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INTRODUCTORY STATEMENT FROM THE CHAIRMAN
OF THE EXECUTIVE COMMITTEE

It is my pleasure to present the Final Report of the Fourth Anrﬁxal
SFC Government-Business Forum on Small Business Capital Formation. This
anmial conference is conducted by the Commission, as mandated by Section
503 of the Small Business Investment Iﬁcentive Act of 1980, in order to
review the current proplems and programs relating to small business
capital formation. The Commission is also charged with advising Congress
abaat the Forum proceedings and recamrendations.

In accordance with tradition, I note that the anmission, while
sponsoring and conducting this Forum, has not soudht to influence in any
way the substance of the findings or recommendations that follow.

Although a number of these recammendations are of interest and relevant
to the Camnission, the Commission takes no position on any particular.f
recommendation at this time. Rather, the views contained herein represent
the considered opinions of the majority of the Forum participants.

Those in attendance included more than 140 small business proprietors,
venture capitalists, financial analys_ts'(" and others concerned with the
state of §xral_1 business capital formation. The Forum participants met in
. Washington, D.C. for a two and one-half day period from September 12th
throagh the 14th of 1985. The principal !topic of discussibn involved tax
matters and the materials that follow reflect the success of those

deliberations —-— more than twenty substantive tax-related recommendations.
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The hrpértance of small business to the general vitality of our
national econamy is evident. Small business establishments aid in the
creation of new jobs and technological advancements. The recommendations
of the Forum mist be considered against this background. I hope that
Congress and the appropriate governmental agencies will carefully

consider these materials.

The Fourth Anmial Forum has produced same thoughtful, as x};ell
as, workable proposals, and I am pleased to have been associated with
this wortlwhile endeavor. The achievements of the Forum are primarily
attributable to the unselfish contribution of its participants. In
addition, considerable assistance was provided by a number <;f government
agencies including the U.S. Small Business Administration, the U.S.
Department of the Treasury, the U.S. Department of Camrmerce and the
Federal Reserve Board through their representation by non-voting menrbers
on the Forum's Executive Cammittee. I especially thank the professional
and clerical staff of the Cammission's Office of Small Business Policy
for the location, assembly and distribution of resource materials to the
Forum pérticipants and effective resolution of numerous logistical and
administrati&e details that are an integralﬁ part of any conference. As
with each of the précedi.ng Forums, the insight, guidance and direction
provided by Mary E. T. Beach, Associate Director of the Cammission's
Division of. Corporation Finance has been extremely valuable. and is .

directly lirked to the success of this year's efforts.
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It is commendable and worth repeating that the private sector
participants in this Forum give freely of their own time and expertise;
they come to Washington at their own expense and devote their energies
to the prospects of erhancing small business capital formation through

this participation in the public policy formulation process.

Charles C. Cox
Commigsioner
U.S. Securities and Exchange Cauamission
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I. SUMMARY OF FORUM RECOMMENDATIONS AND RANKINGS

A. SECURITIES

RECOMMENDATION'I Differentiation of Small Business from Other
Investment'Vehicles

It is recommended that consideration be given to developing
a definition of small business offerings that will differentiate
them from other investment vehicles and permit suitable rules to
be adopted that deal specifically with these offerings. The
definition would take into account the nature of the enterprise,
the type of entity, the stage of growth of the company, the
relative importance of anticipated profits and tax benefits, and
the customary method of distribution. .’

RECOMMENDATION 2 Avoiding the Burdens of Periodic Reporting
for Small Business

A. It is recommended that the SEC increase the
asset threshold size of issuers required to
register under Section 12(q).

B. It is recommended that the SEC simplify the
regulatory and possibly the disclosure require-
ments applicable to smaller issuers within the

" reporting system;. and

C. It is recommended that the SEC make it possible
for an issuer to .terminateée its registration
under Section 12(g) if its total assets fall
below a minimum level (i.e. $1,000,000) regard-
less of the number of security holders.

RECOMMENDATION 3 Business Development Companies

- It is recommended that the "pass through" provisions of
subchapter M of the Internal Revenue Code of 1954 as amended be
extended as an option for adoption by Business Development
Companies (BDC's) and Small Business Investment Companies
(SBIC's) . ‘ :
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It is also recommended that the SEC provide a definitive
report on the present status of Business Development Companies,
their possible problem areas, and steps that can be taken to
make the legislation and regulations more beneficial to both
the BDC's and their Shareholders.

RECOMMENDATION 4 Eliminating Impedlments to Employee Equity
Incentives

It is recommended that the treatment of employee stock plans
under federal and state securities law be reviewed w1th a vView
to: .

1. Developing and adopting a specific exemption from
the registration requirements of the Securities Act of
1933 for the issuance of shares by non-public companies
to employees under plans that are fundaméntally
compensatory in nature, such as stock option, stock
bonus, restricted stock, performance share, stock
appreciation right and below-market purchase plans.
Such an exemption should be as straightforward as
possible and should impose no new requirements on small
business.

2. Permitting registration on Form S-8 of the shares of a
non-public company issuable to employees
contemporaneously with the initial public offering.

3. Changing the rules governing resales of securities to
exempt from federal registration resales of stock
acquired under such plans promptly following an
initial, registered public eoffering. An alternative
might be to permit registration of resales on a short-
form registration statement.

4. Clarifying the exemptions under state securities laws
for issuances of stock under such plans and providing a
specific exemption in those states where one is not now
available. ‘ :

5. Revising the rules under Securities Exchange Act
Section 16(b) applicable to such plans to eliminate
unnecessary requirements, to provide greater certainty
and to facilitate their intended operation.

6. Reducing the impact of accounting rules applicable to such
plans that result in substantial charges to earnings caused - -F
by rapld appreciation in the company's stock.



RECOMMENDATION 5 Facilitating Rule 504 Offerings Under State
Securities Laws

1. It is recommended that the states retain or adopt
a uniform limited offering exemption for de minimus
private offerings that is not dependent upon com-
pliance with Rules 505 or 506.

2. It is recommended that the states adopt a uniform
registration procedure for public offerings ‘under
Rule 504 that permits simplified disclosure and
applies a lesser standard of merit review.

3. It is recommended that in order to further aid
small business, the SEC and states should consider
increasing the dollar amount that can be raised in
reliance upon the exemption prov1ded bb Rule 504.

RECOMMENDATION 6 Improving Liquidity for Small Businesses

It is recommended that a program be developed to improve
liquidity for smaller public growth companies by easing
requirements for entry into established trading markets and by
further streamlining the means by which purchasers of restricted
securities may resell their stock.

Specifically it is recommended that the SEC and the SBA
jointly undertake a study to determine what criteria and business
considerations are used by small and regional broker dealers to
create a market for small local public companies. The study
should include, but not be limited to, economic considerations such
as minimum capitalization requirements, abilitv to receive and
disseminate- information, and insurance requirements under the
Securities Investor Protection Corporation.

B. TAXATION

RECOMMENDATION 1 - Deduction of bividends

It is recommended that corporate dividends be treated
as a deductible expense, phased in at 10% per year over a
ten year period.



RECOMMENDATION 2 Capital Gains Differential - Individual

It is recommended that the ptesent 60% exclusion of
realized long-term capital gains from taxable income (the
"Capital Gains Differential") be maintained.

RECOMMENDATION 3 . Capital Gains Parity - Corporate and Individual

It is recommended that corporations be granted the same
rate of exclusion of realized capital gains from taxable ‘income
that 1nd1v1duals are granted namely, 60%.

RECOMMENDATION 4 Small Business Participating Debenture

It is recommended that a Small Business Participating
Debenture {("SBPD") be adopted for enactment into law. The
SBPD proposal has undergone scrutiny throughout Congressional
hearings, so that many technical and policy issues*raised by
the legislation have been narrowed and focused. However, the
concept needs additional refinement to eliminate the following
problem areas:

1. Definition of small businesses eligible to issue
SBPDs: It is believed that the current
limitation of $1 million in paid-in-capital is too
low and therefore it is recommended that a level
of $5 million be established.

2. SBPDs should not be issued between related parties
within the meaning of Sec. 1561 and Sec. 267.

RECOMMENDATION 5 Repeal Personal Holding Company Tax

<

In light_ of the similarity in rates between corporations
and individuals, it is recommended that the personal holding
company provision be eliminated. As an alternative it is
recommended that the provision be amended so as to ensure that
the penalty tax not apply to active busihesses.

RECOMMENDATION 6 Accunulated Earnings Tax

In view of the narrowing of the difference between corporate
and individual rates, it is recommended that the accumulated
earnings tax be repealed or, at the very least, the safe harbor
amount increased to $500,000.



RECOMMENDATION 7 Incentive Stock Options (ISOs)

It is recommended that current law relating to Incentive
Stock Options (ISOS) be changed in several respects:

(1) The $100, 000 aggregate FMV per. emplovee limit should
be replaced with a reasonable multiple of salary,
for example two times salarv.

(2) The rule requiring ISOs to be exercised in,seqhehtial
" order should be eliminated. R

(3) Directors should be included as "employees" and
a limit should be imposed on directors' ISO grant
that is not greater than that of the highest com-
pensated employee participating in the plan.

(4) The difference between the option exerc1se price and
the FMV of the stock subject to the IS0 at the time
of exercise should be eliminated as a tax preference
item.

RECOMMENDATION 8 Profit-Sharing and ofher Defined Contribution
Plans

It is recommended that the Federal Government recognize
the importance of profit sharing and other defined contribution
plans to small business and not enact legislation that would
further complicate defined contribution plans or make them
less attractive to small business.

RECOMMENDATION 9 Emplovee Stock Ownership Plans (ESOPs)

It is recommended that no changes be made in the current
law relatlng to ESOPs.

RECOMMENDATION 10 Non-Discrimination Rules

_ It is recommended that current rules be reviewed for

their impact on small businesses so that there are means by
which small business can establish plans which can achieve
safe harbor compliance. It is further recommended that proposed
new rules be opposed on the basis of their negatlve effect on
small businesses.

RECOMMENDATION 11 Fringe Benefits

It is recommended that health care benefits and any other
employee fringe benefits not be taxed.
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RECOMMENDATION 12 Investment Tax Credits

The Forum recognizes that Investment Tax Credits under
current law create disparities in the effective tax rates
applicable to capital intensive and non-capital intensive
businesses. To create equality among taxpayers and stimulus to
small business, it is recommended that the Investment Tax
Credit be retained for both new and used qualifying property
acquisitions with an annual limitation on eligible property
of $250,000. Furthermore, the basis of depreciable property
should be reduced by one hundred percent of the credit.

RECOMMENDATION 13  Research and Development Tax Credits

It is recommended that the President's proposal for
continuation of the Research and Development Tax Credit and a
more specific definition of those qualifying expenditures
be fully supported. '

RECOMMENDATION 14 Depreciation

It is recommended that:

The asset life classifications and depreciation
rates proposed under CCRS be adopted, as the reduction in
depreciation would be largely offset by reductions in corporate
and individual tax rates.

The indexing of capital assets other than real
property not be adopted due to the complexity and uncertainty
surrounding its application. _

The present tax law as it applies to the taxation
of capital gains and ordinary income. depreciation recapture
for real and personal property be retained.

 RECOMMENDATION 15 Industrial Revenue Bonds (IDBs)

It is recommended that the President's proposal regarding
‘an early phase-out of the rules for industrial revenue bonds
be rejected. The phase~out scheduled under present la
should be retained. _ ‘

RECOMMENDATION 16 Cash Basis Method of Accounting

It is recommended that the cash basis method of accounting
be retained.
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RECOMMENDATION 17  Interest Expense Deduction

The Administration's_progosal regarding,limitations.onAthe
deduction of interest expense does not adequately address the
potentially adverse economic impact on the real estate |
development industry, nor on manufacturers and sellers of. :
consumer goods typically purchased on credit (i.e., automobiles
and other durable goods). It is recommended that the political
and economic side effects ¢of the proposal be thoroughly analvzed
and researched béfore enactment in its present form.

RECOMMENDATION 18 Budget Deficit

The Forum is of the unanimous opinion that the primary issue
before Congress is the Budget deficit and not tax reform.

RECOMMENDATION 19 Payroll Taxes

It is recommended that the Federal Government address
increasing payroll-related costs of small emplovers and
recognize that any action that increases these costs would
further hamper the ability of small businesses to generate new
jobs and to maintain the existing workforce.

RECOMMENDATION 20 Corporate Tax Structure

It is recommended that Congress adopt the following cofpdrate
tax structure:

Taxable Income -, Tax Rate
$ 0- 50,000 15%
50,000-100,000 5 20%
100,000-150,000 . 25%
150,000-200,000 ' 30%
Over $200,000 35%

RECOMMENDATION 21 FSC Export Income

It is recommended that small Foreign Sales Corporations
(FSCs) be allowed to calculate their export income for tax
purposes in the same proportion to total taxable 1ncome as
foreign sales bears to total company sales.

RECOMMENDATION 22 "Small FSC Rates

It is recommended that corporate tax rates for small
Foreign Sales Corporatlons (FSCs) be established so as to a
encourage export sales among small FSCs. This small FSC corporate
tax rate should be set at a substantial discount from domestic
rates in order to achieve the goal of increased small FSC
export activity. To be effective, this lower rate needs to be
on the order of half the domestic rate.
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C. SMALL BUSINESS ADMINISTRATION -

RECOMMENDATION 1 Supporting the Small Business Administration

A The Forum strongly supports the continuation and strengthening
of the U.S. Small Business Administration.

D. RANKINGS

Participants were asked to rank the foregoing recommen-
dations by issue in order of their importance to small
business capital formation.

Table 1:

Ranking of Securities Recommendations

Recommendation No. Ranking
4 1
1l 2
2 3
3 4
6 4
5 5

Table 2:

Ranking of Tax Recommendations

Recommendation No. . Ranking
18 1
20 ? 2
12 : 3
-19 4

2 5
1 6
10 . 7
11 8
14 9
17 . 10
7 11
6 12
8 13
16 14
3 ) 15
9 16
-4 17 - e
13 18
5 : 19
15 . 20
22 , 21 -

21 22
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The recommendation supporting the Small Business Admini-
stration was not ranked with the other recommenddtions but

was unanimously supported by all voting Forum participants.

el



II. INTRODUCTION

A. Background

President Reagan,'in his Fourth Ahnual Reportvbn the State
of Small Bdsiness transmitted to Congress in May of 1985, sﬁated
"actions that promote a vigorous small business sector have beén
and will continue to be at the.heart of this Administration's

economic plans. Low inflation, reduced and more equitable taxes,

fewer regulatory burdens, and a sound monetary policy are the

underpinnings of our current economic growth and will continue

1/ |

to be my primary tools for promoting small busiﬁéss success."
Small businesses' traditional role as the major job
generator in the American economy has been well documented.
Cbhparisons made for various periods between 1972 and 1982
confirm that small businesses respond quickly to market bppor—
tunities and create more than their proportionaté sharé of new
jébs as part of that response. In fact, small business domi-
nated industries added jobs at a ra}e almost tQice that"of
industries dominated by larger firms: 11.4% compared to |
only 5.3% from November 1982 through October 1984. In addition,
studies indicate that‘up to 67% of all new jobs in ﬁhis" -

countryv are created by small businesses and that small firms

account for 38% of the Gross National Product.

1/ See, The State of Small Business: A Report of the President

~  Together with the Annual Report on Small Business and Com-—
petition of the Small Business Administration (Washington
D.C.: U.S. Government Printing Office, May 1985) (emphasis
-added) .

-10-
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Over the past year, small businesses have demonstrated
their ability to adapt to a ¢hanging economy. Despite this
fact, small firms have had continuing problems in terms of
capital formation. 1In recognition_of these difficulties,
'Congress, pursuant to Section 503 of the Small Business Invest-
ment Incentive Act of 1980, mandated the Securities and Exchange
Commission to conduct an annual Government-Business Forum on
Small Business Capital Formation (the "Forum"). fhe statutory
purpose of the Forum, which has been held on an anntal basis
since 1982, is to review the current status of problems and
programs relating to small business capital formation. Congress
directed that participation in the Forum should include various
Federal agencies, such as the Treasury Department, the Board of
Governors of the Federal Reserve System and the Small Business
Administration, as well as organizatiohs reéresenting state
securities commissioners and leading small business and profes-
sional organizétions conéerned with capital formation.

In 1982, Eherinitial Forum addressed issues relating to
income taxation, securing credit»from banks, access to financial
institutions and raising capital. Thirty-seven specific recom-
mendations were submitted to Congress on December 1, 1982,
at a joint hearing conducted by the Senate Small Business
Committee and the Subcommittee on Tax, Access to Equity Capital

and Business Opportunities of the House Small Business Committee.



The format of the 1983 Forum differed from that of 1982.
Local forums, cqnducted-as informal,hea:ingé,-were held in |
cities across the United étates'in order to receive more
direct input from the small business communitv. A group of
more than 125 persons compoSed of sﬁall bUsiness—persons,
bankers, financial advisers, venture capitalists and attorneys,;
made presentations in local forums held in Boston, Washington,
D.C., St. Louis, Houston and San Francisco,: The report of the-
1983 Forum was presented to Congress .in Novembef, 1983. Although
the 1983 Forum witnesses endorsed a significant number of the
1982 Forum recommendations, a much more diverse set of recommen-
dations evolved ouﬁ of the 1983 Forum. Certain subjects, such
as community banking and minorities in small business, were new
areas of focus at the 1983 Forhm;

The 1984 Forum which was held in Sepéémber, 1984 in
Arlington, Virginia closely resembled the 1982 Forum. The
pfincipal issue areas'seiected for éiscussion Qeré taﬁ; securi-
ties state capital formation programs and the financial services
industry. Forty specific recommendations were presénted to

Congress in the form of a report in January of 1985.

B. Issue Selection

Preparations for the 1985 Forum began inXJanuary 1985 when

the Executive Committee was formed. The Executive Committee
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is comprised of representatives from government agencies and

a number of private sector organizations in accordance with

the Congressional guidelines. The Executive Committee deter-
mined that tax and securities issues were to be the major

areas of focus of the 1985 Forum. Four Task Forces were sub-
sequently formed to develop tax position papers and one Task
Force was established to deveiop securities issue papers. These
Task Forces were composed of several Executive Committee members
as well as persons selected by each Task Force on the basis of
their expertise in the area being considered. The following
papers were developed by the five Task Forces:

Securities Task Force

1. Regulation of Small Business

2. Impact of Securities Law on Employee
Equity Incentive Arrangements

3. Liquidity Needs of Growth Firms

Tax Task Forces

A. Investor Ingentives ' 9
1. Dividends
2. Capital gains
3. ©Small Business Participating ‘Debentures

B. Employee Incentives

1. 401(k) Plans
2. Employee Stock Option Plans (ESOPS)

3. Profit Sharing Plans
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4. Incentive Stock Options (ISOs)
5. Health and welfare benefits

C. Capital Investment

1. Tax credits

2. Depreciation

3. Industrial Development Bonds (IDB's)

4. Accounting methods

5. Interest deductioﬁs including related parties

L

D. Rates and Other Tax Burdens

1. Payroll taxes
2. Graduated taxes
3. Cost of tax compliance

C. Conduct of the Forum

The first afternoon of the Forum consisted of a general
session conducted by Executive Committee Chairman, SEC Commissioner
Charles C. Cox. Opening remarks were presented by SEC Chairman
John S.R., Shad. The balance of the afternooh was devoted to
two panels which presented an overview of the substantive areas
to be covered at the Forum. The tax panel was moderated by
Professor Howard Stevenson of Harvard University, ahd consisted
of Robert Ragland, Director of Taxation, National Association
of Manufacturers, Robert Gough, Senior Vice-President, Senior

Economist, Data Resources Inc., Lawrence Dildline, Manager,
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Price Waterhouse, and Hudson Milner, Financial Economist,

Office of Tax Policy, Department of Ehe Treasury. The securities
panel was moderated by Stan Keller of Palmer & Dodge énd consisted
of Stephen Friedman, Debevoise & Plimpton, Roy Mouer, Johnson &
Swanson, Professor Manning Warren, University of Alabama and

Edgar Keats, a representative of the Baltimore, Maryland small
business community.

The second day of the Forum consisted of intensive work-
shops covering tax and securities issues. Participapts attended
sessions relating to the workshop which they had preselected. Each
discussion group developed its own views and comments on the
issue papers and drafted recommendations to be voted on by all
Forum participants on the Forum's final day. On the second day,
Forum participants also attended breakfast and luncheon talks
respectively by Lee L. Verstandig, then an Undersecretary for
the Department of Housing and Urban Development and Senator Jim
Sasser, D. Tenn.

On the final morning of the Foruﬁ, recommendations for
each majo; issue wére presented to and voted on by all
the nongovernment Forum participants at & plenary session.
This'plenary session, which was attended by all Forum pafticipants
as well as members of the public and press, consisted of a three
hour session where represeﬁtatives from each issue Task:  Force
presented that group's recommendations and supporting statement.

Time was available for Forum participants to comment on or to
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of fer amendments to the proposals prior to voting on their
adoption as final recommendations of the Forum. Twenty-nine
proposals were adopted by the Forum, and are presented in the

pages which follow.

V'l



IIT. SECURITIES REGULATION

A. Statement of the Issue

The basic premise of both' federal and state securities
laws is that they facilitate capital formation while, at the
same time, they protect investors and create integrity in "
the market place.v-Over the years, however, this dual Federal-
State system of regulation has come to be viewed as an impedimént
to the capital formation process particdlarly as it affects
smaller businesses. 1In recognition of this, the Securities
and Exchange Commission ("SEC") and the various state securities
regulatory agencies through the North American Securities
Administrators Association ("NASAA") have'made‘significant
regulatory concessions to aid small business cénsistent with
investor protection and the integrity of thé market place.

For example, the SEC has taken steps to reduce the
disclosure burdens for smaller firms. Form S-18, a special
registration form for small companies wishing to raise up to
$5 million in a public offering was adopted in 1979%/ The
form requires less financial and textual information than
the SEC's basic registration form, Form S-1, and can be
filed wit? the SEC's regional offiées. The success of Form
- §-18 prompted the 1982 Forum to recommend an increase in the
ceiling on Form S-18. The ceiling was increased to $7.5
million in March 1982 and a study was recently completed
on the need for a further increase to $10 million.

| The SEC has also established a system of classifying

small issuers for purposes of exempting certain of them from

2/ Release No. 33-6049 (April 3, 1979).

-17-
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reporting and other obligations under the Exchange Act.

Issuers need not register and begin filing periodic reports
until they have 500 shareholders and $3 million in assets.

This classification system provides a rational adjustment to
the criteria for entry into, of exit from, the Exchange Act
reporting system and eliminates the costs of complying with

the registration and reporting p:ovisipns of the Exchange Act
for the smallest issuers. In response to a recommendation of
the 1984 Forum, the Commission recehtly proposed that this
system be amended to provide that issuers need not register

and begin filing periodic reports until they havé 500 shareholders
and $5 million in assets thus further alleviating the reporting
obligation of smaller businesses%/

For securities that are sold in non-public transactions,
the SEC adopted Regulation D, a series of rules providing
exemptions from the registration requirements of the Securities
Act of 1933 ("Securities Act") for certain‘limited offerings.
The regulation simplified and made more uniform the federal
rules relating to limited and private offerings and eliminated
unnecessary restrictions. ;

Shortly after the adoption of Regulation D, NASAA

adopted a Uniform Limited Offering Exemption ("ULOE") to coordinate

with Requlation D.4/ To date, more than half of the states

3/ Release No. 33-6605 (September 30, 1985).

4/ 1 CCH Blue Sky Rep. 15294, at 1273-1275.
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have adopted ULOE thus further fa0111tat1ng the capital formation
needs of smaller bu51nesses in a manner con51stent w1th 1nvestor
protection. NASAA and the SEC are continuing to work together
toward the universal adoption of ULOE.5/ - I

The focus of the securities issues dealt w1th by
participants at this year's Forum was on further allev1ating
the regulatory hurdles and 1mped1ments faced by smaller |
business thereby facilitating capitalvformation while maiataiﬁing
a proven system of investor protection and market integrity.
This is a particularly difficult balance to acbieve. The costs of

the regulatory burden on smaller and newer businesses are dispro-

portionately high. However, the need for disclosure and regulation

of such businesses is greater since the risk associated with
small business investments is generally higher.

B. Recommendations

RECOMMENDATION 1 Differentiation of Small Business From
. Other Investment Vehicles

It is recommended that consideration be given to developing
a definition of small business offerings that will differentiate
them from- other investment vehicles and permit suitable rules
to be adopted that deal specifically with these offerings. -
The definition would take into account the nature of the enter-
prise, the type of entity, the stage of growth of the company,
the relative importance of anticipated profits and tax benefits,
and the customary method of distribution.

In order to determine whether or not smaller business
should be regulated at all or differently from other businésses,

the term "small business" must be defined. Present securities

regulation .provisions, particularly exemptions from registration, _

5/ At their 1985 Fall Meeting in Calgary, Alberta, NASAA agreed
to the issuance of a joint release with the Commission to
propose the adoption of a new uniform Form D.

-
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tend to treat small business securities offerings the same
as other investment vehicles even though those other vehicles
may present different securities regulation issues. For
example, there is some question as to whether or not limited
partnership offerings should be tréated the same as corporate
equitv or debt offerings under Regulation D where the limited
partnerships may not be small buéinesses.

RECOMMENDATION 2 Avoiding the Burdens of Perlodlc Reporting .
for Small Business

Periodic reporting under the Securities Exchange Act
of 1934 ("Exchange Act") imposes significant buidens on small
business resulting in what may be only a limited benefit to a
small percentage of the investing public.» Once a company
reaches a certain size, or has conducted a public offering,
it must comply with the reporting requirements of the Exchange
Act. Small businesses must satisfy the same reporting require-
ments as larger firms but often do not have the same resources
which would enable them to comply with such requirements.
In additioh, certain of the disclqsﬁre requirements relevant
to larger Eusinesses do not necessarily vield information perti-
~nent to investors in small businesses. Further, the cost of
disclosing certain information in soée instances may outweigh

the benefit to shareholders or potential investors,

RECOMMENDATION 2A

It is recommended that the SEC increase the asset
threshold size of issuers required to register under Section
12(9).

As previously discussed, the periodic reporting classifi-

cation system is based, in part, on the size of an issuer's
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assets. Presently, the threshold for asset size under Section
12 is $3,000,000. By raising the ceiling, certain smaller
reporting companies would be relieved of the periodic reperting
obligation. Others would ﬁeverAbe required to enter the sYstem.
Those companies affected would be saved the expenSe'of filing

quarterly, annual and other reports.

RECOMMENDATION 2B

It is recommended that the SEC make it possible for an
‘issuer to terminate its registration under Section 12(g) if
its total assets fall below a minimum level (i.e. $1,000,000)
regardless of the number of securities holders,

Presently, the duty to file periodic reports can be termi-
nated only when a company has fewer than 300 shareholders or
fewer than 500 shareholders and less than $3 million total
assets for each of the three preceding fiscal years, provided
that no registration statement has become effective during
that three-year period. Companies which would be considered
to be small businesses by virtue of their asset size would
therefore be relieved of their perlodic reporting obligation

despite a“larger number of securities holders.

RECOMMENDATION 2C

It is recommended that the SEC simplify the regulatory
and pos31b1y the disclosure requirements appl1cable to smaller
issuers within the reporting system.

Once an issuer becomes a reporting company it is required,

regardless of its size, to comply with the same reporting and
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disclosure provisions of the Exchaﬁge Act except in certain
circumstancesé{ In addition to finahcial disclosure, all
reporting companies are required to provide, in narrative
fashion, discussion of matters such as legal proceedings,
description of business, ménagement's discussion and analysis
of financial statements, management cbmpensation and other
areas. This recommendation urges an examination of the periodic .
reporting and disclosure requirements for small issuers and

implies that alternative and less burdensome requirements be

initiated for smaller businesses.

RECOMMENDATION 3 Business Development Companies

It is recommended that the "pass through" provisions
of subchapter M of the Internal Revenue Code of 1954 as amended
be extended as an option for adoption by Business Development
Companies (BDC's) and Small Business Investment Companies
(SBIC'S).

It is also recommended that the SEC provide a definitive
report on the present status of BDC's, their possible problem
areas, and steps that can be taken to make the legislation and
regqulations more beneficial to both the BDC's and their Share-
holders.

¢

The 1984 SEC Government-Business Forum on Small Business

~ small issuers whose original registration statement was
on Form S-18 may file financial statements prepared in
accordance with generally accepted accounting principles
(GAAP) rather than in accordance with Requlation S-X, the
Commission's accounting standards when filing their first
annual report on Form 10-K.
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Capital Formation concluded that additional incentives were
needed to affect an increased aﬁount of investment capital to:
SBIC's and BDC's which W6uld,-in turn, " increase Ehe flow of
equity and long term debt capital to the small business community.
One such incentive wopld be an améndment to the Internal Revenue
Code to eliminate tax on certain BDC and SBiC profits at the
corporate level. This recommendation is being put forth again by
the 1985 Forum.

Historically, venture capital financing developed as a

province for knowledgable "insiders". According to the Venture

Capital Journal,'z/ about 90 percent of the estimated $11.5

billion pool of venture capital comes from limited partnerships
that are the "private preserves of wealthy families and financial
institutiohs" or from corporate venture capital subsidiaries.
Another $1 billion is supplied by the 360 SBIC's and 125 minority
enterprise SBIC's organized under the Small Business Investment
Incentive Act of 1958. -Other ‘than; participants in these enter-
prises, the public did not have fhé opportunity to invest in
the financing of new, early stage and emerging cOﬁpahies.

The Small Business Investment Incentive Act of 1980 amended
- the Investment Company Act of 1940 to establish a new system
of regulation for certain closed-end investment companies that

provide capital and make available significant managerial

7/ As cited in Business Week, March 26, 1984.
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assistance to small businesses., Those companies can elect to

be treated as BDCs. Election as a BDC facilitates making a public
offering while enabling the BDC to take advantage of a special
system of regulation. 1In general, BDC's are permitted greater
flexibility than other investment‘companies in dealing with

their portfolio companies; issuing securities and compensating
management..

The 1980 Act did not, however, conform subchapter M of the
Internal Revenue Code to allow conduit or flow through tax treat-
ment to the shareholders of a BDC under the same ?ules as are
applied to a regulated investment company ("RIC"). An RIC is a
corporation that qualifiés as such under the Investment Company
Act of 1940. Under subchapter M, the RIC is not subject to the
corporate income tax. As a result, the RIC shareholders, but
not BDC shareholders, receive conduit tax treatment. Flow through
treatment also has not been accorded to shareholders of SBIC's.

This poses a dilemma for a company that already is eligible
fo; conduit treatment. It can either remain an RIC, which is
subject to the éystem of requlation applicable to most investment
4companies but receives conduit tax treatment, or it can elect to
become a BDC, which is~subje¢t to an alternate system of regulation
bdt_is not eligible for conduit treatment.

;Conduit treatment, particularly the elimination of the
double tax on capital gains (i.e., elimination of a corporate

_capital gains tax incurred when a BDC sells stock of its investee
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companies,’leaving a shareholdef level tax incurred when these
gains are distributed or the BDC stock is sold), is of consider-
able importance to companies that specialize in yenture capital
investments. The absence of the cross reference may be restrict-
ing Congress' effort to promote investment in small business
inasmuch as only a small number of BDC's have been established
since 1980 and two of the largest BDC's have left the programg{

RECOMMENDATION 4 Eliminating Impediments to Employee Equity
Incentives :

It is recommended that the treatment of employee stock
plans under federal and state securities law be reviewed with
a view to: *

1. Developing and adopting a specific exemption
from the registration requirements of the
Securities Act of 1933 for the issuance of
shares by non-public companies to employees
under plans that are fundamentally compensa-
tory in nature, such as stock option, stock
bonus, restricted stock, performance share,
stock appreciation right and below-market
purchase plans. Such an exemption should be
as straightforward as possible and should .
impose no new requirements on small business.

2. Permitting registration on Form S-8 of the
shares of a non-public company issuable to
employees contemporaneously with the initial
public offering.

3. Changing the rules governing resales of
securities to exempt, from federal registration
resales of stock acquired under such plans
promptly following an initial, registered public
offering. An alternative might be to permit
registration of resales on a short-form registra-
tion statement.

8/ The Heizer Corporation and Narragansett Capital Corporation.
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4, Clarifying the exemptions under state
securities laws for issuances of stock
under such plans and providing a specific
exemption in those states where one is
not now available.

5. Revising the rules under Securities Exchange
Act Section 16(b) applicable to such plans to
eliminate unnecessary requirements, to provide
greater certainty and to facilitate their in-
tended operation.

6. Reducing the impact of accounting rules
applicable to such plans that result in sub-
stantial charges to earnings caused by rapid
appreciation in the company's stock.

Equity incentive arrangements are an important tool for
business to attract, compensate and motivate employees. Use of
these arrangements can be of particular importance to small
business because cash may be less available for these purposes
and the attraction of equity growth is needed to compete for the
limited pool of talent. 1In addition, the need to motivate em-
plovees may be an important consideration .-for the smaller business
seeking to grow.

Congress has from time to time encouraged employee egquity

incentives through tax policy 9/ but less attention has been

paid to the impact of securities law on these arrangements,

i

9/ Examples are the treatment of incentive stock options under
section 422A of the Internal Revenue Code, employee stock
purchase plans under section 423 and employee stock owner-
ship plans qualifying under section 401. The predecessors
of IS0's, qualified stock options under section 422 and
restricted stock options under section 424, are earlier
examples. -
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particularly for the non-public company.l10/
Equity incentives can take various forms ranging from

outright stock sales at market or below market prices to stock

options, stock bonuses and cash plans based on equity performance.
The proper securities laQ treatment of each of these arrangements
may differ depending upon the nature of the arrangement. Where
the arrangement is fundamentally an investment transaction

(e.g., employee stock purchases at fair market value, perhaps

as part of an offering to outside investors), the investor
protection principles of securities laws shoufd continue to
prevail. In many cases, however, the nature of the transaction
is essentially compensatory, to provide benefits to the emplovee,
rather than investment-oriented (e.g., below market sales or
favorable étock options). In these cases, while an investment
element may exist, the compensatory aspects are predominant

and should not be thwarted by securities law impediments designed

primarily to protect investors in fund-raising transactions.

10/ In 1934, the Senate adopted an amendment to exempt
from the Securities Act of 1933 stock plans for employees,
but this exemption was eliminated in conference on the
grounds that employees may need the protection afforded
by registration the same as other members of the public.
This legislative historv should not prevent the adoption
of exemptions that distinguish those circumstances in
which employees do not need the protection afforded by
registration.
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Public companieé are generally able to satisfy the
registration requirements of the Securities Act of 1933 appli-
cable to their emplovee equity plans by using the Form S-8
registration statement. But non—public companies do not have
this alternative and.full registration for their emplovee plans
is not feasible,li/ Therefore, thev must find an exemption from
registration or maintain that.no sale has taken place with the
granting of the option. Although there are several exemptions
available from the SEC's registration provisions, none are tailor
made to suit the needs of employee plans.12/ An'gxemption tailored
for emplovee equity incentive plans could identify those plans
that are clearly compensatory rather than investment-oriented

in nature and exempt them from registration with appropriate

11/ A non-public company is unlikely to go to the trouble

" and expense of registration and subject itself to the
periodic reporting requirements in order to make equity
incentives available to its employees. It may not even
have the certified financial statements needed for registra-
tion. Form 5-8 is not available to a company that is not
already public. ’

12/ Section 2(2) of the Securities Act requires that investors
be sophisticated and may limit the number of investors.
Rules 505 and 506 of Regulation D limit the number of
non-accredited investors to 35. Rule 504 of Regulation D
is limited in its availability since its ceiling is $500,000.
The intrastate offering would eliminate companies with
emplovees in more than one state. .Finally, Regulation A
may not be satisfactory since it requires public disclosure
of information by a non-public company.



safeguardé. Additionally, émﬁloyeé.equity incentive plané that
do not clearly éome within the_catégorical exemption could be
exempted based upon a dollar limitation since thesevére uﬂlikely
to be investment—briented;

In the case of employeés'eéuity incentives, the major
investment risk faced by the gmpioYee is the limiﬁation on
resale which arises, pfincipally from resale restrictions
under the federal securities law. Employees of publid com-
panies eligible to use Form S-8 do not face this same problem
because shares acquired under the S-8 can bei}esold immediately
without restriction (except in Ehe case of affiliates).. But
this solution is not available for private companies and,
except in a limited way, is not available for stock acquired
by employees before the compény becomes public. Under present
rulés, unregistered shares acquired by employees before the
company's S-8 becomes effective can be included under S-8 ip
amounts up to 10% of the total shares issuable under the:coméanY's
registeéred plans. While this heips, it does not cover many
situatians, Since there is no'limitétidn on the number of
shares that can be includéd for offérings under an S-8, there
is little reason to limit the number of previously issued shares
that can be included forlreoffefing.. By eliﬁihafing'this
limitation, emplojées who acquire stock in a private company

that goes public will be in the same position as employees

H

who acquire their stock when the company is public.



State securities laws apply to employee equity incentive
plans and, absent a clear exemption, can create impediments as
onerous as those under federal sechrities law.

The Uniform Securities Act exempts "any investﬁent contract
issued in connection with an employee's stock purchase, savings,
pension, profitsharing, or similar benefit plan", subjectvto‘
filing of a prior notice with the state éecurities administrator.
However, this exemption is notvuniformly available in all
states. Some states, by rule, have exempted certain option
and other plans completely, but many of these exemptions are
out-of-date because of changes in tax law. )

The Revised Uniform Securities Act clarifies the language
of the exemption and eliminates the filing requirement. It
would be dééirable to have this exemption adopted on a uniform
basis by the states.

Under present federal securities law the short-swing
profit rules of Section 16(b) of the Exchange Act require that
any profit realized by statutory insiders from the purchase
and sale (or_sale and purchase) of étock within a six-month
period is forfeited to the company. Although the SEC has
adopted certain rules ameliorating to some extent the impact of
the forfeiture provisions, the short-swing profit proéisions
continue to impose impediments to employee equityv incentive
plans that go beyond what is needed to prevent the speculative

abuse by insiders that those provisions are designed to proscribe.



In addition, the rules themselves are complex and subject to
interpretative uncertainty. Accordingly, a revision of

these rules as they relate to employee equity plans to eliminete
unnecessary .impediments and toredd certainty is desirable.

RECOMMENDATION 5 Facilitating Rule 504 Offerings Under State
- Securities Laws

Regulation D is a series of six rules 13/ providing exemp-
tions from the Securities Act registration provisions for
certain limited offerings of securities.l4/ ~ The regulation,
which was adopted by the Commission in 1982, eas intended to
simplify and make more uniform the rules relating to limited
and private offerings, eliminate unnecessary reetric£ions,

facilitate capital formation in a manner consistent with investor.

13/ 17 CFR 230.501 through 506 (hereinafter Rules 501
through 506).

14/ Section 5 of the Securities Act requires that a registra-
‘tion statement be filed with the SEC before securities are
offered for sale to the public, and prohibits the sale of
those securities until the registration statement becomes .
effective. Rules 504 and 505 were promulgated. pursuant

to Section 3(b) of the Securities Act which permits the
Commission to adopt rules and regulations exempting
classes of securities from the registration provisions so
long as the aggregate amount of such offering does not
exceed $5,000,000. Rule 506 was promulgated pursuant to
exemption from Section 5 for "transactions by an issuer
not involving any public offering.”
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protection and reduce costs of securities offerings to small
businesses.15/

Rule 504 is one of the substantive exemptiOns provided for
by Regulation D. It provides an exemption pursuant to which
issuers may raise up to $500,000 from an unlimited number of
purchasers within a twélvé—month period.without registration
under Section 5 of the Securities Acf of 1933, as amended.
Basically, the SEC through Rule 504 has adopted a "hands-off"
policy towards such offerings, leaving regulation of offerings
under Rule 504 to the states. 4

Rule 504 actually provides two exemptions from®the Federal
securities laws. One exemption allows a public offering, an
offering made by general solicitation, if the offers and sales
of the securities are made exclusively in one 6r more states,
each of which provides for the registration of such securities
and the delivery of a disclosure document prior to the sale of
such securities. Such a public offering would permit the securi-

ties to be freely transferable under Federal statutes in those

15/ Release No. 33-6389 (March 8, 1982) Rules 501 through 503
state general requirements for using Regulation D. Rules
504 through 506 detail provisions for specific types of
exempt offerings. _ ‘

W
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states where they have been registered. The second exemption
allows a private offering, an offering with no general solicita-
tion and with resale restrictions on the securities sold, without
imposing any limit on the number of offerees or pﬁtchasers aﬁa |
without requiriné that specific information be furnished to
offerees or purchasers. | |
Issuers attempting to raise capital in more than one state:
through securities offerings that are exempt from registration
are faced with the responsibility 6f.complying with the securities
laws of each state in which the offering is made. The disclosure
and prospectus delivery requirements vary consfherably from
state to state. The need for issuers to comply with disparate
state requirements causes serious delays in the éfferihg coming
to the market and raises the costs of the offering. It is
therefore important to provide an exemption under state sécurities
laws for de minimus private offerings and a simplified uniform

registration procedure for public Rule 504 offerings.

RECOMMENDATION 5A

It is recommended that the states retain or adopt a uniform
limited offering exemption for de minimus private offerings
that is not dependent upon compliance with Rules 505 or 506.
NASAA has endorsed a Uniform Limited Offering Exemption
("ULOE") intended to coordinate with Regulation D and to provide

for uniformity among the states. UJLOE, however, provides only
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for exemptions pursuant to Rule 505 " and, optionally, for Rule

11/ \
506. NASAA has not endorsed a Rule 504 type exemption. 1In
order to fac111tate the capltal formatlon process for smaller

bu31nesses, thlS recommendatlon urges the adoptlon of a ULOE

for de minimus private offerings.

RECOMMENDATION 5B

It is recommended that the states adopt a uniform registra-
tion procedure for public offerings under Rule 504 that permits
simplified disclosure and applies a lesser standard of merit
review.

Uniform state disclosure and prospectus deliverny require-
ments should be encouraged. Uniform state requirements together
with a lesser standard of merit review would ease the burden

on those small issuers raising capital and relving on Rule 504

for an exemption from the Federal registration requirements.

RECOMMENDATION 5C

It is recommended that in order to further aid small business,
the SEC and states should consider increasing the dollar amount
that can be raised in reliance upon the.,exemption provided by
Rule 504, .

Currently, an issuer may raise up to $500,000 from an
unlimited number of investors pursuant to Rule 504. This recom-
mendation would increase the ceiling for 504 offerings thereby

assisting smaller businesses in raising capital.

16/ Rule 505 permits sales to 35 nonaccredited and an
unlimited number of accredited 1nvestors with a ceiling
of $5 million. :

17/ Rule 506'permits sales to 35 nonaccredited investors
who must be sophisticated and an unlimited number of
accredited investors. There is no dollar limitation
under Rule 506. : : s

Ve
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RECOMMENDATION 6  Improving Liquidity for Small Businesses

It is recommended that a program be developed to improve
liquidity for smaller public growth companies by easing require-
ments for entry into established trading markets and by further
~streamlining the means by which purchasers of restricted securltles
may resell their stock.

Specifically it is recommended that the SEC and the SBA
jointly undertake a study to determine what criteria and business
considerations are used by small and regional broker dealers to
create a market for small local public companies. The study
should include, but not be limited to, economic considerations
such as minimum capitalization requirements, ability to receive
and disseminate information, and insurance requirements under
the Securities Investor Protection Corporation.

A principal impedimént to the capital raising processes
of small businesses is the inability of such buS$inesses to
raise'money quickly and inexpensively by selling their securi-
ties. The primary reason for this is the lack of liquidity
of securities of smaller businesses, particularly those which
aré‘privately‘held. Securities of privately held companies
do not have access to the public trading markets such as the
exchanges or NASDAQ. Furthermore, securities purchased in
private transactions may only be resold if stringent and very

specific resale requirements are met. Even compaﬁiés which have
registered—their securities fof sale to the public may find a
very limited public market after the!initial distribution.

While the eligibility requirements for eichange or NASDAQ

listing and the fules restricting resales of securitiés purchased
in private placements are cohsistent with the'tﬁeory of

investor protection, they tend to be more of an impediment to

the liquidity needs of small firms than of larger businesses. -orE
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Iv. TAXATION

A. Statement of the Issue

In his Fourth Annual Report on the State of Small Business,
President Reagan highlighted the significance of tax reform "and
its impact on small business by noting that "[C]oﬁgressional

action on tax reform, however, is very much in order. Our efforts

to lower the tax burdens on smail.business are not compieté as
long as the tax code is so cumbersame and complicated. BusineSS“’
must be allowed to develop based on opportunities in the market
place, not on their ability to weave around the various tax
technicalities that have developed over the ygars. Our goai is

a simplified tax system with the lowest possible burden for the
individual and small business. Our goal in this reform is not

to balance the concerns of various special interésts, but‘to
achieve a fairer and simpler tax system for all tax payerg;

19/
including our 14 million small businesses."

This year, proposals before Congress to restructure the
nation's tax system may significantly alter the financial

¢ .
course of the small business sector. The role which Federal

tax laws, both individual and corporate, play is key to
small businesses"ability to obtain and retain capital.

Disincentives to this dual need should be identified, and

18/ This section was written based upon recommendations
made prior to submission of recent tax proposals to
and from the Congress. '

19/ sSee, The State of small Business: A Report of the President
Together with the Annual Report on Small Business and Com-
petition of the Small Business Administration (Washington
D.C.: U.S. Government Printing Office, May 1985) (emphasis
added) .
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legislative and regulatory proposals to rébtify such ptbblems
should be endorsed in order to enhance the vitality of the small
business community.

B. Recommendations

RECOMMENDATION 1  Deduction of Dividends

_ It is-fécommendéd that corporate dividends be treated
as a deductible expense, phased .in at 10% per year over a
ten year period. '

| Under the present Internal Revenue Code, cdrporate

taxable income paid as dividends to individual sﬁareholdérs
generally bear two taxes: the corpoﬁate income taX and the
individual income tax. The éystem also.views the use of
certain corporate assets for pefsonal benefit as imputed
dividends. Excessive salaries'may be found to constitute
imputed dividends, for example. 1In additibn a confiscatory
accumulated earnings tax exists which effectively encdurages
corporations to make dividend distributions to shareholders.
Double taxation of earnings distributeg'as di&idends to
shareholders also encourages corporations to finance their
operations with debt rather than equity.

The recommendation would reduce the existing incentive
for corporétions to raise capital by issuing debt ahd would
make equity securities more competitive with debt. Becauée
dividend relief also would reduce the incéntive to retain
earnings, corporations would be~likely to pay greater

dividends and to seek new capital, both eéuity and debt,
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in the financidl markets. Corpératibns thus would be
subject to greater discipline in deciding whether to retain
or how to invest their earnings. The increased level of
corporate distributions would expand the pool of capital
available to new firms. This should, in turn, enhanée'
prbductiVity and efficiency‘acrbsé the econoﬁy;: Ultimately,
this type of an approach ¢ould reSplt in the éliminafion'of
the uncertainty invol&ed in planning for the accumulation
of corporaté-wealth. Phasing'the proposal in over a ten
year period appears to be a sensible approach;to such a

revision in tax policy.

RECOMMENDATION 2 ‘Capital Gains Differential - Individual

It is recommended that the present 60% exclusion of
realized ‘long-term capital gains from taxable income (thz
"Capital Gaing Differential™) be maintained.

The present tax system provides for a significant
differential between tax rates on capital gains and
‘ordinary inéome;' In 1978 and 1981 capital gains tax cuts
were made and have proven to be beneficial both in terms
of capital formation and government revenues. Such cuts
contributed to a burst of new tisk!capital;‘entrepreneﬁrship
and job creation. A better investmént:climate-led'to
reéord numbers of new stock offerihgs;vbdlsfered corporate
 ¢quity value aﬁd employment opportunities. Concomitantly,
despite the cut in the maximum capital gains tax, revenues
'attributabie to capital gains increased in 1982.

The differential is an important incentive for capital



Vformation becaﬁse,it encourages saving and investment,
rewards risk-taking and enables emerging businesses to
compete for both capital and managéria}-talent.. Since the
initial cut in 1978, growth companies have been_succéssful
and the market for such stocks has risen substantially. A
facet of this process is that investment funds. have been
attracted to venture éapital enterprises which have
invested in growing small businesses or start—up companies.
The attraction of capital to growth companies is a

desirable factor from the vantage of small businesses.

-

RECOMMENDATION 3 Capital Gains Parity - Cb:porate and
Individual

It is recommended that corporations be granted the
same rate of exclusion of realized capital gains from
taxable income that individuals are granted, namely, 60%.
Corporate and individual capital gains tax cuts should
be similar in order to avoid having tax considerations dictate
the form of doing business. Historically, individual and

ol

corporate rates have been changed togéthe: and been roughly
the same. N;ither individgals no;_qogporations_should be
discouraged from making risk capital‘igvestmen;s, including
~venture capital. In the last series of cuts, the corporate
rate did not keep.pace with the individual rate. The
percentage of corporate contribution to venture capital
investment hasldec;eased over this time period. Parity

would make more funds available for investment in start-

up companies and growing small businesses.
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RECOMMENDATION 4 Small Business Participating Debenture

It is recommended that a Small Business Participating
Debenture ("SBPD") be adopted for enactment into law. The
SBPD proposal has undergone scrutiny throughout Congressional
hearings, so that many technical and policy issues raised
by the legislation have been narrowed and focused. However,
the concept needs additional reflnement to eliminate the
following problem areas: .

1. Definition of small businesses eligible to
issue SBPDs: It is believed that the current
limitation of $1 million in paid-in-capital -
is too low and therefore it is recommended
that a level of $5 million be established.

2. SBPDs should not be issued between related
parties within the meaning of Sec. 1561 and
Sec. 267.

-

The SBPD generally would have the following features:

‘a. The SBPD could be a general or secured obligation
of the company. It would pay a stated rate of.
interest not less than a standard rate negotiated
by the parties (but not less than the Section 483‘
rate). The SBPD would provide for the payment of
a share of the total earnings, preferably net
earnings, of the issuer.

b. The_ small business entrepréneur would be able to
deduct interest payments and amounts paid as a
share of earnings as a business expense. The
stated interest received by the investor would
be taxable to the investor as ordinary income.
The amount paid as a distribution of a share

~of the company's earnings would be taxable at

the preferential long-term capital gains rate.
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An SBPD would be treated as Section 1244 stock
and, therefore, an individual investor wpuld
generally treat a loss on an SBPD as an
ordiﬁary loss.

c. The éarticular terns ofﬂthe SBPD Qould be determined ' -
by the parties in accordance with the prevailing-
market. The SBPD would have a fixed.ﬁéturity'date,
and voting and conversion righté-ﬁouid nét.ﬁe |
available. The SBPD could be a self-executing
instrument (i.e., there would not be any need for
government approvals,.permits or filings).

d. The SBPD also could provide an investment tax
credit to the investor. The nature of such tax

credit varies among the different proposals.

The SBPD continues fo be'a solution to the problem of
access to capital, particularly in the raising 6f7funds for
long-term financial needs such as the expansion of plant, produc-
tion and sales. Enactment into lawtwéuld enabie.small businesses
to attract iﬁvestors who believed in the company's growth potential

and ability to earn capital surplus.

RECOMMENDATION .5 Repeal Personal Holding Company Tax

In light of the similarity in rates between corporations
and individuals, it is recommended that the personal holding
company provision be eliminated. As an alternative, it is
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recommended that the prov151on be amended so as to ensure
that the penalty tax not apply to active bu31nesses.'

The personal holding company provL31on 1mposes a
penalty on the undistributed income of cerfain’COrperatiOns
controlled by a limited number ef sha}eho1ders and receiving
a large .percentage of its income freﬁ‘specifiedZSOurces{
The pﬁrpose of the provision is to penalizenthe use of
personal holding companiés to evbia'fhe'gféduated incdme
tax on individuals and accumulated earnihgs tax on
cofporations. A COrporatioﬁ is'avpersonal helding company
if 60 percent or more of its income is persdhéﬁ holding |
company income and more than 50 percent of its stock is
owned by five or fewer individuals. The tax is 70 percent
of undistributed personal holding company income.
| Many smelllbusiheSSes engaged in active operations
are in lines of business that have a simiiarity to
passive activities, e.g., real estate, software, technology
research, licensing and franChisi%g.v_These buSinessee were
not the tatgets'for‘the‘personai holding_cempehylfax,‘ande
it'is believed that the need to prevent abuseeby these
active companies,is'small in comparison‘tq,the'heavy burden
this provision places upon small businesses.’

RECOMMENDATION 6 -Accumulated Earnings Tax

In view of the narrowing of the difference between
corporate and individual rates, it is recommended that

o



the accumulated garnings ;ax_be‘repéaled.pr, at the very
least, the safe harbor amount inc;edsed_toussoo,ooo._

Under theVIQternal Revenue Code the accqmulated
earnings. tax is imposed on any corporation formed or.
‘availed of for the:purpose_qf<avoiding_the income tax
on shareholders{by per@itting_earnings and,profitg‘tq
accumulate rather than bg dist;ibutéd. The present
provision does not apply‘un;il aggregate accgmu;ations
exceed $250,000.;

It is bglieved that gnwise economicAdecisibns by
businesses may be driven by this tax. The tax_adiersely
affects the goal of capitalvformation. Capital could_be
needed after the decision to pay out dividends in order
to avoid an unreasonable a;cumulation has been made and
effectuated. Accumulatioh_of capital in a small business

should be encouraged.

RECOMMENDATION 7 Incentive Stock Options (ISOs)

) 9
It is recommended that current law relatlng to 1S0s
be changed in séveral respects.

(1) The $100'000‘aggregate FMV per employee
. limit should be replaced with a reasonable
multiple of salary, for example two times
salary.

(2) The rule requiring ISOs to be exercised in
sequential order should be eliminated.
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(3) Directors should be included as "emplovees"

and a limit should be imposed on directors'
IS0 grant that is not greater than that of
the highest compensated emplovee participat-
ing in the plan.

(4) The difference between the option exercise

- price and the FMV of the stock subject to
the ISO at the time of exercise should be
eliminated as a tax preference item.

The Economic Recovery Act of 1981 ("ERTA") authorized
corporations to grant to employees ISOs which, if certain
conditions were met, eliminated ény tax consequence either
at the time of grant or when exercised. It further provided
that profits from subsequent sales of the sécurities acquired
by option would be accorded capital gains treatment if held
for one year or longer.

"As a result of almost three years of experience since
ERTA's enactment in 1981 it is now apparent that one of the
legislative ISO conditions has acted to severely limit the
effective use of IS0Os by companies seeking to increase their
rate of productivity. Options must be exercised in the
sequential order in which they were granted. This require-
ment severely diminishes their value if either the exercise
price of options granted earlier ,exceeds the current FMV
of the stock or if ISOs granted later have a lower exercise
price.

TEFRA further eviscerated ISOs by including the spread

‘between the exercise price and the FMV as a tax preference
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item. This means that if thé taxpayer.is subjecf‘to the
alternatiﬁe minimum incomé;téx, a 20 percenﬁvtéx is assessed
on this paper profit. This provision>has had an effect in
many instances of virtually doubling théitax.rate‘én gé}ns
from sales of option sfock. | ”'

Finally, the effectiveness of ISOs as a tool for small
business development has been limited by the fact that
ISOs are not currently available to directors of corporations
since directors are generally not considered téibe employees. .
Smaller businesses which cannot match the salarits of larger
companies are less able than la;ger firms to attract
experienced advisors to serve on their boards of directors.

A key to job creation, innovation,. productivity and:
market competitiveness in the international arena lies
with the talents of imaginative, ent;epreneurially-oriented1
emplovees in both emerging, growth-oriented, independent
businesses and larger, well-established companies. It is

» 9

precisely these types of individuals who are attracted by
the opportu;ity-to participate in high risk, high reward
investment programs as opposed to less generous and less
demanding; but more secure salaried positions offered by
other concerns. 1Incentive stock options need to be legisla-
tively modified to make them a -more attractive, useful compen-
sation device.

RECOMMENDATION 8 Profit-Sharing and other Dafined
Contribution Plans

It is recommended that the Federal Government recognize the
importance of profit-sharing and other defined contribution

W
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plans to small busineés and not.enact legislation that would
further complicate defined contrlbutlon plans or make them less
attractive to -small business. . :

. In 1939, the Vandenberg-Henning Subcommittea of the
Senate Finance Committée'conducted{an intenaive:study of»profit-’
sharing plans and concluded: "We beliete it (profit*sharing)
to be essential to the ultimate maihtenanCe'bf.the'capitalistic
system}” Partly influenped by:these favdrable_findihgé, Congress
paséed-legislation proViding taxwaGVantageS»for qualified; non-
disériminatdry deferred profit-sharing plané.

Today, there are“currently 360,000'defetgedfp:ofit~sharing
plans in existence covering 20 million emplo}ees with well over
$175 billion in assats. Of these 360,000 companies, it is esti-
mated that 350 000 have less than 100 eﬁployeés. |

| Proflt—sharlng has been partlcularlv sulted to smaller
businesses that have cycllcal profit patterns and capital needs
that differ from a larger corporation. Thus, Un11ke-a defined
benefit plan, no contrlbutlon is requlred in a non-proflt or low
.prof1t year. And, second, the amployer need not be concerned
with'advétSe pension investment reSults.

Over the years, legislation affectinglptafit-sbaring has
been directed in two general areas; first,_to see that partici-
pants' rights and account balanceslare-ptqtgcted and, second;
that plans do not dispriminate in favor of the higher paid eiecu-
tives Qithin a-company. |

Some of the legislatidn, particularly the "top-heavy"

rules and complex fiduciary provisiods, have tended to diminish
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the value of profit-sharing,Mparticuiar;y for.smaller businesses.
"The current tax refbrmﬁptéposalsfreﬁieéent aiétf;ng.

attack on those features which are found predominantly in

profit sharing and thus seem to rggxesént an-attack on profit-:

shafing.‘ Soﬁe of the speqiﬁéc_provisions in the .Treasury. tax :

reforé proposallhaving';hg effect of restricting defined contri-

butiop plans are:

(1) The elimination of carry-over provisions for
: contributions to profit-sharing plans;

(2) 'The requirément'thét profit—sharing contri-
butions not exceed 15% of each part1c1pant'
compensation;

(3) The restriction on early withdrawals from
qualiﬁ;eﬂ plans; :

(4) The elimination of favorable tax treatment ..
for lump sum distributions, 1nc1ud1ng l0-vear
income averaging and capital gains treatment,:
‘for certain lump sums, and unrealized apprecxa—
_tlon on dlstrlbutlon employer stock .

By making profit-sharing less attractive, small busi-
nessés will find the ability to attract quality professional and
innovative personnel reduced. More importantly, profit-sharing
plans are a major source of savings and retirement equity for

many individuals who would not otherwise have. the opportunity to

build such retirement income and savings reservoirs.

RECOMMENDATION 9 ° Emplovee Stock Ownership Plans (ESOPs)
It is recommended that no changes be made in the
current law relating to ESOPs.
Emplovee ownership has eme rged as an'ihportaht”issde ihw

Jjust about every industry in the country. 1In an era of tough



economic competition employers are looking for waYé of keéping
a lid on wages to the greatest extent possible in order to help
control costs, while still motivéting their employees to improve
productivity. Emplovee stock ownership plans (ESOfs) offér
employers an attractive means of ihcreasing employee compensation
without imposing a éhort term strain on cash flow, of mOtivatihé‘
workers by offering them a shareiin the potential growth of the
company, and of providing attractive financing alternatives for
a company.

Employee stock ownership plans have been iq existence since .

the late 1950's when Louis Kelso began to put into effect the

ideas he had conceived in his book The Capitalist Manifesto.

The idea of the ESOP, as Kelso envisioned it, was to begin to
provide workers with access to capital credit so that they

could participate as capitalists in the economy as a means of

sppplementing the wages they earned by their labor.
Congress has supported the ESOP concept by passing 16

different bills which include ESOP dncentives, culminating in
the passage last year'of the Tax ﬁeform Act of 1984. That bill
included significantvincentives for the.establishment of ESOPs
- and has sparked a noticeable increasé_in the number of ESOPs
nationwide. Many of the new provisiqns_were;intendéd specifically
to encourage smaller busineéses to install ESOPs and have had a
direct effect on small business capital formation.

Small businesses are just beg;nn;ng to assess the positive

effects of the recently enacted IRC provisions regarding ESOPs.
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The tax reform proposals do not recognize the fundamental role
of ESOPs in small businesses and would impose unduly burdensome
regulations.

RECOMMENDATION 10 Non-Discrimination Rules

It is recommended that current rules be reviewed for their
impact on small business so that there are means by which small
business can establish plans which can achieve safe harbor com-
pliance. It is further recommended that proposed new rules be
opposed on the basis of their negative effect on small business.

According to a recent survey conducted by the Employérs
20/

Council on Flexible Compensation (ECFC) , 453,096 small emplovers
(between 1-100 employees) currently sponsor a 401(&) plan. These
plans cover 4,475,367 employees. There are 29,184 large employers
(over 100 employees) that currently have a 401 (k) plan. These
plans cover'16,351,330 employees. Total employees covered by
401 (k) plans now exceed 20 million. The survey also indicated
that 37% of small employers offer 401(k) plans as their only
retirement plan‘and that 401(k)'plans now cover 28% of the private
sector workforce. 1In addition, over 120,000 small employers and
almost 10,000 large employers intend ﬁ&ainstall a 401(k) plan
within the next 12 months. The number of employees that would be
covered by these new plans is over 3 million.

Special 401(k) rules on discriminat}on in contribution

permit proportionately more contributions to be made for higher

paid employees compared to lower paid employees than would be

20/ The ECFC is a national association of employers that sponsor - e=
cafeteria and 401 (k) plans. Among other functions, the ECFC

serves as a national clearing house for information about flexible
compensation.
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permissible under traditional profitsharing or stock bonus plans.

A 40l(kf plan is also special in that the employee is given a
choice as to whéther’tohreceive an amount in cash or to have it
contributed to the plan oﬁ his behalf. Because of special tax rules,
the employee is téxed currently only on the amount he chooses

to receive in cash. The amount he chooses to have contributed to
the planbis excluded from tax until distributed, tht iike”any

other employer coptribution to a qualified profit-shéring or

stock bonus plan. | -

These and other special features of 401 (k) pians would be
eliminated, of the attractiveness of such features substantially
reduced, under the tax reform proposals. The propdsed nondis-
crimination rules are overly complex and difficult to apply
fairly in the small firm context. Small firms may fail the
proposed tests, based upon size alone. In many cases, firms
with small numbers of emplovees cannot meet the tests as proposed

under any circumstances.

RECQMMENDATION 11 Fringe Benefit§

It is recommended that health care benefits and any. other
emplovee fringe benefits not be taxed.

The health aﬁd welfafe benefits provided to employees help
to contain labor and adminiétrative costs. For many employees,
group health insurance and other benefit plans'ére their only
form of protection or coverage. Taxation of health insurance

and other benefits will increase labor costs. Employees will
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demand higher salaries to cover the new tax, emplovers' admini-

strative burdens will be increased, and emplovers' FICA taxes
will be increased due to the inclusion of the benefits in
taxable compensation. Such taxation will tend to impede the

capital formation process for smaller businesses.

RECOMMENDATION. 12 Investment Tax Credits

.The Forum recognizes that Investment Tax Credits under
current law create disparities in the effective. tax rates
applicable to capital intensive and non-capital intensive
businesses. To create equality among taxpayers and stimulus
to small business, it is recommended that the Investment
Tax Credit be retained for both new and used qualifying
property acquisitions with an annual limitation on eligible
property of $250,000. Furthermore, the basis of depreciable
property should be reduced by one hundred percent of the
credit.

The current rules are the ptoduct of the 1981 tax
revisions. 1In its report, the Senate Finance Committee
stated that the liberalization of the investment tax credit
will be an effective way of stimulaﬁing capital formation,
increasing productivity and improving the nation's com-
petitiveness- in international trade.

Testimony takén”by the Senate Finance Committee and
House Ways and Means Committee in June' 1985, regarding

elimination of:the tax credit adduced the following:

(l) Capital intensive industries argued that
adopting the President's Proposal would

sacrifice U.S. competitiveness abroad, .
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would ihcreaéé costs of capital equipmeht,
and wéﬁld'decteasé cééh fiow.

(2) Chiéf executive 6fficérs of more 1aborA
intensive companies:argued repeal would
neithér4redﬁ¢e bhsinéSS'investment nér hafm

U.s. competitiveness;

The U.S. Chamber of Commerce in a June 1985 release
Adeclined to take a position on the President's Proposal
noting that its proviéions would reduce taxeﬁlfor some
industries while raising taxes for others.

In general, the President’'s Proposal'supports the
elimination of the investment tax credit in conjunction
with the adoption of a new Capital Cost Recovery System.
The proposal supports eliminating the credit based on
perceived flaws in the current system. The flaws include:
(1) the fact that the investmenf incentives are neither
systematically protected from in%lation nor allqcatéd
in a neutral or efficient manner (Example: investment
tax éredit reduces effegtive tax rates more during pefioas,"
of low inflation than in periods gf high inflatiqn);i |
(2) the tax credit is front-loaded, limiting its
attractiveness to stért—up, fast growing or currently
unprofitable businesses. The frontloading makes the

credit attractive for tax shelters redirecting resource
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and energy to the pursuit of tax raﬁher than economic
advantages leading to weakened economic growﬁh and
prdducfivity; and (3) repeal woﬁld simplify the‘tax
code through the e11m1nat10n of complex rules.

The Treasurv Proposal advocates the ellmlnatlon of
£he investment tax credit in conjunct;on with 1nf1at10n
adjustments in depreciation allowances, capital gains,
inventories, and interest income and expense., ‘This
adjustment for inflation, it is-argued, will eliminate
the need for, among other things, the investment;tax
credit.

However, the Forum believes that a reasonable dollar
ceiling on allowable investment tax credits would provide
small businesses with tax relief and at the same time
create neutrality of tax incidence between companies compet-

ing in different segments of our economy.

RECOMMENDATION 13 Research and Dewelopment Tax Credits

It is recommended that the President's proposal for
continuation of the Research and Development Tax Credit and
a more specific definition of those quallfylng expenditures
be fully supported.

The President’'s proposal recommends that the curfent credit
for the incremental research and experimentation be extended
for an additional three years (until Decemper 31, 1988), in
lieu of terminating on December 31, 1985, as called for

under current law.
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The proposal would also révise the definition of
qualified reéearch eligible for the credit in order to
target fesearch activities likely'to result in technological
innovations. The definition would focus on new or tech-
nologically improved products and processes in order that
research expenses would qualify for the credit only if
they relate to a process or experimentation encompassing
the evaluation of alternatives that involve a sefious degree
of uncertainty as to whether the desired result can be
achieved. The proposal also recommends that;gdditional
exclusions be examined and identified in order to prevent
non-innovative research expenses from qﬁalifying for the
vcredit.

The purpose behind the existing credit for research
and experimentation expenditures is to provide an incéntive
for creating technological innovations. Empirical evidence
supports the proposition that the current law provides a
valuable tax‘Benefit and incenti&e to small business in
the forﬁative'stages experiencing growth in ;esearch and
development activities.  The President's proposal recognizes
the value of the credit in accompiishipg this objective.
However, the President's proposal also-perceives that the
current provisionsva;e overly broad by allowing taxpayers
to-dlaim a credit for expenses eveﬁ though there is little

doubt as to the outcome of the procedure.

{
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RECOMMENDATION 14 Depreciation

It is recémmended,that:

The asse# life classifications and depreciation
rates proposed under CCRS be adopted, as the reduction
in depreciation would be largely offset by reductions
in corporate and individual tax rates.

The indexing of capital assets other than real
property should not be adopted due to the complex1tv
and uncertainty surrounding its- app11cat10n.

The present takx law as it applies to the ‘taxation
of capital gains and ordinary income, depreciation
recapture for real and personal property be retained.
Current law provides for an Accelerated Cost Recovery

System (ACRS) as adopted in 1981. ACRS generally permits
faster cost recovery and greater depreciation ded@ctions
than realized under pre-1981 law.

ACRS was introduced in large part to provide investment
stimulus that is essential for economic expansion. The
ACRS was adopted during a period of high inflation and in
order to maintain the real value of depreciation deductions.
The Senate Report stated, with rega;d to the adoption of:
ACRS, that reductions in'the real value of depreciation
deductions aue to high rates of infla%ion diminish the -
profitability of investments and discourage business from
"replacing old equipment with newer more modern assets.

" Commerce Department figureslindicaée that business
capital spending has recovered sharplf from the depths
it reached during the 1981-1982 recession. In 1984,
gross spending for»ne& plant and equipment was-$425;
billion, an increase of 20% from the $353 5illion that was

"spent during 1983. Additionally, investment spending

beyond what was needed to replace old-sttuctures_and
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equipment.rose even more dramaiically fr6m>$50'billion
in 1983 to $107 billion in 1984. Moreover, in the
eight quarters following the end of the 1982 recession;‘
outlays for producets; duréble eqUipment ihCreaéed by
$45 billion (measured in constant 1972 dollars) or by
41%. This reflects én annualvgréwﬁh rate of approximéteiy'
19%, which is far greater thanAfhé.B% grbwth réte realized
in a similar period following the 1975 recession. Many
commentators attribute this investment boom, in large
measure, to the ACRS and investment tax credit provisions
adopted in 1981.

The tax reform proposal would repeal ACRS in favor
of a Capital Cost Recovery Syétem {CCRS) , which would base‘
depreciation on the inflation aajusted cost of property
rather than on historical cost. Under CCRS, there would
be classes of property each with different recovery periods
and depreciation schedules. The depreciation schedules
" are based upon the declining bglénce‘raté switching to the
straight line method. Extended depreciable lives and
rates do not apbear to severely impact small businesses
due to reduction in corpofate and individual rates.

CCRS would adjust depreciation allowances forrinflatidn
by means of a basis adjustmedt. Under CCRS, after adjust-

ment for allowable depreciation in the prior vear, an
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assets unrecovered basis would be adjusted for inflation
during the currént year usingﬂan_appropriate government
price index. The applicable depreéiation rate would be
applied to the resulting adjusted basis. The inflation
adjustments would continue aﬁter the switch to‘thei_
straight line method. The Forum believes that indexing of
capital assets adds to the cqmple#ity and uncertaihty of
tax reform and should be limited to real property. Thevz
complexity of indexing is not justified for assets with
short useful lives but is justified for real estate assets
because of their substantially longer useful liveg’over
which inflation effegts are much more significant.

Under CCRS the asset's adjusted basis would be used
for purposes of computing gain or loss upon disposition
of the depreciable asset. BAll gains would be treated_as
ordinary income, with no preferential treatment under
current law. The Forum believes that the present law
sﬁould be retained as it applies to preferential treatment
of capital gains with existing recaéture provisions.

The tax refdrm proposals recommend changing to CCRS
for several reasons. First, in periods of low inflation
ACRS reduces tax rates on investments in depreciab1e assets
creating artificial incentives for investments in depreciable
property. These investment distortions, it is.argugd,
hquer economic efficiency and operate as an undeclared

government indastrial policy. Additionally, ACRS incentives
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are not distributed among depreciable assets in a neutral
or systematic manner. The proposal notes that there is a
substantially lower effective tax rate for machinery and
equipment than for structures, and goeS'oh to argue that a
more neutral cost recovery system would preserve incenti#es
while equalizing effective tax rétes across assets. Addi-
tionally, it is noted that ACRS has céntributedltb the’
growth of tax shelters by promoting substantial up front
deductions and the churning of assets.

The President's proposal advocates CCRS és a more neutral,
simplified and efficient system of depreciation. Neutrality
is said to be achieved through classifying'property on the
basis of economic depreciation and, with appropriate rates
and schedules, yields the same effective tax rate for all
depreciable assets. Simplification, it is noted, is
achieved by eliminating recapture and reducing the impact
or importance of existing complex rules.

RECOMMENDATION 15 Industrial Revenue Bonds (IDBs)

It is recommended that the President's proposal regarding
an early phase-out of the rules for industrial revenue
bonds be rejected. The phase-out scheduled under present law
should be retained. :

IDBs have become an important source of capital for
small businesses ih reéent years as traditional credit markets.
have become less accessible to them due to high and volatile
interest rates. In this economic climate, small businesses

have turned increasingly to IDBs as a source of financing

for growth and expansion. State programs providing funds
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for small businesses have also relied heavily on IDBs as
a primary source of funds.

A sunset provision,containéd‘in the Tax Reform Act of
1984 would eliminate the tax-exempt status for all small
issue IDBs by 1989. - This sunset provision was -the result
of Congressional and Treasury Department concerns that small
issue IDBs were inc;easingly being:useé by large businesses,
that they were being used to fund types of facilities less
deserving.of a federal subsidy, and that they were not in’
any way targeted to economically needy areas.

The tax reform proposals, as written, would répeal the
tax exemption .for all private-purpose bonds on January 1, 1986.
As a result, many contemplated projects would be cancelled
and there would be uncertain effects on projects under construc-
tion or subject to binding contracts.: Accordingly, the

phaseout schedule under the present law should be retained.

RECOMMENDATION 16 Cash Basis Method of Accounting

It is recommended that the cash basis method of accounting
be retained. S ' S : o

The cash Sasis.me;hod of accounting is a clear ‘and
consistent measure of taxable income for service orienteﬁ
organizations, which recognizes the ecogomic reality an
earnings and cash flow. Service organizations should not

be required to incur interest and finance charges in order

to pay taxes on uncollected receivables. The distinction
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and purpose of financial and tax'ACCOunting has not been
recognized in the President'é'proposal. Thus, the financial
conformity requirement‘fbr utilization of the cash method

of accounting fosters arbitrary competitive disadvantages
among organizations in the same.industry solely by virfue
‘of the unrelated non—tax»motivateq requirements of lenders
and equity investors. The proposal actualiybenc§ﬁrages
uninformative financial reporting. Furthermore, competitive
disadvantage also is created by the relative difference in
size of similar businesses. “

The cash method ofvaccounting does "clearly reflect
income" of a professional service organization. The
opportunitiesvto defer or to distort the income of a
service organizétion are circumscribed by business practices
and conditions of tﬁe marketplace for those services.
Salaries typically must be paid bi—weekly,.payables are
small, and no business‘is likelg to.forestall the cqlle;tioﬁ
of reégivables. The cash>metﬁod has béen a permissible
method of accounting fér decades because it affords |
simplicity and certainty to taxvzeporting.

Based onithe'foregoing analysis, the cash basis method
of accounting should be-retained. o

RECOMMENDATION 17 1Interest Expense Deduction

The Administration's proposal regarding limitations on
the deduction of interest expense does not adequately
address the potentially adverse economic impact on the real
estate development industry, nor.on manufacturers and sellers:
of consumer goods typically purchased on credit (i.e.,
automobiles and other durable goods). It is recommended that
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the political and economic side effécts of the proposal be
thoroughly analyzed and researched before enactment in its
present form.

.The,Administration's proposals-applicable to in&estment
and perSonal interest expensé are intehded‘to applybpfimafily
to limited investors in real estate tax shelters as well as
wealthy taxpayers who incuf iﬁdebtednééé to aééﬁire siénifiééﬁt
personal.assets, such as vacation hoﬁés. As the provisioﬁé
are not generally appiicable to ihtérest incurred iﬁ the |
conduct of a trade.or business, maﬁy small businesses will
not be impacted. With respéct to the indirect efﬁgqt on the
real estate industry, however, the interest pfovisions
| cannot be analyzed apart from the effect of other proposals
for reform. These other proposals would subject real
estate to the "at'risk" rules, significantiy extend the
recovery period of real property, aﬁd require reéapture of
prior cost reéovery deductidns. |

It is undoubtedly true that present law has, in:many
instaﬁces, encouraged the acquisition of real.property
at inflated vélugs by tax shelters in order to generate
a return to wealthy individuéls derived largely frqm the
tax benefits rather than the economic cénsiderations
of an inQestment. The ﬁajor fléw in the Administratioq's
analysis, however, is that it fails to addfess the
potentially adverse impact of the proposal oh thé ovepall
economy. The real estate deVelopment industry, which is

comprised of many small businesses, may suffer an economic



-62-

recession by a curtailment of the deductibility of interest
expense associated with commercial and residential real
property (in conjunction with the other proposals for
reform) .

The Government historically has sdbsidized-thé cost
of residential rental property in one form or another, either
through exemption of the "at risk" rules or by‘issuance of
tax exempt bonds. The associated escalation in the cost
of rental dwellings created by the Administration's pro-
posals, which may be politically and economicelly unacceptable
for low and m;ddle income fémilies, has not been analyzed
thorouéhly. Furthermore, the proposals do not take account
of the potentially adverse impact on the value of residential
real ptoperty presently held by investors and assigned as
collateral to financial institutions.

The Administration's proposal regarding the capitalization
of interest on self-constructed groperty is intended to provide
a better matching of revenues ané expenses by the recovery
of construdtiqn period interest'throdgh depreciation,
amortization, or cost of sales. The proposal peﬁalizes
small business and other taxpayers}‘howeQér} in that debt,
which is not specificaily attribtﬁableAto the asset‘uhder
construction, is first allbcafed.to those assets.  The
proposal fails to‘récognize that businesses typically incur
non-specific indebtednesé for purposes of‘carrYing the

costs of other assets, such as inventories and receivables,



as well as to finance the cost of other working capital
requirements. The Administration's proposalzcould result
in the capitalization of cost in excess of the asset's fair
" market value, or cost of acquisition from an unrelated |
party, solely by an arbitrary allocation of interest

on non-specific.indebtedness.. The proposal also does

not clearly define assets with a "long useful life" that
would be subject to the provisions. The proposal includes
those assets with a CCRS life of 5, 6 or 7 years. There are,
however, only six classes of CCRS lives under the;'
Administration's proposal for reform to recovery periods.

RECOMMENDATION 18 . Budget Deficit

The Forum is of the unanimous opinion that the primary
issue before Congress is the Budget deficit and not tax
reform. ’

The Forum participants expressed their views with an
apparent deep degree of urgency regarding the need for
céntrol of our budget deficit. VTax.reform is.secondary
to budgetary control and should be oné of the means to
help support—a sounder budgetary policy.

RECOMMENDATION 19 .Payroll Taxes

¥

It is recommended that the Federal Government address
increasing payroll-related costs of small employers and
recognize that any action increasing these costs would
further hamper the ability of small businesses to generate
new jobs and.to maintain the existing workforce.

Payroll taxes fund two popular social programs - Social
Securitv and Unemployment Compensation. These taxes work

a heavier impact upon smaller businesses since such businesses
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are generally labor intensive and a larger portion of their
total payroll is subject'té'theée taxes. 1Indeed, studies
have shown that for small buéinésses, pavroll taxes have made
up to 70 to 80 percent of their-taxes and in maﬁy cases up
to 100 percent of their ta#es. -

Over the last two decades small buéihesses have been
the primary creatois of new jdbs ih the U.S. ecbndmy.‘ Péonllt
taxes inhibit the creation bf such new‘jobs. These taxes
also increase costs for small businesses and interfere with
the maintenance of a stable wofkforce and effgctive competition.

E

RECOMMENDATION 20 Corporate Tax Structure

It is recommended that Congress adopt the following
corporate tax structure:

Taxable Income Tax Rate
$ 0- 50,000 15%
50,000-100,000 20%
100,000-150,000 25%
150,000-200,000 30%
Over $200,000 35%

The above structure will address two primary zones of .
potential economic expansion [(l) Successful small firms
with growing earnings of $25,06C—$100,000, and (2) more’
mature smali firms with earnings growing from $100,000 -
$300,000 in sales] where retained ‘earnings are the primary
source of expansion capital because outside sourcés of
capital are frequently inaccessible or unavailable on an
economic basis. The above schedule is modeled after the
House Ways and Means Corporate Tax Proposal of 1981 with

the top rate modified to 35% (as opposed to 34% in the
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original proposal). The primary features are doubling
brackees by stages and reducing tO'Fhe top rate-bf etages.

As the deficit is a preeminent concern of small business,
this propoeal:is designed to be revenue positive. By‘the
Forum's calculations, these changes would yield a revenue
increese‘of about $2.8 billion compered to‘the President's
proposal, if done immediately, and more than this if these
changes are phased in. The firms which will benefit by
this proposal are the proven job creators as deﬁqnst:ated
by the President's recent Reports on the State of*'small
Business.

RECOMMENDATION 21 FSC Export Income

It is recommended that small Foreign Sales Corporations
(FSCs) be allowed to calculate their export income for
tax purposes in the same proportion to total taxable income
as foreign sales bears to total company sales.

The United States deficit in the balance of trade with
other countries has been increasing at a significant rate.
The merchandise trade deficits in 1982 and 1983 were $42.7
billion and $69.4 billion, reepectively. Currently, meSt
export sales are made by large companies, while small firms'
capabilities to export remain underutilized. Ways should
be found to encourage small and medium-sized companiee to
export their prodicts.

In response to this need, the Domestic International
Sales Corporation (DISC) provisions of the Internal Revenue

Code and the newly adopted FSC provisions were drafted, in

part, to encourage small and medium-sized companies to export
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their producté. Ofiéqual‘importapce té new aﬁdvgmall firmg,_
is that suchltax ihcenti?és»must be drafted so as not to
create unwieldy and egonomieally bu;depsomé procedural ;gqﬁire—_
ments. Such burdens'tob often bar small aﬁd mediumfsized |
companies from,utilizing these proijion and dis;qg;agg_§egf,
ments of the-businegs communiﬁy from egploping_expor;;oppgyf
tunities. ‘ | | B

Congress and the Internal Revehue Se;vicé_must assure
that the new FSC provisions will maximize the;availability
of export incentives to small and medium-sized companies
and encourage them to export into foreign markets. By
adopting the above proposal small business FSCs could be
relievéd‘of tremendous administrative and record keeping
burdens.associated with the currently overly complex FSC
rules. The compliance burdens associated with such require-
_ments reduce the attractiveness of FSCs and inhibit export
sales expansion by small companieé.

RECOMMENDATION 22 Small FSC Rates

It is recommended that corporate tax rates for small
FSCs be established so as to encourage export sales among
small FSCs. This small FSC corporate tax rate should be
set at a substantial discount from domestic rates in order
to achieve the goal of increased small FSC export activity.
To be effective, this lower rate needs to be on the order
of half the domestic rate. ' .

Present rate differentials for small FSCs is not
sufficient to encourage fofeign exports by small business.

Exports are key to our current trade deficits rather than
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import restriétions, and small business represents a_
significant potehtialvfbt\incréaéed'exports.' Exporters
generally repteséhtvduf most competitive "sunshine” ;
industries with'pbﬁehfiél fdr‘growth invrevénuéé and
increased jbbé. o | o
Thfs'fecomhendatioﬁ Qduld eétab}ish a faVofablé tax
environment for small Féciéiport sales. Addilighéiiy
increases in small FSC foreign sales would assisg in having

a downward effect upon U.S. trade deficits.



Iv. SMALL BUSINESS ADMINISTRATION

RECOMMENDATION Supporting the Small Business Admintstration

The Forum strondgly supports the continuation and
strengthening of the U.S. Small Business Administration.

The policy of Congress which led to the establishment -
of the Small Business Administration can be stated as follows:

The essence of the American economic system

of private enterprise is free competition. Only
though full and free competition can free markets,
free entry into business, and opportunities for
the expression and growth of personal initiative
and individual judgment be assured. The preser-
vation and expansion of such competition is basic
not only to the economic well-being but to the
security of this Nation. Such security and well-
being cannot be realized unless the actual and
potential capacity of small business is encouraged
and developed. It is the declared poiicy of the
Congress that the Government should aiJ, counsel,
assist and protect insofar as is possible, the
interests of small business concerns in order to
preserve free, competitive enterprise . . .21/

The reasons supporting the original Congressional
authorization of the SBA remain true today.

The SBA has an impressive record of providing critical
.assistance to large numbers of small business owners and
operators. Small business assistance programs such as financial
assistance, procurement assistance/ and advocacy are vital
for new business development and continued economic prosperity.
"The SBA's record of economic accomplishments, in térms of
number of jobs created and revenuesigenerated far exceeds
the cost to the government and adds up to a convincing

22/
case for maintaining the agency."

.gl/ S. 408, 99th Cong., 1lst Sess. (February 18, 1985).

22/ s. Rep. No. 20, 99th Cong., lst Sess. {(March 28, 1985).
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EXHIBIT A

SMALL BUSINESS FINANCING TRENDS -

This brochure is intended to provide participants at the SEC
Government-Business Forum on Small Business Capital Formation
background material on trends in small business financing.
Statistics are provided for the ten-year period 1975 - 1984 for
all securities offerings reglstered under the Securities Act of
1933,

In Summary, the statistics indicate that:

° Both initial public offerings (IPOs) and
total registered offerings declined in 1984
compared to ‘the previous year. :

° The number of IPOs has been far more volatile
in recent years than either total reglstered
issues or the S&P 500.

° More than 85 percent of the IPO 1ssuers.;n
1984 had assets of $10 million or less and
over two-thirds had assets of $500 thousand
or less. :

° Underwriters reduced their gart1c1pat10n in
bringing small company IPOs to market in
1984. However, there was an increase in the
percentage of offerings brought to market on
an agency best-efforts ba51s.

° The Finance, Insurance and Real Estate
industries showed a significant increase in
IPOs in 1984. Together with the Manufacturing
and Service Industries, they accounted for the
bulk of IPOs. ;

All of the material presented (excluding Table 1) is derived
from the SEC's Registration and Offerings Statistics File, which

contains information on all registered offerings .since 1970.

This file is available to the public on magnetic tape for computer

. processing. Information on exempt offerings is available in a

publlshed SEC study, An Analysls of Regulatlon D.

For information on the Reglstratlon and Offerings Statlstxcs
File, the study of exempt offerings, or any of the data presented
in this brochure, please contact Robert E. 2Zweig in the SEC's
Directorate of Economic and Policy Analysis, (202) 272-2850.

Jeffry L. Davis
Director of Economic
- and Policy Analysis
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Table 1

NET SOURCES OF FUNDS FOR QORPORATE BUSINESS.L/
. 1975 -~ 1984
(Billions of dollars)

External
~ Year . | . Total Internal Total Secufities Other Sources
1975 ;157.0 ' $119.7 $ 37.3 $39.8 $ -2.5
| 1976 | 211.0 134.2 76.8 35.8 41.0
1977 254.1 157.4 96.7 32.3 64.4
1978 317.5 175.7 141.8 28.7 113.1
1979 345.2 188.8 156.4 19.5 136.9
1980 ©335.2 189.5 145.7 50.5 95.2
1981 364.2 | 230.4 133.8 23.7 110.1
1982 3094 | 234.3 - 75.0 45.2 . 29.8
1983 436.3 280.5 155.9 53.4 102.5
1984 $482.6 $334.8  $147.8 $-21.5 $169.3

&
1/ New financing less retirements for non-farm, non-financial corporations.

Source: . ' Table B-87, “"Sources and Uses of Funds," 1985 Econamic Réport of the President\
‘ and Flow of Funds Statistics, Board of Governors of the Federal Reserve System.

Prepared by: Directorate of Economic and Policy Analysis
U.S. Securities and Exchange Commission
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EFFECTIVE REGISTRATIONS FOR CASH SALE 1/

. Table 2

1975 - 1984

(Amounts in millions of dollars)

TOTAL ' REGISTERED' OFFERINGS

Number of Bonds, Debentures| Preferred Common All Other
Year Issues Total ‘ and Notes Stock Stock - Equity
1975 1,417 $40,239 $30,550 $3,089 $ 5,634 $ 966
1976 1,457 34,931 - 24,945 2,238 6,852 896
1977 797 - 31,713 21,898 2,387 5,902 1,526
1978 833 28,364 18,900 1,743 5,224 2,497
1979 - 873 34,883 24,439 1,942 5,643 2,859 .
1980. 1,629 63,535 - 42,534 3,239 11,184 | 6,578
1981 1,946 62,281 35,894 1,595 13,910 | 10,882
1982 1,875 70,092 42,599 4,744 12,900 9,849
1983 - 3,163 97,341 46,810 7,570 . 27,720 15,241 -
1984 - 2,401 .$84,763 $59,331 $4,125 | $ 8,025 $13,282
INITIAL PUBLIC OFFERINGS %/ -
Number of ' Bonds, Debentures| Preferred Cammon All Other
Year Issues Total and Notes Stock Stock Equity
1975 203 $ 1,257 § 205 $ 50 s 73 s 929
1976 229 1,265 267 0 163. 835
1977 216 2,167 723 30 118~ |- 1,296
1978 244 3,100 469 12 264 ' 2,355
1979 288 3,585 374 29 505 2,677
1980 584 8,623 1,210 4 1,249 | 6,160,
1981 | 998 14,659 1,475 12 2,977 | 10,195
1982 | 813 10,694 1,474 . -3 1,518 | 7,699 -
1983 1,589 25,312 3,334 ; 98 7,599 | 14;28I¢
1984'“’ 1,411 $20,065 $ 3,219 $ 263 $3,889 " | 512,694

1/ Includes U.S. bu51ness only.

‘Source:

Prepared by:

Registrations and Offerings Statistics File

U.S. Securities and Exchange Cammission

Directorate. of Econamic and POlle Analysis

: 2/ Initial Registered .Public Offering ("IPO") of securltles under the Securities Act of 1933.
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Figure 2

EFFECTIVE REGISTRATIONS FOR CASH SALE
(Value of Offerings: 1975 - 1984)
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Table 3

IPO COMMON STOCK BY ISSUERS' ASSET SIZE
: 1975 ~ 1984
(Amounts in millions of dollars)
‘ ASSET SIZE
$500,000 $500,001 $1,000,001 $5,000,001 $10,000,001
or to to to and Greater Total
Less $1,000,000 $5,000,000 $10,000,000

Year No, Amount No. | Amount No. Amount No. Amount No. Amount No. Amount

1975 | 14 |[$ 23.8| 0 [s§ 0 2 |s 18] 1 $ 0.8 6 s 46.3| 23 |s 73.5

1976 12 38.8 0 0 4 5.7 7 22.3 19 96.4 42 163.2

1977 30 53.4 4 5.0 7 - 16.5 7 26,0 7 17.3 55 118.2

1978 38 100.0 2 2.1 4 5.5 7 22.4 17 133.7 68 263.7

1979 54 182,0 15 43.8 11 50.2 9 53.6 20 175.0 109 504.6

1980 149 424.2 24 7l.§ 37 150.1 20 95,1 43 507.5 273 1,248.8

1981 | 269 1,112.3 34 123.8 120 484.6 43 330.8 78 925.9 544 2,977.4

1982 189 676.4 30 81.0 40 130.1 22 171,2 34 459.4 315 1,518.1

1983 462 1,704.6 51 228.0 124 775.4 77 &90,9 | 187 4,009.6 901 7,598.5

1984 487 $1,672.3 24 $ 69.9 84 |$ 755f0 36 $252.0 90 $1,139.6 721 '$3,888.8
Source: Registrations énd Offerings Statistics File '
Prepared by:  Directorate of'Econanic and Policy Analysis

U.S. Securities and Exchange Cammission
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Figure 3

INITIAL PUBLIC OFFERING INDEX
- (Number of Issues: 1974 - 1984)
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Table 4

VALUE OF TYPICAL COMMON STOCK IPO BY ISSUERS!' ASSET SIZE l/
' 1975 - 1984
(Millions of dollars)

..'[8..

Asset. Size
$500,000 , $500,001 $1,000,001 $5,000,001 $10,000,001
or to to to and
less $1,000,000 $5,000,000 $10,000,000 Greater
Year v
1975 $1.1 S0 $0.9 $0.1 $7.0
1976 1.0 0 1.1 2.7 5.0
1977 | 1.1 1.1 2.3 2.6 2.0
1978 | 1.2 1.1 1.4 3.0 7.0
1979 1.5 2.0 2.0 3.4 5.2
1980 2.0 1. 3.0 3.6 4.6 . 8.6
1981 Nz.e 3.6 3.5 6.6 8.6
1982 2.2 2.4 3.0 5.0 5.9
1983 2.5 3.0 4.2 1.5 | 13.0
1984 $2.0 $3.0 $3.2 B $4.9 s 8.1
1/ Median Offeting.
Source: Registrations and Offerings Statistics File

Prepared by: Directorate of Econamic and Policy Analysis
o U.S. Securities and Exchange Commission



Over $10 million
90 (12.5%)

: . Figure 4
ASSET SIZE OF COMMON STOCK IPO ISSUERS
1984
Number of Issues ' Value of. Issues

Over $10 million
$1,139.6 (29.3%) -

*% $1 million or less
1 $1,742.2 (44.8%)

$1 million or less
511 (709%) o vy $1 - 10 million -
; $1,007 (25.9%)

_28_



Table 5

SMALL COMPANY IPO ISSUES BY METHOD OF DISTRIBUTION 1/
. 1975 - 1984
(Millions of Dollars)

- Under\»rritt:enJ ‘ Agency Best Efforts Caupahy ‘Diret_:t ‘Total
Year No. - ____Amount No. Amount No. Amount No. Amount
1975 0 $ 0 0 $ 0 17 $ 26.2 17 $ 26.4
1976 7 24.4 0' 0 16 42.4 23 66.8
1977 16 43.4 2] 21,1 11 36.5 48 101.1
1978 | 13 27.8 30 76.3 8 26,0 -1 1 130.1
1979 31 142f1 47 ' 143;2 11 44,3 | 89. - 320.6
1980 [ 93 |  4a13.2. 17 | 261.5 20 | e6.5 | 230 741.2
1581 - 258 - 1,263.9 175 671.7 - 33 116.2 | '466 2,051.8
k- 1982 87 498.6 141 374.6 53 185.4 B 281 - 1,058,6
1983 387 2,717.0 240 604.2 85 267.8 712 3,589.0
1984 ‘ 222 $1,229.3 290 $990.3 119 . | $529.6 631 |.$2,749.2

_58_

1/ Offerings of common stock by issuers with assets of $10 million or less.
Source: Registrations and Offerings Statistics File

Prepared by: Directorate of Econamic and Policy Analysis
U.S. Securities and Exchange Cammission -



_ Figure §
o MfETHOD_ OF_’DVISTRIBUTION OF SMALL COMPANY IPO ISSUERSY

1975 - 1984
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Table 6

VALUE OF SMALL OOMPANY IPO ISSUES BY INDUSTRY y
. 1975 - 1984
(Amounts in mll1ons dollars)

All Manufacturinq Transportatlon , _ -Fiﬁanée

Agriculture " |Communication- |Wholesale .| Insurance

Forestry Mining and High Other and Utility Jand Retail| = and

and Fishing|Construction| Technology |Manufacturing| Service Trade Real Estate | Services
Year| No.|Amount| No. |Anount| No.| Amount | No. [Amount| No. |Amount [No.|Amount|No. |Amount | No.|Amount
1975 10s3.5| 10s 0.6/ ofs o 30s 190 1 (s 12|2fs 1.8 7s  A14.7 25 2.7
1976/ 0| © o] o | 4 18.00 2 | 1.3] 1 2.0 | 6| 7.6] s ,_9.3 5 | 28.6
1977( 1| 0.6 5 5.9] 10 28.1| 8 19.1| 2 1.1 | 4| 3.6] 10 17,9 8| 24.8
1978) 3| 3.6 6 6.8 19 34.6] 7 20,9 © 0 7| 16.2[ 7 546.1 2| 1.9
1978 o o 19 | s1.8| 26 63.0 6 17.5) 4 20.1 {10 | 19.7| 13 aé.iz 1} 72.1
1980 5 | 12.2 [ 56 | 186.8/. 60 180.5| 19 52.1| 16 65.8 (17 | 48.7 38 ;45.4f#;9.‘j 49.7
1981 6 | 15.0 | 141 | 669.3[101 477.1] 66 | 223.,5| 21 | 108.9 {37 | 113.8| 23 ';3iljiz31.7
1982 7 |.20.0 | 41 | 105.8] 44 135.7| 38 | 102.1| 19 52.6 |23 | 58.2{ 41  '._ t
1983 12 | 29.4 | 22 | 6034|157 | 1,001.0| 106 | 466.0] 42 | 210.7 {93 | 417.7 62 218 | 927.1
1984| 8 |$21.1 | 38 | $66,7|101 [$. 371.2[ 114 [$325.7| 43 s231.2 |57 |s228.5(111 159 [$470.4

1/ Offerings by issuers ‘of v'c'dmon' étock with assets of $10 million or less,

Source:

Prepared by:

Registrations and Offerings Statistics File

Directorate of Econamic and Policy Analys:.s ‘
U.S. Securities and Exchange Camussmn '

_gg-



Figure 6
SMALL COMPANY IPO ISSUERS BY INDUSTRY ¥
' 1984
AMOUNT
IN
MILLIONS
1,034
|
1,000 —
800
600
= "
400 —
326
231 ‘229
200 —
470
o]

Agriculture, Mining and Hi-Tech Other Transportation Wholesale Finance, Services

Forestry and Construction Manufacturing Manufacturing Communication and Retall insurance

Fishing and Utllity Trade and Real

Service Estate

1/ Offerings by Issuers of Common Stock with assets of $10 million or less.
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