





Under the program, a company may be
chartered to operate as an SBIC if it satisfies
minimum private capital requirements. SBICs
provide equity capital or long-term loans to
firms having net worth less than $6 million or
average net income less than $2 million in the
preceding two years.” In addition, SBICs may
receive government-guaranteed funds through
issuances of debentures and other obligations
which can be purchased directly or guaranteed
by the SBA. At present, SBICs must have a
minimum of $2.5 million in private capital and
may receive up to $3 in SBA funds for every
$1 of private capital.

SBICs are also subject to restrictions on
the types and forms of their investments, sum-
marized in box 1. Because the SBIC program

was designed to encourage the flow of long-
term capital to small firms, the regulations
specify a minimum maturity for loans and a
maximum rate of interest that can be charged.
Although regulations allow SBICs to invest in
the equity of small businesses, they are not
permitted to gain control of a small business
without prior SBA approval or a plan of dives-
titure. SBICs may invest only in qualifying
small businesses, or, if an SBIC has temporari-
ly idle funds, in certain short-term investments.
In addition to providing subsidized funds
through the SBA, the SBIC program allows
banking organizations to provide equity financ-
ing to small firms. If, as has been argued,
banks have a comparative advantage in evalu-
ating and monitoring small firms, then bank

Current SBIC regulations: a summary

Sources of SBIC funds
® Minimum private capital requirement is $2.5
million in capital and paid-in surplus.

m SBICs can obtain up to $3 in SBA funds for
every $1 of private capital.

m SBA funds can be obtained either through sales
of debentures to the SBA or through issues of
SBA-guaranteed debentures. The majority of the
outstanding SBA-guaranteed debentures issued
by SBICs are ten-year debentures. Currently, the
SBA is restructuring the regulations of the SBIC
program. Once the restructuring is completed,
SBICs will also be able to obtain SBA funds
through issues of preferred securities. In addi-
tion, the maximum amount of SBA funds that
any one SBIC can obtain is to be raised from $35
million to $90 million.

m The interest rate on SBA-guaranteed debentures
is the interest rate on Treasury securities of
comparable maturity. In addition, the SBA
charges a premium averaging 60 to 100 basis
points over the interest rate of comparable Trea-
sury securities.

Uses of SBIC funds

m SBICs may invest only in qualifying small busi-
ness concerns or, if the SBIC has temporarily
idle funds, in certain short-term investments.
SBICs may not invest in other SBICs, investment
or finance companies, finance-type leasing com-
panies, unproved real estate, companies with
less than one-half of their investments in the

U.S., or companies not engaged in regular and
continuous business.

= SBICs may not acquire a controlling interest in
a small business unless a plan of divestiture
is filed with the SBA. SBICs may not invest
more than 25 percent of their capital in any one
small business.

a The minimum maturity of SBIC loans is 5 years.
The maximum interest rate that can be charged
on these loans (the “maximum cost of money”) is
determined by the SBA. If the current rate on
ten-year debentures sold by the SBA is less than
8 percent, then the maximum cost of money is 15
percent on loans and 14 percent on debt securi-
ties. If the debenture rate is more than 8 percent,
then the maximum cost of money is the deben-
ture rate plus 800 basis points on loans, or the
debenture rate plus 700 basis points on debt
securities.

Oversight

m Each SBIC must be audited by an independent
accredited auditor to determine whether the
SBIC’s financial statements conform to generally
accepted accounting rules and to SBA regula-
tions. In addition, SBICs are subject to annual
SBA examinations.

Note: The information in this table is not exhaustive but

only highlights the principal regulations of the SBIC
program. The formal text of the full SBIC regulations is
given in section 13 CFR 107 of the SBA regulations.
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Definitions of variables

DEBT SBIC disbursements as purchases of debt instruments with equity features,

such as convertible bonds

EQUITY SBIC disbursements as purchases of equity
EQUITY and DEBT SBIC disbursements as simuitaneous purchases of equity and debt instruments
LOANS SBIC disbursements as loans
LOSS the ratio of provision for losses on accounts receivables to gross expenses
N number of observations
PDEBT the ratio of the stock of debt securities with equity features to total portfolio of
investments, with all assets measured by their market value
PEQUITY the ratio of the stock of equity securities to total portfolio of investments, with all
assets measured by their market value
PLOANS the ratio of the stock of loans to total portfolio of investments, with all assets
measured by their market value
PRIVCAP private capital defined as capital plus paid-in surplus
ROE-BV the three-year average ratio of net income to book value of equity, 1989-91
ROE-MV the three-year average ratio of net income to total capital (market value), 1989-91
SBAFUND total amount of funds owed to the SBA
SBALEV SBAFUND/PRIVCAP
TA markt'atl value of total assets, including unrealized gains or losses on portfolio
securities
TOTCAP market value of total capital, including unrealized gains or losses on securities held

cantly during those years. While a few SBICs
were formed during the period, a substantial
number either surrendered their license or went
into liquidation. At time of liquidation, those
firms held about $467 million in outstanding
SBA loans, which accounts for part of the
decline in the SBA leverage. Second, the
groups of SBICs that experienced the largest
growth in assets and capital—bank-owned
SBICs—used less SBA leverage on average.
During the 1986-91 period, of all SBICs,
bank-owned companies had the highest growth
rates in total assets and capital. In fact, over
the same period, the total assets of non-bank-
owned SBICs actually declined. Bank-owned
SBICs typically financed their growth through
private capital and relied less on SBA funds.
As table 2 shows, in 1991 bank-owned SBICs
had approximately $0.21 in SBA funds for
every $1 of private capital, which was signifi-
cantly lower than the comparable figure for
non-bank-owned SBICs. Bank-owned SBICs
also tended to be larger and to have more total
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capital relative to assets than non-bank-owned
SBICs. The higher capital ratios at bank-
owned SBICs suggest that those SBICs had a
greater cushion against unanticipated losses on
investments. The differences between bank-
owned and other SBICs are also evident in the
composition of their portfolios. In 1991, non-
bank-owned SBICs had, on average, 41 percent
of their portfolios in loans and the remaining
59 percent in securities with equity features,
such as straight equity and convertible debt
securities. Among bank-owned SBICs, loans
represented only 11 percent of their portfolios.

The differences in the portfolio composi-
tions of bank-owned versus other SBICs may
also explain the differences in their capital
structures. Until 1992, prepayment of SBA
financings entailed prohibitive costs. Asa
result, SBICs that received SBA financing
when interest rates were high could not refi-
nance their debt when interest rates started to
fall, as they did in 1986. In other words, the
ex post costs of SBA funds were relatively
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measures, reported in the second column of table
5, the results are qualitatively the same as the
market value results in the first column. This
suggests that differences in accounting practices
apparently have very little effect on the estimat-
ed relationships between profitability and the
portfolio decision variables.

The results also suggest that SBICs with
above-average investments in loans and below-
average SBA leverage will have above-average
ROESs. Furthermore, as the third and fourth
columns of table 5 show, the implied differences
in ROE are not trivial. For instance, the market
value results in column three indicate that for
bank-owned SBICs, a one standard deviation
increase in loans as a percentage of investments
would yield a 237 basis point increase in ROE.
A one standard deviation decrease in SBA lever-
age causes ROE to rise by 275 basis points. The
sensitivity of non-bank-owned SBICs’ ROE to
change in the above two variables is not differ-
ent from that of bank-owned SBICs. The book
value results in column four yield similar results
in these cases.

Overall, the results seem to indicate that
SBICs receiving above-average SBA leverage
perform more poorly than other investment
companies. SBICs that specialize in equity
investments are less profitable, on average, than
other firms. Nevertheless, the results suggest
that banking organizations, like other firms, tend
to perform better when allowed to provide
mixed loan-equity financing.

Our preliminary examination of the sources
of these relationships between profitability and
characteristics of SBICs suggest that the results
in table 5 are particularly strong for those insti-
tutions that did not survive our sample period.'®
Furthermore, even though bank-owned and
other SBICs had similar parameter estimates,
test results indicate that the two groups had
significantly different regression equations. In
other words, the relationship between profitabil-
ity and firm characteristics is different for bank-
owned and non-bank-owned SBICs.

Conclusions

The SBIC program appears to go a long
way toward resolving the conflict between the
types of institutions that are appropriate for
financing small businesses and the types of
financing they need. If, as has been argued,
banks have a comparative advantage in evaluat-
ing and monitoring small firms, allowing banks
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to participate in such programs as the SBIC
program may offer significant advantages in
small business financing.

The empirical results in this article support
this argument. SBICs associated with banking
organizations play a significant role in the
program. On average, bank-owned SBICs
were significantly larger, had more capital,
obtained less SBA leverage, and invested a
greater portion of their portfolio in equity in-
vestments than non-bank-owned SBICs. Fur-
thermore, while the total assets and capital of
non-bank-owned SBICs declined over the
period from 1983 to 1992, the total assets and
capital of bank-owned SBICs grew.

These results suggest that bank-owned
SBICs were an essential part of the program
and that they took advantage of their expanded
powers by pursuing an extensive strategy of
equity investments. The evidence also sug-
gests that such equity investments were partic-
ularly important in funding activities and in-
dustries that are perceived to have high costs of
debt financing. Specifically, equity financing
and financing by bank-owned SBICs were
prominent for activities and industries that
generate few tangible assets and give greater
management discretion in the use of funds.

The empirical results on the relationship
between SBIC profitability and portfolio deci-
sions indicate that profitability is positively
related to size, the measure of asset quality,
and the ratio of loans to total investments. On
the other hand, profitability is negatively relat-
ed to SBA leverage. In addition, bank-owned
SBICs, which typically relied less on SBA
leverage, had higher returns on equity than
other SBICs. These results suggest that offer-
ing SBA subsidies was relatively less effective
in encouraging the flow of funds to small firms
in the long term than was allowing banking
organizations to participate in the program.

Our analysis in this article and our prelim-
inary results on the percentage of disburse-
ments that were repeat financings raise some
interesting questions.!” Do the investment
patterns of SBICs change over the course of
their relationship with small firms? In other
words, do SBICs learn more about small firms
as their relationships with them develop, and
is this reflected in their investment patterns?
Does the type and amount of investment in
first-time financings differ from those in subse-
quent financings? Are SBICs more likely
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