thlis study, the followlng recommendations are 1n order

l. Investment companles should strengthen and

increase the services which they offer.
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It is clear that a varliety of services are
avallable from the iInvestment companies and are being
utilized by some of the portfollo companies. On the other
hand, many small buslnesses approach Investment companies
for reasons in additlon to that of ralsing funds. It seems,
therefore, that more lnvestment companies should arfange to
provlide the services reviewed 1n this study so that a greater
number of small businesses wlll have access to them. Invest-
ment companies which already offer the services can improve
thelr quality and can publicize the fact that such services
are offered. A program to educate small businessmen to the
advantages of workling wlth the Investment companies is called
for., This may well prove to be an added Inducement to bring
additional small businesses to lnvestment companies. It
would bring them new investment possibllities and also provide
the companles with the assistance desired,
Service should be provided in the eight

speclflc areas llsted in Conclusion 2, but it 1s not necessary
that services be limlted to this 1list. Others may be required,
All willl supplement the abllity of the small businessman by
gulding him i1n areas in which he 1s not competent or where
time does not permit him to %ork effectlively. Services such
asiﬁhese can beneflt small businesses and, of equal lmportance,
set Investment companies apart from other financial institu-

tlons.
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2. Investment companiles should work more closely
with the portfélio companies,

Small buslnesses need management asslistance,
which investment companles can provide. They should alm
to establish a close working relationshlp wlith the companles.
By establlshing this type of relationship, they can be of
greater asslstance. If the companles conslder the investment
companles as partners; they willl confide In them and allow
them to asslist with problems, The companies should under-
stand that the lnvestment companles have an Interest in
thelr success, When the small businessmen reallze this,
they will accept assistance from the investment companies
because they wlll reallze the latter are qualified and are
Sincere in thelr intentlions. If they work closely with the
companles, they will be better able to serve and assist.

3. The Small Business Administratlion should help
the iInvestment companies obtain additional funds to invest
so that they can afford full-time and competent personnel.

The Small Business Administration can help
arrange for funds to be borrowed by the investment companles
for investment In small businesses, thus generating income.
These funds are needed if income 1ls to be avallable to
Investment companles to pay the staff needed to help the
small businessman wlth his problems and reduce the number

of fallures. In turn, this wlll accelerate the rate of
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growth of the small businesses and increase the value of

the investment company's equity position. After providing
these, the Administration might desire to ascertain that
investment compasnlies obtaining funds hire competent personnel
to provlide service and not merely generate profit. This can
be done by checking the numberand qualificatlons of personnsl.
Large investment compasnies are able to afford the staff so
help should be directed toward the small and medium-size
ones, However, the Administration should also determine
whether large lnvestment companles employ staff sufflcilent

to provide the deslred assistance,

4, A follow-up study could be undertaken to
determine the effectiveness of the services and assistance
which the investment companles provide.

Although an attempt was made in thls study to
determine 1f the services were utlilized, 1t has not sought
to determine thelr effectiveness. Another study might
determine if the avallablllity and use of these services
reduce the fallure rate of portfollo companies as qompared
to the average fallure rate for all small business. Material
for this type of study would be difficult to obtaln because
unfavorable information would reflect on the management
ability of the iInvestment companies, They would understand-

ably be reluctant to provide derogatory facts and opinilons.
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Even though a ma jority of the companies report that they
have grown since recelving investment company funds, this
does not necessarily mean that the services have contributed

to this growth. Purther studles might for example, correlate

growth with assistance received.
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APPENDIX A

Please return to:
Walter B. Stults,
Executlve Director

NASBIC .

537  Washington Building

Washington, D. C. 2005

PART I

Management Sérvices
O0ffered by SBICs to Portfollo Companies

Company name (optibﬁal)
(1f name is not gilven, please give reglonal location)

Capital __No. of current investments_

Publicly held . Closely held

Bank arffillated

Type of investments made:

(a) Loans only
(b) Loans and equity
(¢) Loans and warrants
(d) Cconvertible debentures
(e) Equity only
(£) Oother (specify)
Please indlcate in what category the ma jority of your
investments fall: (a) (b) (c) (a)

(e) (£)

. ‘Yes No
Do you feel that any company has approached you
for reasons other than to obtain funds?

If yes, for what reason? : - T

Do you find managements of portfolio companies
generally reluctant to accept assistance you
offer?

If yes, how do you go about convincing them
they need help and to accept it?

157



158

8., Nature of participation in portfollo companies after
investment: (#Refers to proportion of portfolio companies)

#A11l #Most #PFew #None

(a) As creditor not on Board
(b) As stockholder not on Board
(c¢) Attend Board meetlng but not
serve
(d) Serve on Board
(e) Participate directly in
management
How?
(f) offer free consulting service
(g) Offer pald consulting service
(h) Qther
9., Nature of speclal services offered:
(a) None '
(b) Active Board participation
(e) Serve as officer of company:
_ Paid
Number Yes No How
Chairman of the Board — T
President
Vice President
Treasurer
Other

Do you control (own 51% or more of voting stock) any
of these companies? How many? A

(d) Paid consulting services: (If you offer this, please
£111 in special questionnaire at end.)

Yes No
(e) Have any of your companies required - T
additional financing since the original
loan?
If yes, were you able to provide the
funds? :
If no, were you able to ald the company
in obtaining the funds?
What was the source of the funds
obtalned?

(f) Have any of your portfolio companies
asked you to send them business from
another portfolio company?

Do you attempt to promote .dealings
between the companiles?

Do you attempt to locate new business
for your companles?




10.

11.

12,
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Yes No
(g) Does your SBIC have connections with
a securltles.underwriter?
Have any of your companles sold a
public issue of stock?
If yes, how many? :
What were the results?
Would you encourage your shareholders
to purchase stock in one of your
portfollo companies if the stock were
marketed?
(h) Other services offered. Please describe

O0f all services you offer, which have been most effective
in helping portfolio companies (please 1list several most
effective services and rate degree of effectiveness).

Will you enclose typical convenants from your agreements
relative to management services required as a loan
provision (consulting service, Board membership, etc.).

Will you describe a case historj, or several, telling
how any of your non-financial services have materially
helped a portfolio company.
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Questionnaire for those offering
pald consulting servlices Yes No

l. Do you have a speclal organization for this?
If no, do you ever charge consulting fees?
% of total company revenue derived from

consulting

Number of full-time consultants:
Senior Junlor

Number of part-time consultants:
Senior Junior

Source

% of permanent staif time devoted Lo consulting

MaxImum rate charged (if on time basis)
Average

Other charge basis (retainers, etc.)

Do you also serve non-portfolio companles?

% of total consulting income derived from non-

portfollio companles

Type of consulting:
General management
General flnanclal
General technlcal
Accounting
Manufacturing
Marketing
Research
Other -

Do you consider your pald consulting activities

successful?

If no, explain why

Are paid services ever required 1ln loan agree-
ment or other agreement?

Under what circumstances?

If you offer paild consulting services, do you
ever provide this Y"free?

Under what clrcumstances?




APPENDIX B

Reply to:

—John E. McDavid__
827 Central Trust Tower
Cincinnatl, Qhio 45202

Management Services Received by Companies
Whilch Have Obtailned Funds From an SBIC

Name and Address of Respondent Company:

|

. Please check the type of business your company operates.

Manufacturer Real Estate Firm

Retail Store Food Processor

Wholesale Flrm Processor other than food
Research Firm Businsess Consultant
Transportatlon Company Building Contractor

Other (Specify

111

T

AW

. Why did you approach a SBIC (pleach check one or more)?

To obtain funds

Management assistance

To help obtain business

To help establish business relations
Consulting services

Tor underwriting connectilons

Other (Specify)

i

w»

o Did you expect services to be available from the
SBIC other than providing funds? Yes or No

N

. What services are available from the SBIC?

Providing funds

Management assistance
Consulting services

Providing additional customers
Underwriting connectlons

Other (Specify)

T
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5. Were the requested amount of initial funds
provided?

(a)
(b)
(c)
(d)

(e)

Have additional funds been requested
since the initlal financing?

Were these funds obtalned?

If the preceding answer 1s yes, please
list the source of the funds obtained

Could these funds have been obtained 1f
the SBIC had not have made a previous
investment in your company?

If the answer to (b) is no, why not?

Yes
Yes

Yes

or

or
or

or

6. Nature of management asslistance provided by the SBIC.

None, creditor only
Attend board meetings, but not a member
Serve on Board of Directors

(a)
(b)
(c)
(d)
(e)

(f)
(g)

(h)
(1)

(3)
(k)

Partlicipate directly in management
0ffer consulting services
Other (Specify)

Did the SBIC insist on placing someone on
your board?
Do you ask management help and advice
from the board member of from the SBIC?
Does the SBIC management take an actilve
Interest in your problems?
Has the SBIC helped you with a specific
problem?
Has management assistance been requested
and not received?
Do you expect to pay for help received?
Does the SBIC management work closely
with you?
How frequently does someone from the SBIC
visit you? times per year
How many hours are spent by the SBIC
representative working with you?

per visisg
Does the SBIC participate directly in the
management of your company
If the above answer 1s yes, please specify
in what capacity.

or

or

or

or

or
or

or

or
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No
No

No

No
No
No
No

No
No

No

No



7.

9.

10.

Does the SBIC with whlch you deal offer
consulting services?

1635

Yeos or No

(a) If the answer to Number 7 1is yes, 1n what areas?

General Management Research
Manufacturing Management Accounting
Finance

1]

Marketing

General Technical
Other (Specify)

) Is there a clause In your loan agreement
requiring the use of consultants?
) Do you feel these services are necessary?
) Are the services provided on a fee bagis?
) Is any work done free of charge?
)
)
)

HOo Q0

Does the SBIC recommend the use of outside
consultants?
Have you used outside consultants?
Are you deterred from using consultants
due to the cost involved?

) Do you feel that consultants could benefilt
your company?

j) If the above answer 1s no, why not?

(b
(
(
(
(
(g
(h
(1
(

Does the SBIC from which you borrowed attempt

Yes
Yes
Yes
Yes

Yes
Yes

Yses

Yes

to obtain additlonal business for your company?Yes

(a) Have you requested such assistance?

(b) Is business promoted between companies
which the SBIC has financed?

(¢) Would you like to obtaln business from
the above source?

Does the SBIC with which you deal have
connections wilith an underwriter?

(a) Do you hope that eventually your company
may go public?

(b) Do you feel the SBIC can ald in sale of
a public issue of securities?

(¢c) Do you feel that the stockholders of %the
SBIC would be willing to purchase stock
in your company?

General
(a) Has your company grown slince obtaining
the SBIC funds?

Yes
Yes

Yes
Yes
Yes
Yes

Yes

Yos

or
or
or
or

or
or

or

or

or

or

or

or

or

or

or

or

or

No
No
No
No

No
No

No
No

No
No
No
No

No

No

No

No

No



(b)

(e)
(d)
(e)
(f)
(g)

(h)

(1)
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What was your rate of growth iIn proflt
before taxes, prior to obtalning SBIC
funds?

: 9 per year
Whet has been the rate, using the o
same basls, since obtaining funds? % per year

Would you go to a SBIC agaln if you .

needed funds? Yes or No
Would you recommend SBIC flnanclng to

another company in need of funds? Yes or No
If no, why not? .

Llst any services not previously mentloned
that you receive from the SBIC.

List any additlional services you would like to see
the SBIC industry provide.

Please descrilbe some incident 1In which the SBIC has
alded your company other than by providing funds.



APPENDIX C. DEFINITION OF TERMS

A small business under the Small Buslness Act of 1958, A

small business is defined in Section 205 of The Act as
follows:

For purposes of this tltle a small business
concern shall be deemed to be one which is
Independently owned and operated and whlch 1s
not dominant 1ln 1ts fleld of operation.

In addition to the foregoing criteria the
Administration in making a detalled definition
may use these crlterla among others: Numbe{
of employees and dollar volume of business.

A small buslness concern for the purpose of financial and

other assistance: A small business for the purpose of

financial and other sassslstance 1is defined as follows:

A small business concern for the purpose of
financial and other assistance (except procurement
assistance) 1s a busliness concern, including its
affiliates, which 1s not dominant in its fleld of
operations and can further qualify under the
following criterla:

A. WManufacturing: Any manufacturing concern is
clagsiflied: ) '
1. As small if 1t employs 250 or fewer employees;
2. As large if it employs more than 1,000 employees;
5. Elther as small or large, depending on 1its
Industry, if 1t employs more than 250 but
less than 1,000 employees.

B. Wholesale: Any wholesale concern 1is small 1f
its annual dollar sales is $5,000,000 or less.
Any wholesale concern also engaged ln manufacturing
1s not a small buslness concern unless it so
qualifies under both the manufacturing and
wholesaling standards.

1U. S., Congress, House, Select Committee on Small

Business, Definition of "Small Business! Within Meaning of
Small Business Act of 1955 as Amended, H. Res. 114, 84th
Cong. lst Sess., 19586, p. 1l9.
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C. Retail: Any retall concern 1s classified: ’
1. As small if 1ts annual sales are $1,000 or less;
2. As small if 1t is primarily engaged in masking
retall sales of general merchandise (including
department stores) or new and used motor
vehicles or groceries with fresh meats aEd
its annual sales are $2,000,000 or less.

A small business firm for purposes of recelvling assistance

~

from investment companies. In order for a”small business to
recelve assistance it must qualify under the preceding
paragraph or be classified as a business concern which,

Together with 1its affieliates, 1is independently
owned and operated, is not dominant In its field of
operation, does not have assets exceeding $5,000,000,
does not have net worth in excess of $2,500,000 and
does not have an average net lncome, after Pederal
Income taxes, for the preceding two years 1n excess

of $250,000 (average net income to be computed without
beneflt of any carry-over loss).

Small Business Investment Company: The term small business

Investment compény refers to a corporation duly organized
under the provisions of Title IITI of the Small Buslness

Investment Act of 1958, as amended.4

U. S., Congress, House, Select Committee on Small
Business, Definition of "Small Business" Within Meaning of
Small Business Act of 1953, as Amended, H, Res, 56, 85%th
Cong. 2nd. Sess., 1959, p. 13.

325 Federal Register 10087 (Qctober 22, 1960), Section
121. 3-1l.

4U. S., Congress, Senate, Select Committee on Small
Business, Small Business Investment Act, Text Explanation
and Related Tax Provislons, Public Law 699, as Amended,
g8oth Cong., <nd. Sess., 1960, p. <.
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Licensee:s The term, Llicensee, refers to a corporation
chartered by the Small Business Administration under Section
301 of the Small Business Investment Act of 1958, to conduct
in the territory in which it operates the activit{gs described

under Title III of The Act.5

Operating Territory: The area in which a small business

investment company is authorized to carry on 1ts operations
is referred to as the "operating territory". It refers to

the territorial area in which the licensee 1is authorized to
furnish equity capital, 1ong-term credit and consulting and

advisofy services to small business.6

Types of loans to small business by SBICs: A small business

investment company is authorized to provide funds to small
businesses under Sections 304 and 305 of The Act. Section
304 loans provlide Equity Capital for small business concerns

as follows:

(a) It shall be primary function of each small
business.investment company to provide a source of
needed equity capital for small business concerns in
the manner and subject to the conditlons described
in this section.

(b) Capital shall be provided by a company to
a small business concern under this section only
through the purchase of debenture bonds (of such
concern) which shall:

(1) bear interest at such rate, and
contain . such other terms, as the company may
fix with the approval of the Administratlon;

5} . .

Small Business Adminlstration, op. clt., Section 107.12.
6 - T
Ibid.
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..{2) ©be callable on any interest payment
date, upon three months notice, at par plus.
accrued interest; and

(3) be convertible at the option of the
company, or & holder In due course, up to and
Including the effective date of any call by
the issuer, Into stock of the small business
concern at the sound book value of such stock
determined at the time of the issuance of the
debentures.”

Section 305 of The Act provides for long-term loans

as follows:

(a) Each company is authorized to make loans,
in the manner and sub Ject to the conditlons
described in this section, to incorporated or
unincorporated small business concerns in order
to provide such concerns with funds needed for
sound finagcing, growth, modernization and
expansion,

Consulting and advisory services: The investment company

may provide consulting and advisory services to the small

business concern. These are defined and allowed for under

Section 308b of The Act as follows:

Each small business investment company may
make use, wherever practicable, of the advisory
services of the Federal Reserve System and of
the Department of Commerce which are available
for and useful to industrial and commercial
businesses, and may provide consulting and
advisory services on a fee basis and have on
1ts staff persons competent to provide such
services,

Business,

~3

U. 8., Congress, Senate, Select Committee on Small
op, cit., p. 7.

0

Ibid., p. 8.

©

Ibid., p. 9.
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