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WELCOME

The U.S. Small Business Administration welcomes your interest in the Small
Business Investment Company (SBIC) program. Since 1959, this program
has had a history of successfully assisting small businesses obtain long-term
funding for growth. If you are interested in forming an SBIC, we are glad to
have your inquiry.

Applicability
This document summarizes the key elements of the process for obtaining an
SBIC license. It applies to all parties that intend to seek a license to operate
an SBIC, as well as to all existing SBICs that may wish to change ownership
or control. If you currently manage an existing SBIC and are seeking another
license or wish to convert from one form of SBIC to another, please contact
your SBA operations analyst for further guidance.

This document should assist you in determining: (1) whether you and your
associates have the experience necessary to participate in the SBIC
program, (2) whether the type of investing you are contemplating is
compatible with the SBIC program, (3) whether you could operate
successfully and comfortably within the SBIC regulatory structure, and (4)
how to go about applying for an SBIC license, should you wish to proceed.

The process of obtaining a license is summarized within these six topics:
l. Understanding the Licensing Standards.
IL. Getting Ready.
fl. The First Steps.
V. Preparing the Application.
V. Filing the Application.
VI.  The Licensing Process.

If you are contemplating applying for an SBIC license, your very first activity
should be to read this document from beginning to end. Then, check our
web site at www.sba.gov/inv where you can find a wealth of information.
Look under the heading SBIC Licenses, and check to see that you are
reading the latest version of this document. Then, if you have any questions
or want to get started on the process, send an email to sbic@sba.gov, and a
program development specialist should respond by voice or by email within
five working days.
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I. UNDERSTANDING
THE LICENSING STANDARDS

The Goal of the Licensing Process

As found in Statement of Policy, Section 102 of the Small Business
Investment Act of 1958, as amended (the Act), the purpose of the program is
to stimulate the “growth, expansion, and modernization” of small American
businesses. In Section 301(c)(3) of the Act, Congress directs the SBA to
determine whether “the management of the applicant is qualified and has the
knowledge, experience, and capability necessary to comply with [the] Act...”
and to assess “the probability of successful operations of the applicant,
including adequate profitability and financial soundness.” In addition, the Act
sets certain minimum capital requirements which will be discussed below.

The purpose of the licensing process is to ascertain whether all of these
elements come together sufficiently in order for there to be a high probability
(1) of success for you and your investors, (2) for the SBA to avoid suffering
losses, and (3) that management of an SBIC by your team will further the
purposes of the program. In the years since the first SBIC was licensed in
1959, we have found that successful SBICs usually have certain
characteristics in common. Some of these characteristics can be quantified,
but many are intangible. Three broad categories that we look at are:

Experience. The management team of a prospective SBIC should be able to
demonstrate that they have experience relevant to successfully managing a
venture capital fund. Commercial banking, investment banking, and merger
and acquisition experience are relevant, but are not a replacement for
experience in venture investing, which involves long-term relationships and
value-added beyond finance. Similarly, operating experience in companies
can provide an excellent background for managing a venture fund, but the
skill set necessary to rely upon reports and meetings with the senior
management of a small business is considerably different from being
involved in operations on a day-to-day basis.

A Real Team. Your management team should be a group that has
previously worked together as a team. If they haven't, then you should be
able to demonstrate that you are a cohesive integrated working team, not just
a group of individuals who have assembled for the purpose of getting an
SBIC license. (One of the identifying characteristics of a real team is
whether it shows balance in the skills, experience and influence of its
members. Another indicator can be found in the division of the carry among
the principals, and whether you are providing incentives to any junior
members of your team.)
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Ability to Function in a Regulatory Environment. Does your group have the
ability to work within the SBA regulations? Our regulatory requirements
affect not only the types of investments you can make, but also the way in
which you will administer your fund. Successful applicants must be able to
demonstrate that they are committed to operating within the framework of the
program.

The Business Plan

General Comments. This section refers, for the sake of convenience, to your
“business plan®’. However, we are actually talking about your answers to a
series of structured questions which are designed to enable us to thoroughly
analyze your plan of operations. (See the discussion of the “Management
Assessment Questionnaire” in section 111.)

In reviewing your business plan, we will consider whether your experience is
consistent with the type of investing you plan to do, and whether your plan
has internal integrity. If all the principals have been doing sub-debt financing
of manufacturing companies and now propose to finance early-stage Internet
firms, we would find a disconnect, and might be uncomfortable with your plan
unless you could point to some other compelling factors.

The plan must be consonant with the amount of capital you anticipate raising,
the scope of the geography you intend to cover, your networks, and the type
of investing you are contemplating. For example, as a general rule, early
stage investing requires considerably more capital to follow investments
through multiple rounds of financings. Such investing also demands higher
overhead to perform sufficient due diligence and continued close oversight.
Based on a management fee no greater than 2.5%, this often implies the
need for capital greater than the minimum amounts stipulated in our
regulations. Perhaps your plan may not require more than our minimums,
but this will be a function of how you plan to go about investing, as well as
your relationship with other organizations that may provide support services
either to your SBIC or to companies in which you invest.

Does the business plan simultaneously show sufficient focus, but also
adequate diversification within the portfolio? Is the projected distribution of
investments, both by size and by type, within normal portfolio parameters?
As shown in your plan, will your overhead be within the norms of the venture
capital industry?

Specific Areas of Focus. In the business plan, there are eight aspects of
your proposed operation that we scrutinize:

1. Deal Flow. You should be able to show us how you will generate
sufficient qualified deal flow; and you must be able to instill confidence in
us that your plan to accomplish this is sound and not just fluff.

2. Focus. Your investing strategy needs to be focused — not too narrow and
not too broad. We will look at your past activities to see what kind of

focus you had, and will make a judgement about whether your SBIC’s
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focus will relate to your experience, to your networks and to the
geographies in which you plan to invest.

3. Deal Processing. We want to know how the principals plan to interact
and process potential investments. You need to be able to explain how
you plan to process deals internally, both among the principals and with
any junior members of the team.

4. Selection Process. What are your screening criteria? How is your
decision-making process going to function, and is it a cohesive process?

5. Due Diligence. What has your past experience been in performing due
diligence, and what is the process going to be in your new SBIC?

6. Oversight and Value Added. How will oversight of portfolio companies
be handled? To what extent will you be involved in your investments?

7. Follow-on Decisions. How will the decision regarding follow-on
investments be made? What criteria will be applied? Can you point to
prior successful experience in making follow-on judgements? We have
found that a salient characteristic of failed SBICs has been the managers’
inability to make good follow-on decisions. In other words, they had a
tendency to throw good money after bad. What can you point to that will
give us comfort in the judgements you have made in the past?

8. Portfolio Liquidations. There are mostly five types of exits: (1) sale of
a company, (2) IPOs, (3) management buybacks, (4) sale of minority
shareholdings to a non-management party, and (5) distress exits. We
would like to know about your experience in each of these areas, and for
you to convey confidence to us that you know when to sell, as well as
when to fold and quit.

Management Qualifications

Now that you're thinking about forming an SBIC, you might ask “What is the

SBA looking for, specifically, in management qualifications?” Our experience

has been that highly successful SBICs usually have had management teams

with:

1. At least one principal who has five or more years of experience with a
venture capital fund, doing the same type of private equity investing that
the proposed SBIC would perform.

2. A number of successful exits that can show realized gains that would put
the aggregate IRR for the exited investments in the upper half of
performance for venture funds (of the same category as the applicant) for
the year in which the fund was founded.

3. An aggregate IRR on all investments, including both realized and
unrealized gains, in the upper half of performance for venture funds (of
the same category as the applicant) for the year in which the fund was
founded.
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This performance record should not be based solely upon one or two
successful Internet investments liquidated in the years 1998 through 2000.

If your team lacks some of these accomplishments, does that mean that you
cannot hope to receive a license? No, a number of successful SBIC
managers did not meet the criteria described above when they received their
first licenses. What it means is that the burden is upon you to demonstrate
that the experience of the principals is truly relevant and applicable to
running an SBIC. As examples, some principals may have done meaningful
angel investing, or others may have done venture investing for a corporation.

Whether or not you have previously managed a venture fund, during the
licensing process, it is up to you to show how your experience relates to the
eight aspects of managing an SBIC as enumerated under The Business Plan
section above. It is your task to make us comfortable that your plan is
cohesive regarding how you would manage an SBIC, and also that the
government would have a low risk of losing money. We are seeking to make
our criteria clear so that you do not waste your time or ours, and so that you
can ultimately achieve your goals.
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1. GETTING READY

Becoming Familiar with the Regulations and Certain Requirements

1. Download Part 107 and Part 121 of the regulations from our web site.
Review all of Part 107, plus the definition of a Small Business as found in
§121.301(c) as well as §121.101 to §121.103 relating to the sizes of
qualified Small Businesses. When reading these sections of the
regulations, assure yourself that the companies you want to finance will
indeed fall within these size and other eligibility standards of the program.

2. Read the definition of Associate carefully in §107.50 and also read
§107.730 regarding conflicts-of-interest.  Think through all of your
relationships with any affiliates to ensure that there are not likely to be
any organizational problems or potential conflicts between your SBIC and
any related entities. If you have questions, feel free to discuss these
issues with an SBA staff person.

3. We also suggest that you carefully read all of Subpart G of Part 107 that
relates to qualifying and structuring investments to be certain that any
unique deal structures that you may utilize will not run afoul of our
regulations.

4. As you proceed, determine if there will be sufficient independence of
management from investors (what SBA regulations refer to as
‘management and ownership diversity”) to ensure that the SBIC is
operated properly and without improper outside pressures? (See

- §107.150, Federal Register, vol. 65, No. 157, Monday, August 14, 2000,
page 49511 found at www.gpo.gov.)

5. You should also review the operations forms listed under the hyperlink
SBIC Forms and get a feel for the reporting requirements in this program.

6. A final issue that prospective applicants who anticipate having foreign
investors should consider is the subject of disclosure. While we generally
welcome foreign capital because this results in expansion of the U.S.
economy and in the creation of U.S. jobs, there are often identification
issues that cause concern for foreign investors. Please understand that
they (as well as your domestic investors) may have to go through a full
disclosure process, including the submission of fingerprint cards, and this
may discourage them from investing. They will also have to appoint an
agent for service of process in the United States. (If you have any
questions on this issue, we strongly advise that you discuss this with us
while you are still deciding on whether to go through the licensing
process.)
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Learning More

You might want to talk with existing SBIC fund managers and learn about
their experiences with the SBA. Additional information on the program and
the names of trade organizations can be found at Other Resources on our
web site. You might want to contact some of these resources, and also call
lawyers who have processed SBIC license applications to learn what their
range of fees is.

Key Questions to Ask Yourself

As a participant in a government program, you will be required to file many
timely reports that would not otherwise be required if you were solely a
private fund, and your team must be able and willing to comply with SBA
regulations governing the SBIC program. You should reach a determination
as to whether our regulatory constraints would inhibit your investing style to
the extent that you would not be comfortable or successful.

Based on all the material that you will have read, and from conversations that
you will have had with us and with others, you should be able to determine
(1) whether you believe that you would qualify for a license and (2) whether
you wish to continue with this process.

Carefully weigh the tradeoffs. Applying for an SBIC license is not a trivial
undertaking as it will probably take over a year from start to finish, and you
will incur significant costs in the process.

If you decide to proceed, you should contact the SBA. Just send an email to
sbic@sba.gov and an SBA Program Development Analyst will gladly assist
you, normally within five business days, depending upon travel schedules.
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I1l. THE FIRST STEPS

Introduction

The application for an SBIC license does not begin with the filing of specific
documents. Instead, it starts as an informal process (without any fees) that
allows us to probe your qualifications and experience, step-by-step. At each
stage, we apprise you of our perceptions so that you can know where you
stand as you proceed. Once we have made a determination that you are a
good candidate for receiving an SBIC license, we invite you to submit a
formal application. The following summarizes this informal process.

Are You Qualified?

After you have established contact with an SBA program development
person as directed on page 2, you may be asked to submit a copy of the
resumes of the principals. You would then have the benefit of an initial
evaluation of the management team’s experience. This would not be
definitive, but if it appeared that the team’s experience or qualifications left a
lot to be desired, you could abandon the licensing process before you had
invested significant amounts of time and money. Alternatively, you would at
least know what the shortfalls of the team might be, and seek to add other
persons to the team to compensate for the weaknesses.

MAQ Submission

The next step begins with completing SBA’s Management Assessment
Questionnaire, or “MAQ” (pronounced “Mac”), consisting of a series of
structured questions concerning your plans for the prospective SBIC and the
detailed experience and qualifications of your management team. The MAQ
consists of two electronic files available through our Program Development
staff. When completed, the MAQ should be emailed to sbic@sba.gov.
Within three to five business days, you will be notified that it has been
received. Normally, your submission will be assigned to a program
development specialist within ten business days after you have received
confirmation. Within two weeks thereafter, you will be contacted regarding
any items that are incomplete or unclear.

The SBA program development specialist will continue to analyze the MAQ
in detail, especially with regard to your strengths and weaknesses, and will
also be performing some initial due diligence. Generally, within one to two
months, this staff person will make a recommendation to the Investment
Committee of SBA’s Investment Division (composed of senior members of
the Division) whether or not to have the principals invited to an interview.

The Interview

The Investment Committee customarily meets every two weeks and
discusses MAQs which have been processed. If the initial impression shows
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that the management team may be qualified for a license, the entire team is
invited to our offices in Washington for an interview (which is usually
scheduled on a Tuesday, Wednesday, or Thursday). The interview usually
lasts about an hour and a half, and we will try to arrange the meeting for your
convenience.

Approximately 7 to 15 people from the SBA will be present at the interview
and it is conducted in an informal style. Virtually all groups utilize a printed
PowerPoint presentation as the structure for the meeting. (If you wish to use
a computer projector, let us know in advance and we will have one set up for
you. However, if you need to use a laptop computer, you should bring your
own.) Unless there is something that particularly lends itself to projection
use, our suggestion is that you bring 15 printed copies of your presentation,
and work off of the printed versions.

The primary reason for getting together is to enable you to expand on your
strengths, as well as to discuss any weak areas of your MAQ. Be prepared
to be interrupted with questions continually throughout your presentation.
We like to cut through the buzz words and drill down into the eight issues
covered under The Business Plan topic in Section I. We will want to learn
more about your investing approach, and will be focusing on any ambiguities,
weak points, potential structural problems, or potential conflicts of interest
that might concern us.

Even though the purpose of the interview is to deal with business issues, not
legal issues, many teams do bring their lawyer to the interview. This is not
required as we are interested in hearing from the principals, not their
attorneys. At the end of the meeting you should feel free to ask us
questions, or to express any concerns or reservations that you may have.

The Assessment

At the next meeting of the Investment Commitiee subsequent to your
interview, a determination will be made regarding the perceived ability of the
management team to successfully manage an SBIC. There are four possible
outcomes of which you could be advised:

1. Your management team appears to be well-qualified and will be invited
to file a formal application through the so-called “go forth letter” from us.

2. The management team is generally qualified, but has some
weaknesses which we believe can be corrected. You will be advised of
our views and asked to make the necessary improvements, and when
these have been made to advise us of the changes. At a future
Committee meeting, these will be considered, and if they appear to be
sufficient, you will then be invited to file an application.

3. The management team is qualified, but there are some structural or
conflict-of-interest issues that need to be resolved. As in (2) above, you
will be asked to correct them, and when so advised, we will respond.
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