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NMATTER OF: "Wontura Capital" -~ Bection 303(L) of thae Snall
Businecas Jovvastoent Act

DIGEST: Invertiments (ivcluding ecertain long-term loans) by
eérall buginess investoent company {SHIC) fu amall
buasinoes concerns which othervwise meel the requlire-
rants of 15 U.5,C, § 683(1)) (SUPP. 1V, 197’!) and
implesmaatiug wvogulations, do not loso their character
as ''venlure capital" even though tha S3YC-lender
rosorves right to approva or disanprove future borrow-
ings of amall businesas concern from other poteptial
lending funstitutions,

Tole ducistion to thae Adminiatvator of the Swuall Dusiness Adminis-
tration (8B8A) 18 iw vnasponsw to hin requeot for our concurrense in HBA'Q
interpetation of tha tern “venture capital" as that term appeara in
acction; J03(h) of the Small Musiness Invostoent Act, as ausnded, 13 U.3.C,
§ 683(b) (Supp. LV, 1974), and in the ioplecenting regulationy, 13 C.¥.R.
§ 107.202(h) (1975). 6BA hio determined that funds loaned by owmall
busincos investneat conpanies (SDICs) to a small busineans conceru ungar
an agrecment requiring the borvower to obtain the SBIG's appyoval befare
borrowing noney fyrom any other institutional lender can quallfy as
'venture capital' under the deflnition, notuithstending tho definitional
requiremant that ventura capital financing be subordiuate to sny wsube
sequent borrwrlogs by the srall husincsa concern, %he question ie
tthether ve agrua that the two regnivaements arae consistent,

According to the raterial pubmitted to us by $BA, a quastion about
the valildity of this deteruination was firat raised in an futerasl SBA
nenorvdndun addrosed to its Genoral Counsel. The fnternal nerorandun
pointo out that if an SBIC has the right to disupprova any additional
borrowing by a ioncern to which it han furnished equity capltal, it
could defeat thi requivenent that ite oun loan bLe “subordinated" by
simply refusing to permdt the concern to borrow fronm anyone else,
§BA'e sdmiunfstyator, however, hos concludad that “an lavestment Lo not
disqualificd from serving as the basiy of thivd-dollar laverage by the
xequirenent =£ tho lender's approval for subsequent loans fron other
inatitutional lendero, > long as euch investnaent does not, in fact,
becora aonfor to other borrowings of the gmall concern from other
inatitutional londers.'" Wo concuy with SBA's position for thu yveasons
discunsed balov.
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SRICs havo stetutory authorivy to provide financiag to eligible
ppall businens concorns puyiuant to scctions 304 and 305 of the Snall
Busineus Inyantmout Ant, 15 U,S,C, §§ 684 and 685 (Supp. 1V, 1374),
Bection Y04 provides that £t ghall bu a funatlon of gach SBIC to pro-
vide a source of equicy capital to eligible snmnll business concorns,
Section 305 quthoriuces cuoch SBIC te weks long=tern losue Lo such con-
cernd to provide tuem with funds wneedad for sownd financtug growth,
nodernixation, aud expanaioen,

geetion 303(hb) of the finall Nusineso Invastooent Act authordken SUA
to purclhane or guarantoa debenturer fgsusd by SBICs in anowats up to
300 parcent of tha tokal private capltal invented in that SBXC, up to a
naximun of $20,200,000, proviiaed that the 8BIC has a pininu of §$500,000
of private capital and haes at leaot 85 percernt of itz %totul funds avall-
able for {uvastoont in vnaall busninaess concerns inveated ox conciytad in
"vantura cepital,"” Thie is veferrad to as providing 'third doller lav-
exopu' to $5ICa, IZ an fiBIC is unable to satisfy thone conditions, sec~
tlon 303(h) authorirens S3A to purchage ox puarantoe only a waxinua of
200) yorcant of tha total private capital invested in tha SBIC with «»
615,000,030 celliug, Thun, Lt 4o in Lliae intsreut of ¢ha GAXC to hava
ito Inveatmentn quadify wa “wentuve capital” undor the statuke,

"Wantura capital” is defined in genaru) Zeron in waction 303(h) to
funlude “oucli conxon Buocl:, preferred stock, oy other fluancing with
subordinuvion or nonamorcigation <haracteriotics an tha Adninistyation
dareralnes to be gubstoantislly clpilar to equity financing.," Ag sautho~
rized by the provislon, S8A oxpanded the avatutory daffuition of venture
capltal in ite vegulactions an follows:

""VYontura Capital Vivancing' ohall nmeant

"(1} . Coomon and praferved stock and equity sacuri-
tiee as defined in § 107,302(b)(2) with no repurchose
vequirenont for five yeara, cxcapt uo nay be spacifically

-approvad by SPA uadar § 107,901 fox purposcs of valinquish-
~1ing Control over a Small Conceril,

“(2) Auy vight to purchase such stock or equity
oecuvities,

"(3) Debentures or loans {whathar or not epuvertible
ox having otock purchase vighta) which are subvedinated
(togathor with gecurdty intoreste againse tho ssvets of
tha Szall Concarn) by their terws to Ll borrowiupgs of
ths Siall Concorn fyonm other iuaritutional lenders, and
have 1o part amortized during tho first thres years,"

Sce 13 C.P.R. § 107,202(b) (1975),
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Scetiou 304(L) of tha Small Businmpe Investwent Act, 15 U,8.C,
$ 684(L)(1970), expreasly pernits an SBLC providing aquity capital to
a oiall buniners concern to restrict any future bor awidngs by the small
concarn an followat

"Nofora any capital 1o privided to a suall-
buzinosy concern umder thie asection--

(1) the conmpany wuay yequire such concers
te refinance auy or all of fts outetanding indebted-
nwan 8o that the company is the only holder of any
cvidenca of {undabtednnen of such conceiny and

- "(2) excapt ns provided in regulations isaued
by the Aduinistration, such congern shall apree that
1c vill not theveafter 1ncuv q_y ludnuteunnaq uithaut

Wt A el s B . Sty

rhn lQAPadY “tha ffrnt oppartunity “to fiunncn cuch
indebradneso," (Enphasis addod.)

Z€ tho terns "equity capital” and "venfure capital" ware the sare,
no quostion of aligibility for thivd-dollar laverage would ba ratacd olnce
authority for prior epproval is specifically granted in section 304(b),
nbovar However, az the leglislative history indfectes, tha term "vaature
cnpital’ fo consdderably broader In scopa, lionconvertible long-tern
lomg clearly €al) in sactlon 305 rather than soction 304 and therafoya
it capnot boe eatid that the prioy approval requirszent iy statutonily
authorised,

- Vhen tha Suall\ Business Inveatment et wvas fLlrat anacted {n 1958,
nquity capltal for purpooes of the Ack vas linited to convertible
debontureos only. San 8. Rop. No. 1052, 8ith Cong., 2d Scus. 12, 10
(1958)s (A convartibla debenture 1o a certificsto of indebtedness or
bond that cau be exchanged for ntock in the company.) UNowevar, in pub-~
scquent legiulation this atatutory vestriction was elininated awl HDA
wvaos authorired to adopt, through tho fssuanca of appropriate regulatiova,
ito oun definition of tha torm “equity capitel,” The dafinition, adoptaed
by 8DA fo considorably broader than that provided {n the 1958 Act, It
inciudoo gtock and other oliatlor forms of financing while retafning
convortible dehonturcy-~togather with other convaertibla dohtt inatrimonts~—
in the ecquity capital definition. 8o 13 C,F.U. § 107,302 (1275).

The phrase "vanture capital' wvae added to saction 303(b) of the
Guall Bunfuesa Investmant Act by sectiou 205 of tha Snuell Dusinens Act
Asenduiente of 1967, approved October 1}, 1967, Pub. L. llos 90-204,

81 Stat, 208, Tho 4nitial voryvion of 8, 1162, 90th Cong,, lat Sesn,,
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tha b11l vhich vas uvltimatoly enacted as Pub, L. }No, 90~104H did not
contain that taym. It used cha wvorda “equity capital ifustead.

The Conterence Report on 8. 1862, the bL1lL ultimately cnacted as
Pub. L. No. 90-104, oxplained tha change as followvas

"Saction 207 of the llouse amondnent contained a
doefinition of ‘'ventyje capital,' Section 205 nf the
confarance substitute adopts the term 'vonture capitai,’
but defines it as including 'euch common atock, pre-
forred stocl, ox othor finanecing with subordination
or nonamortization churacteristics aa the Aduinig-
tration shall dateruina to he subatantially eipilar
vo uguity financing.' Since tho texa is uged only {n
aaction 303(b) of the act (us arnended by soction 205
cf tho confarnnca.aubalituta). the definition 4in made
part of that scctlon,' Sce H.R. Rap. No, 660. 90th .
Conge, lot Sess. 9 (1Y967),

Thise explnnation var avpliflad hy Senator Melntyre in ypresenting tha
confoerence report to tha Scnated

"The Senate verolon of &4 1662 leaven to the
fotermination of the 9BA Aduinistrator the defind-
tion of 'equity capital' as {t would ba used in
soction 303(1) of tho act.

"Ihe llouse vercion definos 'vanture rapital!
vithout granting oy discrotion to tho SEA Adninige
trator.

"Tho econferance qommittes accopted the Sanate
provision to permit tha f£inol dofinition to he left
to tha SBA Administrator but changed 'equity capital’
undor this accticn to rxead 'venturs capital.' This
will pemit SBA to accept a3 eligiblo securitica a
varioty of dubht dnstruucnts which do not nroet tha
tachnical qualifications of equity but which arae eub- |
etantially sinilar to equity £inancing.," 113 Cong.
Rocs 27128 (Sept. 28, 1967). .

As indicated in tho forogoing axplavation, by adopcing the toxnm
"vonture capital' inntaad of 'equity capital' and woving the definition
to section 303, Congroas msintoined the saparata vrovisions applicable
to cquity capital undor section 304 and to long-tern loani undaxr aec-
tion 305 while encouraging,. through tha laveraga provisions of section 303,
certain vypos of investwents~-including thosa which may bo eubsptantially
sinilar but do not necet the technicsl qualiflcacionn of aquity finvncinge-
fron both categoxiceu,
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Cur vevicw of the lepieslative history of t1¢ Small Buairess Invest-
rent, Jet, au anmendad, haa shoun a crnsictent concern on the part ef
Congreas to protect as well as encourage equity typo investnants by
8B1C'a, The following explanation of the purpose and objectiva of the
relevont provisfiona of the Small Eusiness Investrnent Act approved
August 1, )554, Puvh, L. No, 85-€99, 72 Stat. 659, an 1t was originally
snactad, supports thia vicv:

"EQUITY—TYPL CAx ITAL POR SUALL DUSINESSES

“Smnllwbuainans inyestn int coupanied are authorired
to provida equity-type capital te puall~husiness concerns
through tha puwchass of convertible debentures which shall
contain sudy toviza and intereot rates ay the companies fix
undar S8BA xepgulationu, “Yhease dobenturos are to ba con~
vertible at the option of the company or a holdar in duc
course, up tn and Including the date of call, intn stock
of tha smull-busincass conecern at the gound look valua of
puch stock ar determined at the tiwve the {ebontures wora
ivaued,

"s~~ comaitecn bolievea that the vee cf converfibla
deLentu, ¢ aie, Wadch hag been developed to a iilpgh depres in
reeont yaora by many large, publicly financed compandes,
g the vest aultnbla financing inatrument for thiuv type
¢r program, This typs of dabeatuve is attractive to
epeculative lnvestors who want an opportunity to ol are
in tha futuxa proaperity of a busiunecas beyond the {ixed
clain of ordinary debt, In viow of tho viek inherent £im,
and tho adnittadly experimontnl naturce ok tho financing
which this bil) oeclha to cncourage, consideration muat ba
glven to encouraging auch speculativa Jnveatoro,

"Dafora an investment company purchaso any such con-
vartible debenturca, it nay redquira tha swmall-business
concern to refinaace itn outvtanding indebtedness eo thac
the investuent conpany 48 the only holdor of indobtedness
of such concern. Murthermore, to protact the investuont
conpany, such snall-businesa councern nay bo required to
apgres not to incur furthar 1udabcodnenu without approval _
of the investwant company.'" M.R, Rep. No. 2060, 34th Cong.,
24 Seas, 8, 15 (1938, Sce alao 5. Rap, Na. 1052, B85th
Cong., 2d Besa. 12 (1958),

The leplsolative history of thae S4all Busincog Investment Aet Amcndmonts

of 1950, approved June 1), 1960, Fub. L. Yo. 806-502, 74 Stat, 1Y6, is
also sipnificant for purposce of thia isouc. Tha initial version of

. 0-03;
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8. 2611, 86th Cong,, let 8osa,, tha bill which vas ultimately enacted
as Pub, L. Yo, 86~3502, vould have deleted from the Smunll Businoss
Invectnent Act the burroving approval proviasion prescutly found at
section 304(b) of tha Act, Although the Senata initially passed thio
veralon of 8. 20611, tha deleted provision war restored by the liouso of
Represcutativas with the accowpanying explanations

“The Benace b1l) onitn from oxioting lawv certain
provisions ycatricting rdditional horrowing by swall
busineas concerna to which an SBIC has suppliecd capital
under section 304, HNone of the witneoses who appeared
duriug tha hearings expresscd any complaint gbout tho
vay thesa proviaifons are vorking today, cnd many lettaers
vera racelved indlcating that their oniasion from the
revieed aection 104 would be i.fcunderatood, To the
oitent that the S81C's duvestiment under section ING takes
the form of n Jdebb ingtrunent, it should have poue con-
trol over additfonal debt incuvved by the_borrover,

Your comnittee concluded, thevefore, that it would ba
best to leave theaa provisions us thay eve in existing
lav. They appoar as subioction (b) of (.ction 304 of
the 1958 act, as it wouvld be vecwritten by the reporsed
bii1l."  (Ewmphasis added.) Seec LR, Rope lHo. 1608, 8oth
COI!,I}.. 2d 80500' 8 (:960)0

The Lenate agreed to this action by the Nlouse of Rapresentakives in
reatoring tha deleted proviedons ufter Sanatoy Proxciva explained the
llousa anenducnt to the Scenato as follows!

"Section 6 of tho Senate version of 8, 2611 would
elininate tho language contained Lu section 304(c),
vwhich provides that bafoxe any capitel is provided to
a suall buginess concern, first, the SVIC tay requira
guch ¢oancern to refinance any or all of itus onutstanding
indebtudnoss vo that the 8BIC 1a the holder of any
ovidenca of indebtedncuo of the small husincss conearn;.
and, second, oxcept as provided in 5BA regulations the
onnll bhuaineoss concerun shall apreo that it will not
thereafter incur any indcbtedness without firast socur-
ing tha approval of tha SBIC and giving tha EDIC tho
first opportunity to finance such indebtaduness.

"The House vernion of S, 2611 provides for tho
vetaintion aof the lauguage of oaction 304(c) in thae '
aet. [}

"Ihis is not objectionable niuce thean provisinnus
Lhave not to my knowladge causad any hardehip to eithor
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tha EBXC's or small busineas concarns, They are tha
£ pa_provistons that would wormally be inctudad in
ang financiz) arrancenont whether thoy are cxpregsly
get ouq_in _tha act or not., SDBA ragulations provide
that the BLIC shall allov appropriata exceptions to
this sactlion for open account or other short-term
cradit," (Enphaeis added.) 3oe 106 Cong, Rec. X16G72
(Juna 2p 1960)0

It is truo thet the forepoing expresaions of intent vafer to equity
capizal financiung under gection 304 ruthur then longeterm loan trana-
actions undev vection 3935, HNeverthulcas, we are parasuuded that Congraas,
in enacting scctlon 304(b), did noi{ intend to preclude SBYCs who make
long~term Joans undey saction 303 rron sipgdlarly protecting theilr funda,
Wlo note that section 305{c) of tha Act requires that loans mada by 8BIC's
"ghall he of euch sound verlue -7 8o gecured, as reasonably to assuve
rvepayrment.' Vo agxee with Sha that a reatyriction on new borrowings noy
bo of great assistanco in sarryling out the nmandato of saction 305(e).

From the forogoing it fa ouyr view that by including nection \04(b),
the Cengress intended to assurae that BHICs providing {inancing underx
thoe provisions of wection 304 would he ablg to take advantagpe of &
reatrictive provision often included as A natter of connercinl praatice
in che typoe of long-tern long financing contemplated undaw sccetion 305
rather than to authoxrize tha practice for equity rinmmciug but prohibit
tha practicae for such long~tern loan financiug. 7That 39, a provision
which places a linitation on othor fudebtednenas by the borvewer 1o usaed
in pest loan agroemonts ag poart of a lendor's design to aspure the
borrovex's liquidity and ability to pay tha lian Yack. Sce, for examplae,
J. Van lorna, Finaneinl Henagewoent and Poliey $58~560 (3d ed., 1974).
Pravicdors of equity capital orxe not wv often thought of as having auch
protoctioun ond wa bolieve tha provinion in question wan iucluded to
avold any doubtn that .URICa supplying cquity capical to emall business
concerns wore coyeved., It srould ba snoualous to hald that tha Congress
intended to authoxixa SBICH €9 protaat only their aquity rapitol {nvest-
monts but not their investrents of othexr types of venture capital.,

. In sumaary, it 16 our viaw that Congresy did4 not inteud to preclude
£DICas waking long~tara losng under saction 305 from requiring amall busi-
nasgs concarn borrowars, asg i condition to obtaining thair loans, to agrocu
to sccure tho 80IC's approval boforae incurxing additional indebtodness,
nor did it intend to praclude long-term loans from buing considerod
investrnents or commitnonts in ventuvae capital if they meot the othor
criteria uotablishod by the atatute and 8BA'n ivplementing regulations,
rorely bacawro the borrowexr 48 roequivxed to obtafn the laender's approval
for subsenquent loann from other institutional lendero,
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