Phase II Plus

The Army has established the Phase II Plus Initiative, effective immediately as a three-year pilot program, to facilitate the rapid transition of SBIR technologies, products, and services into acquisition programs.  Under Phase II Plus, the Army provides matching SBIR funds to expand an existing Phase II that attracts investment funds from a DoD acquisition program.  Private sector investments will also be considered for Phase II Plus funding.  

Phase II Plus allows for an existing Phase II Army SBIR effort to be extended for up to one year to perform additional research and development.  Phase II Plus matching funds will be provided on a one-for-one basis up to a maximum $100,000 of SBIR funds.  All Phase II Plus awards are subject to acceptance, review, and selection of candidate projects, are subject to availability of funding, and successful negotiation and award of a Phase II Plus contract modification.

Phase II Plus represents the latest innovation within the Army SBIR Program, and continues the Army’s emphasis on enabling the development and commercialization of dual-use technologies and products.  It builds upon the Gap Reduction Initiative, which minimizes the traditional funding gap between Phase I and Phase II efforts and ensures uninterrupted funding for all Army SBIR efforts.  These two initiatives are critical towards maximizing the potential for small businesses to develop and successfully market their innovative ideas to benefit the Army, the small business, and our nation’s economy.

Background

Congress requested the Department of Defense (DoD), in consultation with the Administrator of the Small Business Administration (SBA), to "develop a plan for facilitating the rapid transition into Department of Defense acquisition programs of successful SBIR-developed technologies" (section 818 of Public Law 105-261).  The Army Phase II Plus initiative represents the Army’s implementation of the approved DoD Plan submitted to Congress.  It builds on ongoing efforts that DoD has recently undertaken to involve acquisition programs in the SBIR process, and additional efforts to streamline the program and better support the commercialization of SBIR technologies and products.

Acquisition Programs

The Department of Defense assigns Program Executive Officers (PEOs) and Program/Project/Product Managers (PMs) to manage the acquisition of equipment and systems that emerge from the research and development community or are otherwise identified for fielding to the soldier.  To learn more about the Army’s PEO-PM community, visit the Assistant Secretary of the Army for Acquisition, Logistics, and Technology (ASA(ALT)) Web Site (look for “PEO-PM Listing” under General Information).

[the text in bold italics above should be a link to http://www.sarda.army.mil/indexmain.htm]

Phase II Plus Eligibility

Any ongoing Phase II project originating from the 99.2 and subsequent solicitations may apply for Phase II Plus funding.  Projects arising from earlier solicitations will be considered on a case-by-case basis. Phase II Plus participation will be subject to the availability of funding.

To qualify for Phase II Plus, Phase II companies and their outside investors must follow the procedures detailed below:

First, sometime during the Phase II effort, but prior to three (3) months from the end of the Phase II effort, company and its potential investor must submit a Phase II Plus application. In the application, the company and acquisition program or investor must:  

(1)  State that the acquisition program or investor will match Phase II Plus SBIR funding, in cash, contingent on the company's selection for Phase II Plus funding. The matching rate is 1 dollar (U.S.) for every SBIR dollar.  (For example, if such a company receives Phase II Plus SBIR funding that totals $100,000, a Phase II company must obtain matching funds from the acquisition program or investor of $100,000.)  

The matching third-party funds may pay for additional R&D on the company's SBIR project or, alternatively, they may pay for other activities (e.g., marketing) that further the development and/or commercialization of the technology.  

Matching funds must arise from arrangements or contracts that were executed after the beginning of the applicable Army Phase II contract, and that were executed in response to the Phase II Plus program.  No pre-existing relationships, purchase orders, subcontracts, or other contracting/funding arrangements will be considered for matching funding.

(2)  Certify that the outside funding qualifies as a "Phase II Plus investment," and the investor (if not an acquisition program) qualifies as an "outside investor," as defined in  Phase II Plus Guidance below.  Outside investors may include such entities as another company, a venture capital firm, an individual "angel" investor, a non-SBIR, non-STTR government program; they do not include the owners of the small business, their family members, and/or affiliates of the small business.

Second, the Army will notify each Phase II Plus applicant whether it has been selected for Phase II Plus award. Once notified, the company and acquisition program or investor must certify, within 45 days, that the entire amount of the matching funds from the acquisition program or outside investor has been transferred to the company.  

Phase II Plus Guidance

NOTE:  The following guidance addresses those cases where the Phase II Plus application involves an outside third party as opposed to a DoD Acquisition Program.  All formal acquisition programs are certified as not being affiliates of the applicant small businesses for the purposes of the Army SBIR Phase II Plus program.

This section contains guidance on what types of relationships between a small company and outside investors in the company qualify as an investment under the Army SBIR Phase II Plus program.  It includes specific examples of company-investor relationships that we have been asked about under the SBIR Fast Track Program (whose structure and intent is similar to that of the Army’s Phase II Plus program), and official Department of Defense responses on whether these relationships qualify as an independent investment.  If you have questions about whether a particular company-investor relationship qualifies, please contact the Army SBIR Program Management Office at (703) 617-7425, FAX (703) 617-8274, e-mail: aro-sbir@hqamc.army.mil.

I. General Guidance on What Qualifies As A "Phase II Plus" Investor

The investor must be an "outside investor," which may include such entities as another company, a venture capital firm, an individual "angel" investor, a non-SBIR/non-STTR government program, or any combination of the above. It does not include the owners of the small business, their family members, and/or "affiliates" of the small business, as defined in Title 13 of the Code of Federal Regulations (C.F.R.), Section 121.103 [the text in bold italics above should jump to a page with text identified under “Reference 1” below].  As discussed in that Section: 

Concerns are affiliates of each other when one concern controls or has the power to control the other, or a third party or parties controls or has the power to control both. 

[We] consider factors such as ownership, management, previous relationships with or ties to another concern, and contractual relationships, in determining whether affiliation exists.  Individuals or firms that have identical or substantially identical business or economic interests, such as family members, persons with common investments, or firms that are economically dependent through contractual or other relationships, may be treated as one party with such interests aggregated.  Although DoD is guided by this definition of affiliation in the Code of Federal Regulations, we also exercise our own discretion in determining whether a particular entity qualifies as an "outside investor."  

The investment must be an arrangement in which the outside party provides cash to the small company in return for such items as: equity; a share of royalties; rights in the technology; a percentage of profit; an advance purchase order for products resulting from the technology; or any combination of the above.  The investor's funds must pay for activities that further the development and/or commercialization of the company's SBIR technology (further R&D, manufacturing, marketing, etc.). 

II. Specific examples of What Does and Does Not Qualify As a "Phase II Plus Investment" 

A. Examples of What Qualifies as an "Outside Investor"  

(1) Can a small company contribute its own internal funds to qualify for the Phase II Plus?  

No. The Army is seeking outside validation of the commercial potential of the company's technology, and therefore requires that the funds come from an outside investor. Also, cash from an outside investor shows up plainly on the company's books and therefore can be more readily verified than a company’s own matching contribution.

(2) Company A spins off company B, which wins a Phase I or II SBIR award. Company A then wants to contribute matching funds to qualify company B for the Phase II Plus. Can A be considered an outside investor for purposes of the Phase II Plus?  

In making our determination of whether company A is an outside investor, we would be guided by the definition of "affiliates" in 13 C.F.R. Sec. 121.103, discussed above. Our presumption is that in this example A and B would be considered "affiliates," and that A would therefore not be an outside investor for purposes of the Phase II Plus.  However, that presumption could be rebutted by showing, for example, that the spin-off occurred several years ago and that A and B do not exercise control over one another, do not have common ownership or management, have different business interests, etc.

(3) Small company S wins a phase I SBIR award. The president of S is a major shareholder in another company Y, which wants to contribute matching funds to qualify S for the Phase II Plus. Can Y be considered an outside investor?  

Our presumption is that Y would not be considered an outside investor. Our determination would be guided by whether the president's stake in Y is large enough that S and Y would be considered "affiliates" under 13 C.F.R. Sec. 121.103.  Subsection (c) of Section 121.103 specifically discusses affiliation based on stock ownership:

  “c. Affiliation based on stock ownership.  

       1. A person is an affiliate of a concern if the person owns or controls, or has the power to control 50 percent or more of its voting stock, or a block of stock which affords control because it is large compared to other outstanding blocks of stock.  

       2. If two or more persons each owns, controls or has the power to control less than 50 percent of the voting stock of a concern, with minority holdings that are equal or approximately equal in size, but the aggregate of these minority holdings is large as compared with any other stock holding, each such person is presumed to be an affiliate of the concern. If S and Y are found to be affiliates, we would determine that Y is not an outside investor.”

(4) Does the outside investor have to be a single entity (e.g., a single venture capital firm) or can it be more than one entity (e.g., two angel investors and a venture capital firm)?  

It can be more than one entity.

(5) Small company A contributes matching funds to small company B in order to qualify B for the Phase II Plus, and, at the same time, B contributes matching funds to A in order to qualify A for the Phase II Plus. Do A and B qualify as outside investors under the Phase II Plus?  

No. A and B’s relationship is such that their investment in each other would not provide outside validation of the commercial potential of their respective SBIR projects. We would therefore not consider them to be outside investors for purposes of the Phase II Plus.

(6) Can the brother of an employee of small company S contribute funds to qualify S for the Phase II Plus?  

Probably not. Again, we would be guided by the definition of "affiliates" in 13 C.F.R. Sec. 121.103. The brother presumptively would be an affiliate of company S and not an outside investor.

(7) Venture capital firm V currently is a 22 percent shareholder in small company S. Can V invest additional funds in S to qualify S for the Phase II Plus?  

Our presumption is yes. In making our determination, we would be guided by whether V and S are "affiliates," as defined in 13 C.F.R. Sec. 121.103. Section 121.103 provides (in subsection (b)(5)) that a venture capital firm is not affiliated with a company if the venture capital firm does not control the company -- e.g., by owning more than 50 percent of the stock of a small company (prior to its investment under the Phase II Plus), as described in 13 C.F.R. 107.865.

(8) Large company L makes a cash investment in small company S, and then serves as a subcontractor to S on an SBIR project. Can L's investment in S count as a matching contribution for purposes of the Phase II Plus?  

Only L's cash investment net of its subcontracting effort can count as matching funds for purposes of the Phase II Plus. For example, if L invests $250,000 in S and subcontracts with S for $200,000, only L's net contribution ($50,000) can count as matching funds for purposes of the Phase II Plus.

(9) Company Y makes a cash investment in small company S for purposes of the Phase II Plus, and also enters into a separate contract with S under which Y provides certain goods/services to S in return for $500,000. Can Y's cash investment in S count as a matching contribution for purposes of the Phase II Plus?  

As in the previous example, only Y's cash investment net of the $500,000 it receives from S can count as matching funds for purposes of the Phase II Plus. 

(10) A group of investors wishes to invest funds in small company S to qualify S for the Phase II Plus. One of the investors is the mother of S's president, who wants to contribute $50,000 toward the effort. Can the group's investment in S count as a matching contribution to qualify S for the Phase II Plus?  

The mother's investment of $50,000 does not count, because she is not an outside investor (see item (6) above).  Contributions of the other investors can count provided that they meet the other conditions for the Phase II Plus (e.g., each must be an outside investor). 

B. Examples of What Qualifies as an "Investment"  

(1) Can a loan from an outside party qualify as an "investment" for purposes of the Phase II Plus?  

No. The rationale behind the Phase II Plus is that an outside party is betting on the company's success in bringing the technology to market -- not just its ability to repay a loan.

(2) How about a loan that is convertible to equity?  

A loan that is convertible to equity at the company's discretion would count as an investment under the following circumstances: (1) the loan is provided by a public entity (e.g., a state agency), or (2) the loan is provided by a private entity, and the SBIR company actually converts the loan to equity before the end of phase II.

(3) Can in-kind contributions from an outside investor count as matching funds under the Phase II Plus?  

No. The matching contribution must be in cash. A cash contribution is a stronger signal of the outside investor’s interest in the technology, and can be readily verified.

(4) Can a purchase order from an outside investor count as a matching contribution under the Phase II Plus?  

An advance purchase order for new products resulting from the SBIR project can count as a matching contribution under the Phase II Plus. The purchase order must be for one or more products directly resulting from the SBIR project (including, for example, a duplicate of the prototype that will be delivered to DoD at the end of phase II). The investor must provide its cash payment to the small business during phase II, within the time frame set out in the solicitation (section 4.5). To ensure that the investor's funds are "at risk," the payment cannot be refundable to the investor if the product is not delivered or does not work.

(5) Can the funds raised from an initial public offering (IPO) count as matching funds for purposes of the Phase II Plus?  

Yes, as long as the offering memo indicates that a portion of the funds from the IPO will pay for work (e.g., R&D, marketing, etc.) that is related to the SBIR project.

(6) If large company L pays small company S for work related to S's SBIR project and expects a deliverable (goods or services) from S in return, would that qualify as an "investment"?  

With the exception of an advance purchase order (discussed in (4) above), this arrangement would not qualify as an investment, for the same reason a loan does not qualify. Specifically, in this situation the large company is not betting on the small company's success in bringing the technology to market, but merely on its ability to provide the deliverable.

C. Examples Re: Timing/Logistics of the Phase II Plus Investment  

(1) Can entity E's investment in small company S during the first month of S's phase II SBIR project count as a matching contribution to qualify S for the Phase II Plus?  

Yes, provided that E is an outside investor and that the other Phase II Plus conditions are met. The investment can occur any time after the start of the phase II project.

(2) Small company A, which has won a phase I award, spins off small company B to commercialize the SBIR technology.  A then convinces angel investor I to invest funds in B. Can I's investment in B count as a matching contribution to qualify A for the Phase II Plus?  

For I's investment in B to qualify A for the Phase II Plus, DoD must determine that A and B are substantially the same entity, as evidenced, for example, by their meeting the definition of "affiliates" in 13 C.F.R. Sec. 121.103.  If DoD determines that A and B are substantially the same entity, I's investment in B could qualify A for the Fast Track. Of course, the parties must  also meet the other conditions for the Phase II Plus (e.g., I must be an outside investor).

(3)  Must the activities funded by the investor be included in the statement of work for the small company's phase II contract?  

No.  The investor's funds must pay for activities that further the development and/or commercialization of the company's SBIR technology (e.g., further R&D, manufacturing, marketing, etc.), but these activities need not be included in the phase II contract's statement of work.  In practice, funds from private sector Fast Track investors generally are not included in the phase II contract's statement of work, whereas funds from government Fast Track investors (such as DoD acquisition programs) sometimes are. 

How to Apply for Phase II Plus Funding

A Phase II Plus applications consists of the following:

1.  A completed Phase II Plus Application Form (downloadable in MS Word 95 format)

[Note:  the text in bold italics above should execute a download of the Phase II Plus Application Form]

2.  A letter from the acquisition program or outside investor to the SBIR Phase II company, containing:

a. A commitment to match Phase II Plus SBIR funding, in cash, contingent on the company’s selection for Phase II Plus award, and the execution of a contract modification to the existing Phase II contract.

b. A brief statement of work (one page or less) describing the portion of the Phase II Plus effort that will be funded with non-SBIR funds.  The acquisition program or outside investor funds may pay for advancing the research and development elements of the company’s Phase II project or, alternatively, other activities not included in the Phase II contract statement of work, provided these activities further the development and/or commercialization of the technology (market research, patent applications, etc.).

c. In the case of an acquisition program, a brief statement (one page or less) of how the resulting Phase II and Phase II Plus technology, if successful, will be integrated into that acquisition program’s future activities.  In the case of an outside investor, a brief statement (one page or less) of how the resulting technology or product will be commercialized.

3.  A concise statement of work (4 pages or less) for the Phase II Plus effort (maximum period of one year past the end of the Phase II effort, and not to exceed 3 years of Phase II effort) to be executed with SBIR Phase II Plus funds. 

4. A detailed cost proposal (1 page or less) for the SBIR-funded portion of the Phase II Plus effort, to be completed within one year of the end of the Phase II project.

Where to Apply for Phase II-Plus

All Army Phase II Plus Applications should be sent to the Army laboratory sponsoring the existing Phase II contract, with a complete copy sent to the Army SBIR Program Management Office:

Dr. Kenneth A. Bannister

U.S. Army Research Office – Washington

Room 8N23

5001 Eisenhower Avenue

Alexandria, Virginia 22333-0001

When to Apply for Phase II Plus
The Army SBIR Program will accept Phase II Plus proposals throughout the Phase II period of performance, but prior to three (3) months before the end of the Phase II.  This policy may be amended based on the response to this pilot program.

No new Phase II awards from the 99.2 Solicitation are expected until July, 2000;  however, Phase II projects from earlier solicitations will be considered on a case-by-case basis. 

Review and Selection of Phase II Plus Applications

Phase II Plus applications will be evaluated and approved in writing by a board comprised of the Lab or ARDEC Technical Monitor and Contracting Officer and a designated representative of the PM/PEO if applicable.  The Statement of Work must be agreed to by all parties.   The Army evaluation will consider the following criteria:

1) Technical merit of the proposed expansion of the existing Phase II effort and its potential benefit to the acquisition program or other outside investor.

2) Company’s progress to date on the existing Phase II effort.

3) The increased benefit to the commercial potential of the SBIR technology or product.

The Army SBIR Program Management Office will review all approved PHASE II Plus agreements prior to obligating funds.

Phase II Plus selection decisions will be made within 3 months of the receipt of the applications.  All funding decisions are subject to the successful completion of negotiations, the availability of SBIR funding, and confirmation of the receipt of funding by the SBIR company of the acquisition program or outside investor funds.

“Reference 1”

Title 13, Code of Federal Regulations Sec. 121.103

 a.  What is affiliation?  

  1) Concerns are affiliates of each other when one concern controls or has the power to control the other, or a third party or parties controls or has the power to control both. 

  2) SBA considers factors such as ownership, management, previous relationships with or ties to another concern, and contractual relationships, in determining whether affiliation exists. 

  3) Individuals or firms that have identical or substantially identical business or economic interests, such as family members, persons with common investments, or firms that are economically dependent through contractual or other relationships, may be treated as one party with such interests aggregated. 

  4) SBA counts the receipts or employees of the concern whose size is at issue and those of all its domestic and foreign affiliates, regardless of whether the affiliates are organized for profit, in determining the concern's size. 

b. Exclusion from affiliation coverage.  

  1) Business concerns owned in whole or substantial part by investment companies licensed, or development companies qualifying, under the Small Business Investment Act of 1958, as amended, are not considered affiliates of such investment companies or development companies. 

  2) Business concerns owned and controlled by Indian Tribes, Alaska Regional or Village Corporations organized pursuant to the Alaska Native Claims Settlement Act (43 U.S.C. 1601), Native Hawaiian Organizations, or Community Development Corporations authorized by 42 U.S.C. 9805 are not considered affiliates of such entities, or with other concerns owned by these entities solely because of their common ownership. 

  3) Business concerns which are part of an SBA approved pool of concerns for a joint program of research and development as authorized by the Small Business Act are not affiliates of one another because of the pool. 

  4) Business concerns which lease employees from concerns primarily engaged in leasing employees to other businesses are not affiliated with the leasing company solely on the basis of a leasing agreement. 

  5) For financial, management or technical assistance under the Small Business Investment Company program, an applicant concern is not affiliated with the investors listed in paragraphs (b)(5)(i) through (vi) of this section if the investors do not control the concern except under those circumstances set forth in Sec. 107.865(c) or (d) of this chapter. For purposes of this paragraph (b)(5), ``control'' is determined under Sec. 107.865 of this chapter. 

       i.Venture capital operating companies, as defined in the U.S. Department of Labor regulations found at 29 CFR 2510.3-101(d); 

      ii.Employee benefit or pension plans established and maintained by the Federal government or any state, or their political subdivisions, or any agency or instrumentality thereof, for the benefit of employees; 

      iii.Employee benefit or pension plans within the meaning of the Employee Retirement Income Security Act of 1974, as amended (29 U.S.C. 1001, et seq.); 

      iv.Charitable trusts, foundations, endowments, or similar organizations exempt from Federal income taxation under section 501(c) of the Internal Revenue Code of 1986, as amended (26 U.S.C. 501(c)); 

      v.Investment companies registered under the Investment Company Act of 1940, as amended (1940 Act) (15 U.S.C. 80a-1, et seq.); and 

      vi.Investment companies, as defined under the 1940 Act, which are not registered under the 1940 Act because they are beneficially owned by less than 100 persons, if the company's sales literature or organizational documents indicate that its principal purpose is investment in securities rather than the operation of commercial enterprises. 

  6) A protege firm is not an affiliate of a mentor firm solely because the protege firm receives assistance from the mentor firm under Federal Mentor-Protege programs. 

c. Affiliation based on stock ownership.  

  1) A person is an affiliate of a concern if the person owns or controls, or has the power to control 50 percent or more of its voting stock, or a block of stock which affords control because it is large compared to other outstanding blocks of stock. 

  2) If two or more persons each owns, controls or has the power to control less than 50 percent of the voting stock of a concern, with minority holdings that are equal or approximately equal in size, but the aggregate of these minority holdings is large as compared with any other stock holding, each such person is presumed to be an affiliate of the concern. 

d.Affiliation arising under stock options, convertible debentures, and agreements to merge. Since stock options, convertible debentures, and agreements to merge (including agreements in principle) affect the power to control a concern, SBA treats them as though the rights granted have been exercised (except that an affiliate cannot use them to appear to terminate control over another concern before it actually does so). SBA gives present effect to an agreement to merge or sell stock whether such agreement is unconditional, conditional, or finalized but unexecuted.  Agreements to open or continue negotiations towards the possibility of a merger or a sale of stock at some later date are not considered “agreements in principle'' and, thus, are not given present effect. 

e. Affiliation based on common management. Affiliation arises where one or more officers, directors or general partners controls the board of directors and/or the management of another concern. 

f. Affiliation based on joint venture arrangements.  

  1) Parties to a joint venture are affiliates if any one of them seeks SBA financial assistance for use in connection with the joint venture. 

  2) Concerns bidding on a particular procurement or property sale as joint venturers are affiliated with each other with regard to performance of that contract. 

  3) A contractor and subcontractor are treated as joint venturers if the ostensible subcontractor will perform primary and vital requirements of a contract or if the prime contractor is unusually reliant upon the ostensible subcontractor. All requirements of the contract are considered in reviewing such relationship, including contract management, technical responsibilities, and the percentage of subcontracted work. 

  4) For size purposes, a concern must include in its revenues its proportionate share of joint venture receipts.     

g. Affiliation based on franchise and license agreements. The restraints imposed on a franchisee or licensee by its franchise or license agreement relating to standardized quality, advertising, accounting format and other similar provisions, generally will not be considered in determining whether the franchisor or licensor is affiliated with the franchisee or licensee provided the franchisee or licensee has the right to profit from its efforts and bears the risk of loss commensurate with ownership. Affiliation may arise, however, through other means, such as common ownership, common management or excessive restrictions upon the sale of the franchise interest.

