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Overview

The purpose of this compliance assessment is to document the extent to which Rhode Island’s State
Small Business Credit Initiative {SSBCI) programs comply with federal SSBCI requirements. Treasury
approved Rhode Island’s request to use its $13,168,350 allocation to:

e Provide $2,168,350 in additional funding for the Small Business Loan Fund, a pre-existing loan
participation program operated by the non-profit Small Business Loan Fund Corporation
{SBLFC);

s Make a $9,000,000 investment in the Slater Technology Fund, administered by the non-profit
Slater Fund, Inc., so that the fund may make direct equity investments in eligible small
businesses; and

o Make a 52,000,000 investment in the Betaspring Fund 100, administered by the for-profit
Betaspring 100 Fund, LLC, so that the fund may make direct equity investments in eligible small
businesses.

The federal S5BCI requirements are set forth in the Small Business labs Act of 2010; the SSBCI Policy
Guidelines; the SSBCI National Standards for Compliance and Oversight; the SSBCI Frequently Asked
Questions {FAQs); and Rhode Island’s SSBCI Allocation Agreement, which incorporates Rhode Island’s
application by reference, as well as OMB Circular A-87 (Cost Principles for State, Local, and Tribal
Governments). This report also seeks to provide general recommendations for process improvements
to mitigate specific instances of non-compliance and to prevent such patterns of non-compliance from
occurring in the future,

Lyon Park Associates conducted an on-site compliance assessment of Rhode Island’s SSBCI programs
from Aprit 15, 2013, to April 19, 2013. During the course of this compliance assessment, Lyon Park
Associates reviewed the files for:

e Both SSBCl-supported Small Business Loan Fund loans enrolled as of April 15, 2013;

= Fifteen investments in specific small businesses that were enrolied in the Betaspring Fund 100
using SSBCI funds and that closed on or before December 31, 2012 (out of 25 total);

e Al six venture capital investments that were enrolled in Slater Technology Fund using SSBCI
funds and that closed on or before December 31, 2012; and

* A judgmental sample of three direct administrative expenses charged by the Small Business
Loan Fund Corporation against the SSBCI award through December 31, 2012,

Lyon Park Associates also reviewed the following materials provided by the Small Business Loan Fund
Corporation:
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e Rhode Island’s SSBCI Allocation Agreement;

e Rhode Island’s approved SSBCI Application;

e Arisk assessment questionnaire’ completed by the Small Business Loan Fund Corporation;
s  Arisk assessment questionnaire’ completed by the Betaspring 100 Fund;

s  Arisk assessment questionnaire® completed by the Slater Fund, Inc.;

e Adetailed list of all administrative expenses charged against the $5BCi award;

o The Memorandum of Understanding (MOU) signed by the State of Rhode Island, represented by
the Department of Administration (DOA); the Rhode Island Economic Development Corporation
{RIEDC), a governmental agency charged with spearheading the state’s economic development
efforts; and SBLFC, a subsidiary of RIEDC;

e The Operating Agreement for Startup Investments, LLC, a Rhode Island limited liability company
set up by the Betaspring Fund 100’s managers to deploy SSBCI funds;

e A Reporting Agreement executed between SBLFC and Startup Investments, LLC;

o The Subscription Agreement requiring SBLFC to make an immediate $1.4 million dollar
investment in Startup Investments, LLC, with a subsequent investment of $600,000 to be paid in
November 2012; and

e The Grant Agreement between SBLFC and the Slater Technology Fund, Inc.

Lyon Park Assoclates found that Betaspring Fund 100 may have repeatedly committed serious violations
of U.S. Treasury regulations. More isolated compliance issues were identified in the Slater Technology
Fund program. Lyon Park Associates’ findings for each program are described in detail below.

! The risk assessment questionnaire is a written survey especially created by Lyon Park Associates to identify
potential compliance risks and shape the development of the audit procedures and the audit sample. Because the
contract was not signed until two business days before Lyon Park Associates arrived for the on-site audit, Lyon Park
Associates administered the questionnaire as an oral survey during the on-site assessment.

? Administered as an oral survey during the on-site assessment,

® Administered as an oral survey during the on-site assessment,

Page 3



Rhode Island Small Business Loan Fund

Methodology

Lyon Park Associates reviewed all two loans enrolled in the Rhode Island Small Business Loan Fund as of
April 15, 2013.

In conducting this compliance assessment, Lyon Park Associates evaluated each of these loans {see
Appendix A} to determine compliance with:

e The statutory requirement that the enrolled Other Credit Support Program {OCSP) loan not
exceed 520 million;

e The statutory requirement that lenders have “a significant amount of capital at risk,” as further
elaborated in the SSBCI Policy Guidelines, which define a “significant amount” as 20 percent of
the enrolled loan or investment;

e The statutory prohibition against the use of funds o make a loan to a “borrower thatis a

refinancing of a loan previously made to that borrower by the financial institution lender or an
affiliate of the financial institution fender,” as further clarified in the SSBCI Policy Guidelines and
the Frequently Asked Questions {(FAQs) pertaining to refinancing;

» The use of proceeds prohibitions contained with the SSBCI Policy Guidelines, and reproduced in
the borrower use of proceeds certification, that, among other things, prohibit the use of funds
to purchase all or part of an ownership interest in a business and prohibit the use of funds for
passive real estate investment, as further clarified by the Frequently Asked Questions (FAQs)
pertaining to passive real estate investment; and

e The requirement {o obtain (a) the borrower use of proceeds certification, (b} a lender use of
proceeds certification signed by the lender making the private companion foan needed to

comply with the 20 percent private capital at risk requirement *, (¢} a lender use of proceeds
certification signed by SBLFC, (d} the borrower certification that none of its principals has been
convicted of a sex offense against a minor, {e) a lender certification that none of its principals

* The SSBCI National Standards for Compliance and Oversight clarify that “when a Participating State makes a
direct loan or a companion loan under the approved direct loan or loan participation program, three use of
proceeds forms must be executed: one by the borrower, one by the Participating State [in this case, SBLFC], and
one by the lender making the companion loan.” However, in a July 10, 2013, email to SBLFC, Treasury $SBCI
compliance officer Rick Oettinger offered a new Interpretation of this requirement, stating that “the principal’s
[i.e. borrower’s] private investment can count towards the 20% private capital at-risk. Only one set of
certification/assurance needs 1o be obtained.”
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has been convicted of a sex offense against a minor,” signed by the lender making the private
companion loan needed to comply with the 20 percent private capital at risk requirement , and
{f) a lender certification signed by SBLFC, stating that none of its principals has been convicted of
a sex offense against a minor. Although there were no findings pertaining to this program, Lyon
Park Associates recommends that SBLFC develop an SSBCI compliance checklist, to include all
borrower and iender certifications and evidence of private capital at risk. This checklist should
specifically inguire whether the loan is to a real estate holding company (in which case, the
checklist should require staff to indicate whether each and every requirement related to the
FAQ on passive real estate investment is met) or for the purpose of paying off a prior debt {in
which case, the checklist should require staff to indicate whether each and every requirement
related to the FAQ on refinancing is met).

Betaspring Fund 100

Background

In Annex 1 of Rhode tsland’s SSBCI Allocation Agreement, Treasury and Rhode island agreed that the
state would use $2,000,000 of its allocated funds to invest in the Betaspring Fund 100, administered by
the for-profit Betaspring 100 Fund, LLC, so that the fund may make direct equity investments in eligible
small businesses. Annex 1 identified Rhode Island’s Department of Administration (DOA) as the state
agency responsible for the implementation of Rhode Island’s Approved State Programs and, as a result,
required DOA to apply the provisions included in Articles IV and VI of the SSBCI Allocation Agreement to
SBLFC, Slater Fund, Inc., and the Betaspring Fund 100. Articles IV and VI of the 55BCI Allocation
Agreement either contain, or include by reference, all SSBCI compliance requirements.

On September 6, 2011, a Memorandum of Understanding (MOU) was signed by the State of Rhode
Island, represented by DOA; the Rhade Istand Ecanomic Development Corporation (RIEDC), a
governmental agency charged with spearheading the state’s economic development efforts; and SBLFC,
a subsidiary of RIEDC. In this MOU, DOA agreed to transfer all of the state’s allocated funds to SBLFC,
and SBLFC agreed to accept “full responsibility and accountability for all the requirements, duties,
responsibilities and terms set forth in this Agreement, the Allocation Agreement, and the Act.”

® The SSBCI National Standards for Compliance and Oversight clarify that “the design of most direct [oan programs,
as well as loan participation programs based on companion loans rather than purchased participations, is such that
lenders making companion loans must also provide the required sex offender certifications. If a Participating State
believes that this requirement may not apply to its direct loan or loan participation program due to specific
program-design considerations, the Participating State should contact Treasury for further consultation.” In
practice, whenever Treasury has been consulted, Treasury always finds that the private lender must sign the sex
offender certification unless there is no subordination of collateral or priority of payment.

Page b



Although this MOU did not strictly comply with Treasury’s requirement to apply the provisions of
Articles IV and V! to SBLFC, it did bind SBLFC to the requirements contained therein. However, the
language in Annex 1 of the 5SBCI Allocation Agreement suggests that Treasury intended for DOA—not
SBLFC—to directly oversee the activities of the Betaspring Fund 100 and the Slater Technology Fund.

On November 29, 2011, SBLFC and Betaspring Fund 100 executed an Operating Agreement for Startup
investments, LLC, a Rhode Island limited liability company set up by the Betaspring Fund 100’s managers
to deploy SSBCI funds. As shown in Schedule 1 of the Operating Agreement, SBLFC received 50,000
shares in Startup Investments, LLC, in return for a $2 million contribution of SSBCI funds, while
Betaspring Managers 100, LLC (an entity whose sole purpose is to employ the managers of the
Betaspring Fund 100) received 50,000 shares in the company in exchange for $10,000 and an in-kind
donation of “services.” A subsequent subscription agreement, dated December 23, 2012, required
SBLFC to immediately provide $1.4 million, with the remaining $600,000 to be paid in November 2012.

In December 2011°, SBLFC executed a Reporting Agreement with Startup Investments, LLC. Under the
heading “Applicable Laws and Agreements,” this agreement included a statement that: “Startup
warrants and represents that its activities under this Agreement and all activities conducted by it and
the Fund under the Beta program shall to its knowledge and applying commercially reasonable efforts
comply with in all material respects with the Allocation Agreement, the MOU, and all applicable Federal,
state, and local government ordinances, laws and requirements including, but not limited to, the Act.”
The Rhode Island SSBCI Allocation Agreement was attached to the agreement as Exhibit A.

Section 8.2 of Rhode island’s SSBCI Allocation Agreement specifies that the “Application, including any
attachments, exhibits, appendices and supplements thereto {emphasis added]}, any attachments,
schedules, annexes, appendices and supplements to the Allocation Agreement, and said Allocation
notice letter are incorporated in and made a part of this Agreement.” Therefore, a key part of this
compliance assessment was to determine whether the state and its subcontractors operated the
Approved State Programs in accordance with Rhode Island’s approved SSBCI application. In the portion
of the approved application that described the Betaspring Fund 100, Rhode Island stated that “all SSBCI
funds invested by Betaspring will be used for equity investment. All funds will represent a cash
investment in the portfolio companies and wili be shown as paid-in capital to the companies’ balance
sheets.” The application also states that the fund will “make direct SSBCI investments in portfolio
companies of about $20,000 cash fo fund company growth; {make] total investments averaging $42,500
in 55BCl and private seed capital in each company; [and] obtaining [sic] and utilizing [sic] an additional
58,000 to 533,000 each in sponsorship services....” While the application makes it clear that investees
will be graduates of Betaspring’s affiliated accelerator, the application does not suggest that any funds
will be used to fund the Betaspring Fund 100’s operating expenses. The application does indicate that a

® The exact date of the agreement is not known. The signed agreement provided to Lyon Park Associates did not
have the date filled in. The first line of the agreement reads: “This Reporting Agreement (this “Agreement”} is
entered into as of this __ day of December 2011...."
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portion of the $42,500 in seed capital “will be used to help pay for services including mentorship, legal
counsel, incorporation filing, and other legal work necessary to complete the business model,” but it
does not specify which entities will provide these services to the investees,

Methodology

Lyon Park Associates reviewed 15 of the 25 venture capital investments made by Startup Investments
using SSBCI funds through December 31, 2012. In conducting this compliance assessment, Lyon Park
Associates evaluated each of these investments {see Appendix B for a detailed list of all 15 investments,
including any exceptions noted) to determine compliance with:

The statutory requirement that the enrolled Other Credit Support Program loan (investment)
not exceed $20 million;

The statutory requirement that lenders (investors) have “a significant amount of capital at risk,”
as further elaborated in the SSBCI Policy Guidelines, which defines a “significant amount” as 20
percent of the enrolled loan or Investment;

The statutory requirement that that the Approved State Program “can demonstrate that, at a
minimum, 51 of public investment by the State program will cause and result in $1 of new
private credit”;

The statutory prohibition against the use of funds to make a loan to a “borrower thatis a
refinancing of a loan previously made to that borrower by the financial institution lender or an
affiliate of the financial institution lender,” as further clarified in the SSBCI Policy Guidelines and
the Frequently Asked Questions (FAQs) pertaining to refinancing;

The use of proceeds prohibitions contained with the SSBC! Policy Guidelines, and reproduced In
the borrower use of proceeds certification, that, among other things, prohibit the use of funds
to purchase all or part of an ownership interest in the business and prohibit the use of funds for
passive real estate investment, as further clarified by the Frequently Asked Ciuestions {FAQs)
pertaining to passive real estate investment;

The program design parameters set forth in Rhode Island’s approved SSBCI application, which
are incorporated by reference into Rhode istand’s 5SBCI Allocation Agreement;

The requirement to report and document subsequent private financing, in accordance with
Annex 7 of the Rhode Island S5BCI Allocation Agreement; and

The requirement to obtain (a) the borrower use of proceeds certification, {b) the lender
{investor) use of proceeds certification, (c) the borrower certification that none of its principals
has been convicted of a sex offense against a minor, and (d) the lender (investor) certification
that none of its principals has been convicted of a sex offense against a minor.
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Findings

Startup Investments/Betaspring Fund 100 is not implementing the program in
accordance with Rhode Island’s approved SSBCI application

As stated above, Section 8.2 of Rhode Island’s SSBCI Allocation Agreement specifies that the
“Application, including any attachments, exhibits, appendices and supplements thereto [emphasis
added], any attachments, schedules, annexes, appendices and supplements to the Allocation
Agreement, and said Allocation notice letter are incorporated in and made a part of this Agreement.”
Therefore, a key part of this compliance assessment was to determine whether the state and its
subcontractors operated the Approved State Programs in accordance with Rhode Island’s approved
SS8B8CI application,

In the portion of the approved application that described the Betaspring Fund 100, Rhode Island stated
that “alt SSBCI funds invested by Betaspring will be used for equity investment. All funds will represent a
cash investment in the portfolio companies and will be shown as paid-in capital to the companies’
balance sheets.” The application also states that the fund will “make direct SSBCI investments in
portfalio companies of about $20,000 cash to fund company growth; [make] total investments
averaging $42,500 in SSBCI and private seed capital in each company; {and] obtaining [sic] and utilizing
[sic] an additional $8,000 to $33,000 each in sponsarship services....”

However, Lyon Park Associates found that, in practice, only $394,395.50 of the $1,352,508.07 in SSBCI
funds “invested” in the first and second rounds—or 29 percent—were dishursed to portfolio companies
in cash. This finding is based on a review of Startup Investments’ cash transactions log, and a
comparison of individual transactions listed in this log to individual subscription agreements. In every
case, the stock purchase price listed in the subscription agreement matched the cash investment listed
in the transaction log, so Lyon Park Assaciates believes that Startup Investments’ transaction log
provides an accurate record of the entity’s use of SSBCI funds. The cash transaction log shows that
Startup Investments used $258,000 in SSBCI funds to purchase stock in the first round of $5BCI-
supported investments. (See Appendix C for a list of first round investments; investments included in
Lyon Park Assaciates’ audit sample are shown in light green. Note that Startup Investments had no
private funds available when these investments were made, as discussed in further detail in the next
finding.} The accounting for the second round of SSBCl-supported investments is much more
complicated, since cash investments for the second funding round were made out of an account that co-
mingled SSBCI and private venture capital funds. in order to determine the true amount of SSBCI funds
“used” to make cash investments in the second round, Lyon Park Associates first summed all of Startup
Investments’ cash investments in the second round {$208,000) and then multiplied this amount by the
share of second round funds attributable to S5BCI (65.57%). {See Appendix D for a list of second round
investments; investments included in Lyon Park Associates’” audit sample are shown in light green.}
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The remaining 71 percent of the funds were used to pay the Betaspring Accelerator’s operating
expenses. According to Startup investments' management, the entity determined the total amount of
SSBCI funds “invested” by adding the amount of SSBCI funds disbursed to the investee as cash—which
was generally a very small amount in the $10,000 o $20,000 range—to an estimate of the cost of
providing ancillary mentorship services to these investees; Startup Investments calculated this estimate
by aggregating all of the Betaspring Accelerator’s operating costs for the most recent six-month period
and dividing by the number of companies funded.

This appears to be problematic for several reasons. First, as stated above, this practice does not appear
to be in keeping with the program description provided in Rhode Island’s approved SSBCI application.
The program description in the application indicates that each company will receive $20,000 in cash
from SSBCI funds, plus an additional $22,500Q in private seed capital, plus additional in-kind services. This
statement appears to imply that these in-kind services will be paid for with non-SSBCI funds. While the
application did elsewhere indicate, somewhat contradictorily, that a portion of the $42,500 “will be used
to help pay for services including mentorship, legal counsel, incorporation filing, and other legal work
necessary to complete the business model,” there was no indication to Treasury that these services
would be provided by Betaspring staff, or that the funds to pay for these services would never actually
pass through the investee. Second, this program design is clearly contrary to Congressional intent.
Section 3002, part 12, of the Small Business Jobs Act of 2010, which created the State Small Business
Credit Initiative, stipulated that, in order to be eligible for federal funding, an Other Credit Support
Program had to “promote private access to credit.” Furthermore, the Act limited administrative
expenses to five percent of the first one-third of each state’s allocation, and three percent of
subsequent disbursements. Congress never intended for the program to fund business incubators or
any other type of program with significant personnel expenses, Third, the Operating Agreement
between SBLFC and Betaspring Fund 100 stated that the managers of Startup Investments would receive
fifty percent of the initial shares of the company in exchange for $10,000 and a donation of in-kind
services. Therefore, the mangers of Startup Investments are already adequately remunerated; they will
have the opportunity to recoup the costs the accelerator is currently incurring at the time companies
successfully exit.

In response to this finding, Startup Investments noted that the payment on behalf of portfolio
companies for accelerator services is typically treated as “paid-in capital” on these companies’ balance
sheets, and therefore should be treated as a cash infusion.” In addition, Startup investments noted that
Startup Investments in a separate legal entity from Betaspring Fund 100--which is the actual entity
providing the mentorship, legal, and other services. However, Lyon Park Associates believes it is
important to note that Startup Investments has no employees, and therefore could not provide such

! Startup Investments did not have in its possession any portfolio company’s balance sheet to demonstrate this,
but its managers indicated this was typical industry practice.
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services. Furthermore, the managers of Startup Investments are the same individuals as the managers
of Betaspring Fund 100.

Startup Investments/Betaspring Fund 100 may not be in compliance with
Treasury’s requirements regarding 20 percent private capital at risk and 1:1
private leverage

Treasury requires that each and every loan or investment made with $58CI funds have at least 20
percent private capital at risk, and Treasury requires that each Approved State Program (i.e. the
Betaspring 100 Fund program as a whole) “can demonstrate that, at a minimum, $1 of public investment
by the State program will cause and resultin $1 of new private credit.”

Venture capital programs demonstrate compliance with these requirements in one of two ways. They
either a) require one or more private co-investors in each and every transaction, such that the private
share of each transaction is at least 20 percent and such that at least 50 percent of capital in the overall
portfolio is private at all times or b) require at least 50 percent of capital in a funding round to be
private, so that each and every investment made with these pooled funds will automatically comply with
the 20 percent private capital at risk and 1:1 private leverage requirements.

The Betaspring portion of Rhode Island’s approved SSBCi application acknowledged Treasury’s
requirements regarding private capital at risk and 1:1 private program leverage and indicated that
Betaspring would fully comply with these requirements. The application did not, however, clarify how
Betaspring would demonstrate compliance with these requirements,

Since receiving S5BCI funds, Startup Investments has made two rounds of venture capital investments
using 55BCI funds. The first set of venture capital investments was made in February and March 2012,
shortly after the company received $1.4 million in SSBCI funds from SBLFC. {See Appendix B for a list of
the invesitments included in the audit sample.} A review of these files indicated that none of these
investments were made alongside private co-investors, and the staff of Startup Investments confirmed
that the company’s policy was not to solicit private co-investors for individual transactions, but rather to
pool SSBCl and private non-$SBCl into an account that could be used to make eligible investments.

Lyon Park Associates then reviewed Startup investments cash transaction log to determine whether
there were adequate private capital contributions to the first funding round to ensure that each
transaction was fully compliant with the 20 percent private capital at risk requirements, and to ensure
the portfolio as a whole was compliant with the 1:1 private leverage requirement. (See Appendix C fora
list of alt first round investments.) The cash transaction fog showed, however, that at the time each and
every one of the SSBCI-funded transactions was made, there were no private funds in the account.
Startup Investments’ staff indicated that there had been private capital invested in the first funding
round prior to the receipt of SSBCI funds, but that all of these private funds had already been spent by
the time SSBCI arrived; investments made prior to the receipt of $5BCI funds were funded entirely with
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private capital, and investments made after the receipt of SSBCI funds were funded entirely with S5BCI
funds.

Startup investments made a second round of investments in August and September 2012. (See
Appendix D for a list of all second round investments.) The amount of cash invested in this round
totaled $208,000, according to Startup Investments’ cash transaction log, and Lyon Park Associates
verified the accuracy of this figure by comparing selected individual subscription agreements with the
cash transaction log. Startup Investments’ management indicated that, in this second round of
investments, it satisfied the private capital at risk requirement by pooling private limited partners’ funds
with SSBCI funds, and then making qualified investments out of these pooled funds. Based on Startup
Investments’” own accounting for SSBCI funds, as documented in the cash transaction log, 65.57 percent
of this amount, or $136,395, is attributable to SSBCI funds.

However, verifying the relative proportions of S5BCI and private funds in each deal turned out to be
quite complicated. Unlike most venture capital programs, Startup Investments began making second
round investments before all private capital calls had been received, so the level of private funds in the
co-mingled account fluctuated each day depending on the timing of individual investment closings, as
well as the timing of the receipt of individual capital calls. Lyon Park therefore used Startup
Investments’ cash transactions {og, along with the August and September 2012 statements from the
bank account holding the entity's co-mingled $SBCI and private funds, to reconstruct the daily
availability of private funds (see Appendix E). Although Startup Investments did their accounting in such
a way as to “fund” a large share of their operating expenses out of SSBCI funds, Lyon Park Associates
considered each expenditure to represent a reduction in private fund availability, since Lyon Park
Associates believes these expenses should have been paid for out of private funds.

Lyon Park Associates then used this reconstructed daily private funds balance to determine whether
Startup Investments had sufficient private funds available to make each of these second round

investrments, at the time the investments were made, assuming that each investment was funded, in

equal proportion, by SSBCI and non-SSBCI private funds. (Although Startup Investments’ cash
transaction log indicates that the entity attributed, on average, 65.57 percent of the funds invested to

SSBCI funds, using SSBCI funds in this proportion would violate SSBCI's requirement that the portfolio as
a whole maintain 1:1 private leverage at all times.) Based on this analysis {(see Appendix E}, Lyon Park
Associates concluded that Startup Investments had sufficient private capital available to fund ten of the
13 558Cl-supported second round investments. At the time the remaining investments were made,
insufficient private funds remained in the account.

Startup Investments contends that, regardless of the amount of private funds in their account at any
given time, all of the investmenits enrolled in the SSBCi-supported program did indeed have 20 percent
capital “at risk,” since private investors in the funding round share proportionally in the loss or gain of
the portfolio as a whole. Itis unclear whether such an interpretation comports with Treasury’s current
guidance, which appears to have been drafted with the working assumption that a funding round would
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out of a fixed pool of funds, such that each and every investment would have the same proportion of
private and SSBCI funds.

Startup Investments/Betaspring Fund 100 did not complete the required
investor use of proceeds certification at the time the investments were made

Of the 15 transaction files reviewed during the on-site compliance assessment, none contained the
required investor use of proceeds certification. In lieu of the investor use of proceeds certification,
Betaspring had signed the investee use of proceeds certification. The language for the investor use of
proceeds form and the investee use of proceeds form is compietely different. However, upon receipt of
Lyon Park Associates’ draft compliance assessment, which noted this issue, Startup Investments/
Betaspring 100 subsequently executed the required investor use of proceeds certification.

All other required certifications were on file at the time of the on-site compliance assessment,

Startup Investments/Betaspring Fund 100 failed to provide adequate
documentation of subsequent private financing

Rhode Island’s 2012 SSBCI Annual Report indicated that several of Betaspring’s SSBCl-supported
investments had attracted subsequent private financing. However, there was no documentation in the
files to support this claim. Startup Investments staff provided a copy of Betaspring’s reporting to
investors as evidence; however, this report did not include any details regarding the source of this
subsequent private financing. Startup Investments staff also indicated that their only means of tracking
subsequent private financing is to ask investees to self-report; however, they do not require investees to
provide any sort of documentation to substantiate self-reported subsequent private financing.

In response to this finding, Startup Investments indicated that it will coltect this documentation by the
end of 2013,

Startup Investments/Betaspring Fund 100 invested in companies that were not
located in the State of Rhode Island

Of the 15 investments reviewed by Lyon Park Associates, only 12 of the companies receiving funds were
located in the State of Rhode Island at the time the investment decision was made. Autobike was
located in Michigan, and Startup Investment’s records even indicated that this company subsequently
received SSBCI funding from the State of Michigan. Kay McGowan, Inc., was located in New York City,
and Gbooking—which was not reported on Rhode Island’s $5BCI Annual Report but was, in fact, funded
with SSBCI monies—is located in Israel.

In response to this finding, Startup Investments/Betaspring Fund 100 noted that all of these companies
were required to be in Rhode Island during the 12-week accelerator “boot camp.” Additionally, Startup
Investments/Betaspring Fund 100 stated that Gbooking initially intended to remain in the United States,
but subsequently realized that its market was abroad, and Kay McGowan Inc. remained in Rhode Island
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following the conclusion of “boot camp.” Lyon Park Associates was able to verify that Kay McGowan Inc.
is currently headquartered in Rhode Island.

Recommendations

In light of these findings, Lyon Park Associates recommends that SBLFC

L]

Immediately contact Treasury to determine a) whether the program can apportion Betaspring
Fund 100’s operating expenses among portfolio companies, and count each portfolio company’s
share of these operating expenses as part of the SSBCI “investment” in the company, and b)
whether investments made at the time alf private funds had already been expended can be
considered compliant with Treasury’s private capital at risk requirement if private investors bear
more than 20 percent of the risk of lossin the portfolio as awhole. SBLFCshould dlearly state
that the first round investments were made after the date of Rhode Island’s SSBCI Allocation
Agreement but before the date funds were transferred from SBLFC{o Rtartup Investments; in
the case of the second round of investments, the funding round remained open while
investments were being closed, such that the relative proportion of SSBQ and private funds in
the round fluctuated on a nearly daily basis. Followingthe receipt of Treasury’s opinion on
these two issues, SBLFCshould provide U.S Treasury with alist of indligible investments that
must be un-enrolled from the Approved Rate Program.

Require Sartup Investments to obtain sufficient documentation for any subsequent private
financing associated with any of the investmentsthat remain enrolled.

Request that the State of Rhode Isiand determine whether it is appropriate to terminate the
Betaspring Fund 100 Program. If the state does not wish to terminate the program, Lyon Park
Associates recommends that (a) Startup Investments be required to maintain a segregated
account for SSBCA funds, and to only withdraw funds from this account to fund the federal share
of eligible cash investments in Rhode Island-based companies, and (b) SBLFCvet each and every
Betaspring Fund 100 investment prior to dosing to ensure compliance with all 3B eligibility
requirements.
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Slater Technology Fund

Background

In Annex 1 of Rhode Island’s SSBCI Aflocation Agreement, Treasury and Rhode Island agreed that the
state would use $9,000,000 of its allocated funds to invest in the Sater Technology Fund, which is
administered by the non-profit Sater Fund Inc., so that the fund may make direct equity investmentsin
eligible small businesses. Annex 1 identified Rhode Island’s Department of Administration (DOA) as the
state agency responsible for the implementation of Rhode Island’s Approved State Programs and, as a
result, required DOA to apply the provisions included in Artides IV and VI of the SSBQ Allocation
Agreement to SBLFC, Sater Fund, Inc., and the Betaspring Rund 100. Artides IV and VI of the SBQ
Allocation Agreement either contain, or indude by reference, all SSBA compliance requirements.

On September 6, 2011, aMemorandum of Understanding (MOU) was signed by the Sate of Fhode
Island, represented by DOA; the Fhode Island Economic Development Corporation (REDC), a
governmental agency charged with spearheading the state’s economic development efforts; and SBLFC,
a subsidiary of REEDC. in this MOU, DOA agreed to transfer all of the state’s aliocated funds to SBLFE,
and SBLFC agreed to accept “full responsibility and accountability for all the requirements, duties,
responsibilities and terms set forth in this Agreement, the Allocation Agreement, and the Act.”
Although this MOU did not strictly comply with Treasury’s requirement to apply the provisions of
Artides IV and VI to SBLRG it did bind SBLFCto the requirements contained therein. However, the
language in Annex 1 of the SSBA Allocation Agreement suggeststhat Treasury intended for DOA—not
SBIFG—to directly oversee the activities of the Betaspring Fund 100 and the Sater Technology Fund.

On January 26, 2012, SBLFCand the Sater Technology Fund, Inc. executed a Grant Agreement, which
specified that SBLFCwould immediately transfer $1,500,000 to the Sater Technology Fund (“Stater”),
with subsequent disbursements of $3,143,466 and $4,356,533.40 to be made upon the remittance of
the state’s second and third tranche, respectively, to SBLFC. Under the Grant Agreement, Slater
acknowledged that “the Grants may only be used for investment purposes and may not be used for
administrative expenses, management fees or other non-investment expenses.” Under the heading
“Applicable Laws and Agreements,” this agreement included a statement that: “Slater warrants and
represents that its activities under this Agreement and all activities conducted by it under the Sater
program shalli to its knowledge and applying commerdally reasonable efforts comply with in all material
respects with the Allocation Agreement, the MOU, and all applicable Federal, state, and local
government ordinances, laws and requirements induding, but not limited to, the Act.” The Rhode Island
S84 Allocation Agreement was attached to the agreement as Exhibit A.
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Methodology

Lyon Park Associates reviewed all six venture capital investments made by the Sater Technology Fund
using S5BQ) funds through December 31, 2012. In conducting this compliance assessment, Lyon Park
Associates evaluated each of these investments (see Appendix Gfor a detailed list of all six investments,
induding any exceptions noted) to determine compliance with:

The statutory requirement that the enrolled Other Credit Qupport Program loan (investment)
not exceed $20 million;

The statutory requirement that lenders {investors) have “a significant amount of capital at risk,”
asfurther elaborated in the S8BQ Policy Guidelines, which defines a “significant amount” as 20
percent of the enrolled loan or investment:

The statutory requirement that that the Approved State Program “can demonstrate that, at a
minimum, $1 of publicinvestment by the State program will cause and result in $1 of new
private credit”;

The statutory prohibition against the use of funds to make a loan to a “borrower that is a
refinancing of aloan previously made to that borrower by the financial institution lender or an
affiliate of the financial institution lender,” as further clarified in the SBJ Policy Guidelines and
the Frequently Asked Questions (FAQs) pertaining to refinancing;

The use of proceeds prohibitions contained with the SSBU Foficy Guidelines, and reproduced in
the borrower use of proceeds certification, that, among other things, prohibit the use of funds
to purchase all or part of an ownership interest in the business and prohibit the use of fundsfor
passive real estate investment, as further darified by the Frequently Asked Questions (FAQs)
pertaining to passive real estate investment;

The program design parameters set forth in Rhode Island’s appraved SSBCI application, which
are incorporated by reference into the Rhode Idland S3BA Allocation Agreement;

The requirement to report and document subsequent private financing, in accordance with
Annex 7 of the Rhode Island SSB( Allocation Agreement; and

The requirement to obtain (2) the borrower use of proceeds certification, (b) the lender
{investor) use of proceeds certification, (c) the borrower certification that none of its principals
has been convicted of a sex offense against a minor, and (d) the lender (investaor) certification
that none of its principals has been convicted of a sex offense against aminor.
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Fndin

One-half of Slater’s investments did not comply with Treasury’s requirements
regarding private capital at risk at the time they were made

Treasury requires that each and every loan or investment made with S8BA funds have at least 20
percent private capital at risk, and Treasury requires that each Approved Sate Program (i.e. the Sater
program as a whaole} “can demonstrate that, at a minimum, $1 of public investment by the State
program will cause and result in $1 of new private credit.”

Venture capital programs demonstrate compliance with these requirements in one of two ways. They
either a) require one or more private co-investors in each and every transaction, such that the private
share of each transaction is at least 20 percent and such that the private share of the portfolio is at least
50 percent at all times or b) require at least 50 percent of capital in afunding round to be private, so
that each and every investment made with these pooled funds would automatically comply with the 20
percent private capital at risk and 1:1 private leverage requirements.

The Sater portion of Rhode Istand's approved SSBCI application acknowledged Treasury’s requirements
regarding private capital at risk and 1:1 private program leverage. The application did not, however,
clarify whether Sater would demonstrate compliance by requiring one or more private co-investors with
each transaction, or by pooling S0 and non-S3BJ private funds and then making investments using
these pooled funds.

During Lyon Park Associates’ on-site review of Slater’s investment files, Lyon Park Associates determined
that three of the six investments demonstrated compliance with the private capital at risk requirement.
For these three investments (Mnemosyne Pharmaceuticals, Inc., MoFuse, and Hluminoss Medical, Inc.),
Slater’s investment was structured as a stock purchasé as part of a larger funding round, with private co-
investors contributing well in excess of 20 percent capital at risk.

Afourth investment, to Vcharge, was structured as a convertible note alongside equity investments by
private co-investors, but Lyon Park Associates believes that the Treasury Office of Inspector General may
not consider the transaction compliant with the private capital at risk requirements. Sater provided
Lyon Park Associates with the following documentation:

e ADecember 17, 2010, stock purchase agreement with an attached exhibit indicating that Sater
had made a $250,000 investment in Vcharge (using non-SSBC funds) as part of a $1,932,000
Series Afunding round,;

o Adune 30, 2012, convertible note from Sater for $250,000 (using 8BA funds) that would later
allow Sater to convert the loan to Series A stock;

s Anundated revised exhibit, which was not attached to any revised stock purchase agreement,
showing Sater investment of $250,000 and total investment of $2,452,000; and
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s An “ownership ledger” showing all Series A investorsin Vcharge, as of February 12, 2013, along
with the amounts and dates of their investments.

Although the documentation provided did indicate that the vast majority of the Series A funding was
from private sources, only $10,000 of the private financing was invested after Sater issued the $250,000
convertible note using SBA funds on June 30, 2012. The remaining private financing was provided well
in advance of this convertible note; $10,000 was invested on June 1, 2012, with all other financing
occurring in February 2012 or earlier. Thisis admittedly an area with considerable ambiguity; Lyon Park
Associates believes that Treasury program staff have not issued any specific guidance regarding the
timing of co-investments, and that the Treasury Office of Inspector General has not yet conducted an
audit of a venture capital program with funding rounds that remain open for so long. However, Lyon
Park Associates believes that the Treasury Cifice of Inspector General may not consider the Series A
investment as a single “transaction” for the purpose of determining whether the individual transaction
had 20 percent capital at risk. Treasury does not allow lending programs to count loans that dosed
more than a few days before the SSBO-supported foan towards private capital at risk. In addition, the
1:1 private leverage requirement is based on arequirement in the Act that the Approved State Program
“can demonstrate that, at a minimum, $1 of public investment by the State program will cause and
result [emphasis added] in $1 of new private credit.” For private capital to count towards the 1:1
private leverage requirement, therefore, one must be able to firmly establish a nexus between the
publicinvestment and the private investment; it is difficult to demonstrate such a nexusiif the private
investment oceurred first and therefore did not serve as an kind of inducement for private investors to
participate. it isless clear whether private capital used to demonstrate compliance with the 20 percent
capital at risk requirement must also demonstrate that it was caused by, or resulted from, the public
investment,

In response to thisfinding, Sater indicated that, while its S8B0-supported investment did not occur
until June, it had made the funding commitment much earlier. To support this daim, Sater provided a
copy of its Investment Committee’s April 9, 2012, meeting minutes approving the investment. However,
as noted above, this approval cccurred after &l but $20,000 in private funds had been committed.

Afifth investment, to Lucidux, did not have any private co-investors. This investment was made solely
with S3BC funds in direct contravention of SSBU requirements. During the on-site assessment and in
subsequent conversations, Sater management indicated that Sater intended to transfer funds from its
“recovery account”--which holds the income Sater has made from successful exits—to its SSBCG funds
acocount in an amount equal to at least 20 percent of thisinvestment. Inthis manner, Sater believed it
would be retroactively compliant with the 20 parcent capital at risk requirement. It is not clear,
however, whether Treasury will consider recovery account funds to be “private,” since they are from
income earned as aresult of state-funded operations, or whether Treasury will consider this investment
eligible if it was non-compliant at the time the transaction was made.

Lyon Park Associates reviewed the monthly statements of Slater’s recovery funds account and
determined that, at the fime the Lucidux investment was made, there were suffidient fundsinthe
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recovery account to fund 20 percent of more of this transaction. Furthermore, on July 12, 2013,
following the receipt of Lyon Park Associates’ draft compliance assessment, Slater transferred $50,000
(or 20 percent of its $250,000 investment in Lucidux) from its recovery account to its SBQ funds
account in arder to retroactively comply with the private capital at risk requirement. Therefore, Lyon
Park Associates believes Sater can make a relatively good case that it made an accounting mistake,
which was subsequently rectified through atransfer of fundsfrom the recovery account to the SB(O
funds account.

The sixth and last investment that Lyon Park Associates reviewed, to VoltServer, did not have any
private investors. This transaction was funded solely by Sater, in two tranches pursuant to two
separate promissory notes, such that theinitial June 22, 2012, payment of $100,000 was made solely
with 8380 funds, and the subsequent October 31, 2012, payment of $150,000 was paid out of Sater’'s
operating account. While 80 percent of the combined $250,000 investment was made with Qater’s
non-S8BQ funds, the source of the operating account funds is undear, and therefore these funds may
not be “private.” In addition, Lyon Park Associates believes that Treasury may interpret this investment
to be comprised of two separate transactions; if this isthe case, the first transaction did not have 20
percent private capital at risk at the time the investment was made.

On duly 12, 2013, Sater transferred $70,000 from its SSBA account and $80,000 from its recovery
account to its operating account, in order to “reimburse” its operating account for the second payment
to VoltServer. While it appears that Sater did so in order to ensure that “private” recovery account
funds were retroactively part of this transaction, thistransfer did not address the inadequate private
capital at risk in the first disbursement to VoltServer. It is also uncdlear whether Treasury guidelines
permit program managers to increase the amount of S3BC support for a transaction after a transaction
isenrolled, this transfer, in effect, increased the amount of S3BA support for the combined $250,000
transaction from $100,000 to $170,000.

Sater improperly used SSBQ funds to make two investments that were not
enrolled in the SSBA program

In the course of reviewing Sater’s recondiliation of its operating, recovery, and S38Q accounts, and the
transfers that occurred as a result of Lyon Park Associates’ preliminary findings, Lyon Park Associates
discovered that Sater made two investments using S8 funds that were not included in Rhode Idand’s
2012 830 Annual Report. These investments did not appear on the investment list provided to Lyon
Park Associates prior to the on-site compliance assessment, and do not appear to have ever been
enrolled in the program. Therefore, Lyon Park Asscciates has determined that Sater improperly used
funds from its S5BC account to make a $250,000 investment in ProThera Biologics on August 28, 2013,
and a $10,000 investment in Enhanced Ehergy Group on November 16, 2012,

On July 12, 2013, Sater transferred $260,000 from its operating account to its 88BC account in order to
reimburse the S8B0 account for these two S5B80-ineligible investments.

0°R 18




Sater did not complete the required investor sex offender certification at the
time the investments were made

Treasury requires that the following be obtained for each transaction: (a) the borrower use of proceeds
certification, (b) the lender (investor) use of proceeds certification, and {c) the borrower certification
that none of its principals has been convicted of a sex offense against aminor. Treasury also requires
that either: (a) each transaction file contain a newly executed iender (investor) certification that none of
its principals has been convicted of a sex offense against a minor or (b) the state (or its designated
administering entity) obtain a one-time lender (investor) sex offender certification and execute awritten
agreement with the lender or investor (which may be part of alarger lender, or investor, participation
agreement) that creates a positive requirement to notify the Participating Sate if and when an event
occursthat renders the prior certifications obsolete,

Of the six transaction files reviewed during the on-site compliance assessment, none contained the
required investor sex offender certification. Although Sater provided a copy of a one-time investor sex
offender certification that it believed covered all of its investments, the grant agreement executed by
SBLFCand Sater did not contain the required positive requirement to notify the Participating Qate if
and when an event occurs that renders the prior certifications obsolete. Therefore, Sater was not
compliant with the investor sex offender certification requirement as of April 2013, when the on-sife
compliance assessment was conducted.

However, upon receipt of Lyon Park Associates’ draft compliance assessment, which noted this issue,
Sater subsequently executed the required investor use of proceeds certification.

All other required certifications were on file at the time of the on-site compliance assessment.

Recommendations

In tight of these findings, Lyon Park Associates recommends that SBLFC

e Request guidance from Treasury regarding whether private funds committed to a company prior
to an S3BA-supported investment may be counted as private investment for the purpose of
determining whether the investment complies with Treasury's private capital at risk
requirement. If Treasury respondsin the negative, un-enroll the Vcharge investment from the
Approved Sate Program following Treasury's newly adopted procedures.

e Provide Treasury with an exptanation of the private capital at risk issues identified in the course
of this compliance assessment, as well as a cover memorandum from Sater describing the
reconciling transactions that were made.

» Require Sater to immediately begin completing a compliance checkiist prior to each S3B80-
funded investment dlosing. This compliance checklist would require Sater to describe, in detail,
the way in which it is satisfying the 20 percent capital at risk requirement and 1:1 private
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leverage requirement. If Sater indicates that there are private co-investors, it should attach a
copy of astock purchase agreement indicating simultaneous investment by private investors. If
Sater is the only investor, Sater should attach documentation that demonstrates that sufficient
funds were transferred from its recovery funds account to its SBQ funds account immediately
prior to itsinvestment in the firm. The compliance checklist should also require Sater to attach
all four certifications. Lyon Park Associates recommends that Sater be required to send this
checklist, and the accompanying documentation, to SBLFCfor approval prior to making the
investment.

= Request that Slater's attorney render a legal opinion whether the recovery account funds are
“private funds.” If Slater’s attorney cannot or will not furnish such an opinion, Slater should
immediately cease making SSBA-supported investments without private co-investors.

Administrative Expenses’

Lyon Park Associates reviewed a judgmental sample of 3 direct administrative expenses charged against
the S5B3Q award by SBLFC. (See Appendix H.) In conducting this compliance assessment, Lyon Park
Associates evaluated each transaction against four criteria;

e Allowability. OMB Orcular A-87 sets forth alengthy list of the factors affecting the allowability
of costs. Chief among these are the stipulation that the costs “be necessary and reasonable for
the proper and efficient performance and administration of Federal awards” and “conform to
any limitations or exdusions set forth in these principles, Federal laws, terms and conditions of
the Federal Award, or other governing regulations as to types or amounts of cost items.” The
latter stipulation encompasses the limitations and exclusions set forth in Attachment B of the
circular, “Selected ltems of Cost,” which provides further details regarding the allowability of
specific cost categories. Although the list of allowability factors also encompasses allocability,
reasonability, and the adequacy of documentation, Lyon Park Associates considered these as
separate criteria for the purposes of this compliance assessment. Therefore, Lyon Park
Associates considered an administrative expense as allowable if it (a) was necessary for the

8 Section 4.2 of Rhode Island’s SSBQ Alfocation Agreement requires the state to pay allowable costs in accordance
with the cost principles set forth in OMB Qrcular A-87 (Cost Principles for Sate, Local, and Indian Tribal
Governments). Section 3(b) of OMB GircularA-87 s Attachment A states: “All sub awards are subject to those
Federal cost principles applicable to the particular organization concerned. Thus, [....] if a sub award isto some
cther non-profit organization, Grcutar A-122, “Cost Principles for Non Profit Organizations” shall apply.” Although
SBLFCis a non-profit organization and would generally be held to the standards of Greular A-122 rather than
Qrcular A-87, Annex 1 of Rhode Island’s SSB0 Affocation Agreement iswritten in such away asto imply that DOA
should hold SBLFCto the standards of Gircufar A-87. For thisreason, the compliance assessment focused on
SBLFC's adherence to the cost principles set forth in Greular A-87 rather than Greufar A-122. That said, these
circulars contain quite similar requirements.
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proper performance and administration of the SSBCl award and (b) was not in a cost category
specifically exduded by Attachment B of OMB Orcular A-87.

¢ Allocability. OMB Orcular A-87 states that “a cost is allocable to a particular cost objective” —in
this case, the SSBU award—"if the goods or services involved are chargeable or assignable to
such cost objective in accordance with the relative benefits received.” In determining whether a
cost was allocable to the SBA award, Lyon Park Assodiates determined (a) whether the
expense funded a good or service that directly and solely benefitted Fhode Island’s SSBCI
programs and (b) whether the written documentation provided was adequate to support such a
determination.

s Reasonability. OMB Crcular A-87 states that “a cost is reasonable if, in its nature and amount,
it does not exceed that which would be incurred by a prudent person under the circumstances
prevailing at the time the decision was made to incur the cost.” Among other factors, OMB
Crcular A-87 directs agencies to consider sound business practices and market prices for
comparable goods and services. Lyon Park Associates primarily relied on these factorswhen
determining the reasonability of a particular administrative expense,

= Adequate documentation. OMB Crcular A-87 does not provide any general guidance regarding
what constitutes “adequate” documentation. However, Attachment B of the circular does provide
guidance regarding particular documentation for selected cost categories. Lyon Park Associates
evaluated the documentation provided in light of any documentation requirements spedificto that
particular cost category, if any; if Attachment B did not specify any particular documentation
requirements for a given cost category, Lyon Park Associates followed best practice and compared
the amount recorded with standard supporting documentation such as receipts, invoices, credit
card statements, requisition requests, and internal authorization memoranda. When determining
whether an expense was adequately documented, Lyon Park Associates considered only whether
the amount charged could be substantiated.

Cf the three direct administrative expenses reviewed, Lyon Park Associates determined that all three
were allowable, allocable to the SSBA award, reasonable, and adequately documented.
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