GOVERNMENT CONTRACTS SBIR SERIES

How Acquisitions and Venture Capital or Private
Equity Funding Impact SBIR Eligibility

Success for companies participating in
the Small Business Innovation Research
(SBIR) program takes many forms,
including increased sales, licensing
deals, and the reputational boost that
comes with being an SBIR awardee.
For many SBIR firms, success is being
acquired by a larger company or
raising funds to further grow their
business. Before an acquisition or
accepting funding from a venture
capital or private equity firm, however,
SBIR firms should understand the
impact these transactions can have
on their eligibility for SBIR awards.

SBIR Eligibility Basics
To be eligible for an SBIR award, a company must:

1. Be a concern which is more than 50% directly
owned and controlled by one or more individuals
(who are citizens or permanent resident aliens of
the United States), other small business concerns
(each of which is more than 50% directly owned
and controlled by individuals who are citizens or
permanent resident aliens of the United States),
an Indian tribe, ANC or NHO (or a wholly owned
business entity of such tribe, ANC or NHO), or any
combination of these;

2.Be a concern which is more than 50% owned by
multiple venture capital operating companies,
hedge funds, private equity firms, or any combi-
nation of these; or
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3.Be a joint venture in which each entity to the joint
venture must meet the requirements set forth in
paragraphs above.

Most SBIR firms qualify under the first eligibility prong
above. Under the first prong, the key requirement is that
the firm must be at least 50% owned directly or indi-
rectly—through no more than one corporate layer—by
actual people (who are U.S. citizens or permanent resi-
dent aliens). Ownership through multiple corporate enti-
ties or holding companies does not meet this test.

In addition to the 50% ownership requirement, an SBIR
awardee, together with its affiliates, must not have
more than 500 employees. Affiliation can exist for many
reasons, but the basic ruleis that firms are affilioted when
one firm controls or has the power to control the other or
a third party has the power to control both. Importantly,
control can be found to exist under the affiliation rules
for reasons other than ownership and, in certain cases,
even when ownership is less than 50%.

Acquisitions Involving SBIR Awards

The size and eligibility status of a SBIR awardee is
determined at the time of award. Generally, if a firm is
defermined to be SBIR-eligible af the fime of award, it is
considered eligible throughout the life of the SBIR award.
If an SBIR awardee is acquired, however, the awardee
must recertify its size status within 30 days of the trans-
action becoming final. If the awardee is no longer smalll,
the agency can no longer fund the options or issue a
continuation of the SBIR award, from that point forward,
using SBIR funds.
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After an SBIR awardee is acquired, it will generally be
deemed doffiliated with the acquiring entity. The SBIR’s
size status is then determined by adding its employees to
the acquiring entity’s employees, plus the employees of
any other companies controlled by the acquiring entity.

Venture Capital Funding for SBIR
Awardees

The recertification requirement is not necessarily trig-
gered when an SBIR awardee receives a minority
investment from a venture capital or private equity firm.
Accepting funding could impact a firm’s eligibility for
future SBIR awards, though.

As noted above, to be eligible for an SBIR award, the
firm must be at least 50% owned directly or indirectly
(through no more than one corporate layer) by U.S. citi-
zens or permanent resident aliens. If the venture capital
or private equity funding is provided through an invest-
ment vehicle that involves multiple corporate entities, the
funding may cause the SBIR firm to fall below the 50%
threshold.

Venture capital or private equity funding can also give
rise to affiliation. If the minority investment comes with a
board seat or gives the venture capital or private equity
firm the ability to exercise negative control over the
company—through, for example, the right to veto certain
major business decisions—this may give rise to affiliation
with the SBIR firm. In that case, the size status of the SBIR
firm would be determined by adding its employees to
the employees of the venture capital or private equity
firm, plus any other companies that the firm controls.
Investment through a fund may also give rise to affili-
ation, depending on the nature/terms of the investment
and who controls the fund.

The Venture Capital/Private Equity
Exception

The SBIR rules also allow companies that are majori-
ty-owned by venture capital or private equity firms to be
eligible for SBIR awards. The change was made in 2013
in response to criticism that many small businesses rely
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on venture capital or private equity funding to compete
in today’s economy, especially in industries requiring
significant up-front expenditures.

Under the venture capital exception, a company is
eligible for SBIR awards if it is more than 50% owned by
multiple venture capital or private equity firms, provided:

1. No single venture capital operating company,
hedge fund, or private equity firm may own
more than 50% of the concern (unless that single
venture capital operating company, hedge fund,
or private equity firm qualifies as a small business
concern that is more than 50% directly owned
and controlled by individuals who are citizens or
permanent resident aliens of the United States);

2.The company is registered with the U.S. Small
Business Administration in the Company Registry
Database; and

3. The agency elects to use its authority to award SBIR
funds to companies majority-owned by multiple
venture capital operating companies, hedge funds,
private equity firms (agencies can only spend a
certain percentage of their SBIR funding fo such
companies), and makes a defermination that such
an award is justified in each case.

It is important to reiterate the third point above. A
company that is more than 50% owned by multiple
venture capital or private equity firms is not automatically
eligible for SBIR awards; the company is only eligible for
awards for which the agency has specifically elected to
use this authority. Also, even if the authority is invoked,
the company still must comply with other SBIR eligibility
requirements, including not having more than 500
employees.
v

Being acquired or receiving an infusion of capital is a
significant achievement for any participant in the SBIR
program. Firms would be well advised to understand the
impact of such transactions on their current and future
SBIR awards.
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V¥ For additional information, please contact:

John R. Prairie Scott A. Felder Mark B. Sweet George E. Petel
202.719.7167 202.719.7029 202.719.4649 202.719.3759
jprairie@wiley.law sfelder@wiley.law msweet@wiley.law gpetel@wiley.law

SBIR awards are a great opportunity for organizations to leverage federal funding to advance their research and
development goals. SBIR awardees should understand the key terms of their award to ensure successful—and fully
compliant—performance of the award.
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To view other articles in the Government Contracts SBIR Series,
please visit our website at wiley.law/practices-SBIR-Series.
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