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1981-82 MISCELLANEOUS TAX BILLS VIII

FRIDAY, JULY 24, 1981

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
COMMITTEE ON FINANCE,
Washmgton, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
2221, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood, Durenber er, and Matsunaga.

[Committee press releases, ‘the bills 531, S. 805, S. 1214, S.
1304, S. 1320, and S. 1369 and a joint committee discription of these
bills follow:]
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Press Release No. 81-153

PRESS RELEASE

FOR IMMEDIATE RELEASE ) COMMITTEE ON FINANCE
July 13, 1981 UNITED STATES SENATE
Subcommittee on Taxation
and Debt Management
2227 pirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SETS HEARING ON FIVE MISCELLANEOUS TAX BILLS

Senator Packwood, Chairman of the Subcommittee on .
Taxation and Debt Management of the Senate Committee on Finance,
announced today that the Subcommittee will hold a hearing on July
24, 1981, on five miscellaneous tax bills.

. The hearing will begin at 9:30 a.m. in Room 222) of the
Dirksen Senate Office Bullding.

The following legislative proposals will be considered
at the hearing:

S, 805-~Introduced by Senators Durenberger and Mitchell.
Would extend the exemption from taxation to dividends
recejved by life insurance companies from subsidiaries.

S. 1214--Introduced by Senator Boschwitz and others.
Would repeal the limitation on deduction of investmen
interest. -

S. 1304--Introduced by Senator Chafee and others. Would
extend the rules governing regulated investment
companies to certain business development companies.

S. 1320--Introduced by Senator Heinz. Would apply the
excise tax on trucks and certain truck tires on the sale
to the ultimate consumer and provide new rules for the
computation of the tax basis,

S. 1369--Introduced by Senator Huddleston. Would
ellmrinate the withholding tax on certain gambling
winnings. -

Requests to testify.--Witnesses who desire to testify at
the hearing must submit a written request to Robert E.
Lighthizer, Chief Counsel, Committee on Finance, Room 2227
Dirksen Senate Office Building, Washington, D.C. 20510, to be
received no later than noon on Monday, July 20E 1951,
wWitnesses will be not ed as soon as practlicable thereafter
whether it has been possible to schedule them to present oral
testimony. 1If for some reason a witness is unable to appear at
the time scheduled, he may file a written statement for the
record in lieu of the personal appearance. In such a case, a

witness should notify the Committee of his {nability to appear as
soon as possible.

Consolidated testimony.~-Senator Packwood urges all
witnesses who have a common position or who have the same general
interest to consolidate their testimony and designate a single
spokesman to present their common viewpoint orally to the
Subcommittee. This procedure will enable the Subcommittee to
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receive a wider expression of views than it might otherwise
obtain. Senator Packwood urges that all witnesses exert a
maximum effort to consolidate and coordinate their statements.

Legislative Reorganization Act.--Senator Packwood stated
that the Teglslative Reorganlization Act of 1946, as amended,
requires all witnesses appearing before the Committees of
Congress "to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief
summaries of their argument.”®

Witnesses scheduled to testify should comply with the
following rules:

(1) All witnesses must submit written statements of
their testimony.

(2) The written statement must be typed on letter-size
gager (not legal size) and at least 100 copies must
elivered not later than noon on Thursday, July
23, 1981.

(3) All witnesses must include with their written
statements a summary of the principal points
included in the statement.

(4) Witnesses should not read their written statements
to the Subcommlttee, but ought instead to contlne
thelr oral presentations to a summary of the points
included in the statement.

{5) Not more than five minutes will be allowed for the
oral summary.

Written statements.--Witnesses who are not scheduled to
make an oral presentation, and others who desire to present their
views to the Subcommittee, are urged to prepare a written
statement for submission and inclusion in the printed record of
the hearing. These written statements should be typewritten, not
more than 25 double-spaced pages in length, and mailed with five
(5) copies to Robert E. Lighthizer, Chief Counsel, Committee on
Finance, Room 2227, Dirksen Senate Office Building, Washington,
D.C. 20510, not later than Friday, Auqust 7, 1981. On the first
page of your written statement please indicate the date and
subject of the hearing.

P.R.#81-153



Press Release No. 81-15%

PRESS RELEASE

s —

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
'July gl, 1981 UNITED STATES SENATE
Subcommittee on Taxation
and Debt Management
2227 pirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
INCLUDES ADDITIONAL BILL
IN HEARING ON MISCELLANEOUS TAX BILLS

. Senator Packwood, Chairman of the Subcommittee on Taxation,

and Debt Management of the Senate Committee on Finance, announced
today that an additional bill will be considered at the Subcommittee's
hearing on miscellaneous tax bills scheduled for July 24, 1981.

In addition to bills already écheduled for consideration at
.the hearing, the following legislative proposal will be considered:

S. S31--Introduced by Senator Heflin. Would provide for a tax
credit for certain expenditures incurred in replacing pecan
trees destroyed by Hurricane Frederick 'in 1979.

Written statements--Witnesses who desire to make their views
on this additional bIIl known to the Subcommittee are urged to
prepare a written statement for submission and inclusion in the
printed record of the hearing. These written statements should be
typewritten, not more than 25 double-spaced pages in length, and
mailed with five (5) copies to Robert E. Lighthizer, Chief Counsel,
Committee on Finance, Room 2227, Dirksen Senate Office Building,
Washington, D.C. 20510, not later than Friday, August 7, 198l1. On
the first page of your written statement please IngIcate the date
and subject of the hearing.

P.R. #81-155



97TH CONGRESS : :
18T SESSION S ° 53 1

To provide a credit against Federal income tax for expenses involved in the
planting of pecan trces to replace pecan trees destroyed by Hurricane
Frederick.

IN THE SENATE OF THE UNITED STATES

FeBRUARY 24 (legislative day, FEBRUARY 16), 1981

Mr. HEFLIN introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

To provide. a credit against Federal income tax for expenses
involved in the planting of pecan trees to replace pecan
.Arees destroyed by Hurricane Frederick.

Be it enacted by the Senate and House of Representa-
‘tives of the United States of America in Congress assembled,
SECTION 1. CREDIT AGAINST INCOME TAX FOR PLANTING OF
| CERTAIN PECAN TREES.

(a) ALLOWANCE OF CREDIT.—That notwithstanding
any other provision of law, there shall be allowed as a credit

against the tax imposed by chapter 1 of the Internal Revenue

P I O Ot b W N =

Code of 1954 an amount equal to the product of—
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(1) $10, multiplied by-

(2) the number of pecan trees planted by the tax-
payer to replace pecan trees destroyed by Hurricane
Frederick during September 1879.

(b) LIMITATIONS BASED ON AMOUNT OF TAX.—

(1) IN GENERAL.—The credit allowed' by subsec-
tion (a) for a taxable year shall not exceed the tax im-
posed by chapter 1 of such Code for such taxable year,
reduced by the sum of the credits allowable under sub-
part A of part IV of subc;hapter A of chapter 1 of such
Code, other than the credits allowable under gections
31, 89, and 43 of such Code. For purposes of the pre-
ceding sentence, the term “tax imposed by chapter 1
of such Code” shall not include any tax treated as not

imposed by chapter 1 of such Code under the last sen-

"~ tence of gection 53(a).

(2) CABRRYOVER OF CREDIT.—If the credit allow-
able under subsection (a) for any taxable year exceeds
the limitation under paragraph (1), such excess shall be
carried forward to the succeeding 'taxable year and .
added to the credit allowable under subsection (a) for
such succeeding taxable year.

8 881l
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SEC. 2. EFFECTIVE DATE.
(a) IN GENERAL.—The provisions of this Act shall

apply to taxable years beginning after December 31, 1980,

and before January 1, 19886.

(b) PrE-1981 EXPENDITURES ALLOWED FOR 1981.—
In the case of the taxpayer’s first taxable year beginning
after December 31, 1980, this Act shall be applied by taking
into account the period beginning on Auéust 31, 1979, and.
ending on the last day of such first taxable year.
O

8. 831—is



97rH CONGRESS
18T SESSION o 80

To amend the Internal Revenue Code of 1954 relating to certain &ividends -
received by life insurance companies.

IN THE SENATE OF THE UNITED STATES

MARcH 26 (legistative day, FEBRUARY 16), 1981

Mr. DURENBERGER (for himself and Mr. MiTcHELL) introduced the following bill;
which was read twice and referred to the Committee on Finance

- A BILL

-To amend the Internal Revenue Code of 1954 relating to
certain dividends received by life insurance companies.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) the second sentence of paragraph (1) of subsection
(a) of section 804 of the Internal Revenue Code of 1954 (re-
lating to exclusion of policyholders’ share of investment yield)
is amended to read as follows: ‘“For purposes of the preced-
ing sentence, the policyholders’ share of any item shall be
that percentage obtained by dividing the policy and other

© W A &S Wt W W N

contract liability requirements by the sum of the investment
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yield and any dividends excluded from gross investment
income under subsection (b); except that if the pdlicy and
other contract liability requirements exceed the sum of the
investment yield and any dividends excluded from gross
income under subsection (b), then the policyholders’ share of
any 1tem shall be 100 percent

(b) Subsectlon () of section 804 of the Internal Revenue

Code of 1954 (relating to gross investment income) is amend-

“ed by adding at the end thereof the following new sentence:

‘“For purposes of this subsectioq, dividends shall not include
qualifying dividends (as defined in section 243(b) received by
an includible corporation within the meaning of section
504(a), as modiﬁed by section 243(b)(5).".

(c) Subparagraph (a) of paragraph (2) of subsection (b) .of
section 805 of the Internal Revenue Code of 1954 (relating
to current earnings rate) is amended to read as follows:

~ “(A) the sum of the taxpayer’s investment
yield and any dividends excluded from gross in-
vestment income under section 804(b) for the tax-
able year, by”. |

(d) The second sentence of paragraph (1) of subsection
() of section 809 of the Internal Revenue C}ode of 1954 (re-
lating to amount) is amended to read as follows: “For pur-
poses of the preceding sentence, the share of any item set

aside for policyholders shall be that percentage obtained by
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dividing the required interest by the sum of the investment

yield and any dividends excluded from gross investment
income under section 804(b), except that if the required inter-
est exceeds the sum of the investment yield and any divi-
dends excluded from gross investment income under section
804(b), then the share of any item set aside for policyholders
shall be 100 percent.”.

(e) The amendments made by this Act shall apply with
respect to dividends received in taxable years beginning after
December 31, 1980. '

o

8. M0i—in



97rH CONGRESS
18T SESSION . S. 12 14

To amend the Internal Revenue Code of 1954 to eliminate the limitation on the
interest deduction for interest paid or accrued on investment indebtedness.

IN THE SENATE OF THE UNITED STATES

May 18 (legislative day, APRIL 27), 1981

Mr. BoscHwiTz introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to eliminate the
limitation on the interest deduction for interest paid or
accrued on investment indebtedness.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

8 SECTION 1. REPEAL OF LIMITATION ON INTEREST ON IN-
k—ﬂ4& » VESTMENT INDEBTEDNESS.

5 (8) IN GENERAL.—Subsection (d) of section 163 of the

6 Internal Revenue Code of 1954 (relating to limitation on in-

7 terest on investment indebtedness) is repealed.
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2
(b) CONFORMING AMERNDMENTS.—

(1) Subsection (b) of section 703 of such Code (re-
lating‘ to partnership computations) is amended by
striking out paragraph (3) and redesignating para-
graphs (4) and (5) as paragraphs (3) and (4), respec-
tively. A '

(2) Paragraph (2) of section 1255(b) of such Code
(relating to gain from disposition of section 128 proper-
ty) is amended by striking out “163(d),”.

10 SEC. 2. EFFECTIVE DATE.
11 - The amendments made by this Act shall apply to tax-
12 able years beginning after December 31, 1980.

O
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97tH CONGRESS
18T SESSION S ° 1 304

To amend the Internal Revenue Code of 1954 with respect to the tax treatment
of business development companies.

IN THE SENATE OF"THE UNITED STATES

JUNE 2 (legislative day, JUNE 1), 1981
Mr. CHAFEE (for himself, Mr. DURENBERGER, Mr. SABBANES, and Mr. Baucus)
introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the tax treatment of business development companies.

Be it enacted by the Senaie and House of Representa-
tives of the United States of America in Congress assembled,
(a) IN GENERAL.—Subchapter M (relating to regulated
investment companies and real estate investment trusts) of
chapter 1 of subtitle A of the Internal Revenue Code of 1954
is amended by adding at the end thereof the following new.

a1 O Ot B W N

part:

84008 0—81—3
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“PART IV—-PROVISIONS WHICH APPLY TO

BUSINESS DEVELOPMENT COMPANIES
“Sec. 860A. Tax treatment of business development companies.
“SEC. 860A. TAX TREATMENT OF BUSINESS DEVELOPMENT
COMPANIES.

‘“(a) GENERAL RULE.—Except as otherwise provided
in this section, the provisions of .parts I and IIT of this sub-
chapter shall apply to a business -development company
which would be a regulated investment company but for the
requirements of section 851(&):' When used other than in this
part, the term ‘regulated investment company’ shall be
deemed to include a business development company to which
the provisions of parts I and III of this subchapter apply.

“(b) DEFINITION OF BUSINESS DEVELOPMENT COM-
PANY.—For purposes of this section, the term ‘business de-
velopment company’ means any domestic corporation (other
than a personal holding company as defined in section 542
withm}t regard to section 542(c)(8))—

“(1) which is a business development company

within the meaning of section 2(a)(48) (15 U.S.C.

802-2(a)(48)) of the Investment Company Act of 1940,

as amended (15 U.S.C. 80a-1—80b-2); or

“(2) which is a small business investment compa-
ny, licensed before July 1, 1980, under the Small

Business Investment Act of 1958, as amended (15 |

U.S.C. 661-696), or is so licensed on an application

S. 1304—Is
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filed not more than one month after the date such com-

pany is incorporated.”’

(b) CLErIiCAL AMENDMENT.—The table of parts for
subchapter M of chapter 1 is amended by adding at the end
thereof the following new item:

“Part IV. Provisions which apply to business development compa-
nies.”

(c) EFFecTIVE DATE.—The amendments made by sec-
tions (a) and (b) shall apply to taxable years beginning on or
after October 21, 1980.

@)
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97tH CONGRESS
18T SESSION o 1 320

To amend the Internal Revenue Code of 1954 to modify the excise tax on
trucks, buses, tractors, etc., and for other purposes.

4

IN THE SENATE OF THE UNITED STATES

JUNE 3 (legislat{ve day, JUNE 1), 1981

Mr. HEINZ introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to modify the
excise tax on trucks, buses, tractors, etc., and for other
purposes.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That this Act may be cited as the ‘“Motor Vehicle de Act of
1981”. '
SEC. 2. (a) Section 4061 of the Internal Revenue Code

L -~ T <, B N

of 1954 is amended by inserting the following at the end

thereof:
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“(c) SALES AFTER ENACTMENT OF MOTOR VEHICLE

Tax Act oF 1981.—The tax imposed by this section shall
not apply to articles sold by the manufacturer, producer, or
importer after the first day of the first taxable quarter which
commences more than 30 days after date of the enactment of
the Motor Vehicle Tax Act of 1981.”

(b) The chapter hesding for chapter 31 of subtitle D of
the Internal Revenue Code of 1954 is amended to read as
follows: ‘

“CHAPTER 31—RETAILERS EXCISE TAXES”

] Cliapﬁar 31 of such subtitle D is amended by insert-
ing the following immediately before section 4041:

“Subchapter A—Trucks, Buses, Tractors, Etc.

““Sec. 4001. Imposition of tax.

*“‘Sec. 4002. Articles classified as parts.
"“Sec. 4008. Exemptions.

“Sec. 4004. Determination of price.
“Sec. 4005. Use considered sale.
“Sec. 4006. Certain tax free sales.
“Sec. 4007. Registration.

“SEC. 4001. IMPOSITION OF TAX.
“(a) TRUCKS, BUSEs; TrAcTORS, ETC.—

“(1) TAx MPOSED.—There is hereby imposed
upon the first sale at retail of the following articles (in-
cluding in each case parts or accessories therefor sold

.on or in connection therewith or with the sale thereof)
a tax of 10 percent of the wholesale price of the article
(determined under subscction (c)), except that on and
after October 1, 1984, the rate gshall be 5 percent:

8. 1320—is



W O =9 A Ot B W N =

[ 2N <~ R - R . T - T . N e N e S T S S P Y
G A W N = O ® D a9 o e oo = 5

18

3

‘““Automobile truck chassis.

“‘Automobile truck bodies.

‘““Automobile bus chassis.

‘““Automobile bus bodies.

“Truck and bus trailer and semitrailer chas-
sis.

“Truck and bus trailer and semitrailer
bodies.

“Tractors of the kind chiefly used for high-
way transportation in combination with a trailer
or semitrailer.

A sale of an automobile truck, bus, truck, or bus trailer
or semitrailer shall, for the purposes of this subsection,
be considered to be a sale of a chassis and of a body
enumerated in this subsection.

“(2) EXCLUSION FOR LIGHT-DUTY TRUCKS,
ETC.—The tax imposed by paragraph (1) shall not
apply to a sale of the following articles suitable for use
with a vehicle having a gross vehicle weight of 10,000
pounds or less (as determined under regulations pre-
scribed by the Sec;'etary)—

‘““Automobile truck chassis.

‘““Automobile truck bodies.

‘““Automobile bus chassis.

“Automobile bus bodies.

8. 1320—is
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“Truck trailer and semitrailer chassis and
bodies, suitable for use with a trailer or semi-
trailer having a gross vehicle weight of 10,000
pounds or less (as so determined).

“(b) PARTS AND ACCESSORIES,—
“(1) Except as provided in paragraph (2), there is

hereby imposed upon the first retail sale of parts or ac-

cessories (other than tires and inner tubes) for any of

the articles enumerated in subsection (a)(1) a tax equiv-
alent to 8 percént of the wholesale price of the article
(determined under subsection (c)), except that on and
after October 1, 1984, the rate shall be 5 percent.

“(2) No tax shall be imposed under this subsection
upon any part or accessory' which is suitable for use
(and ordinarily is used) on or in connection with, or as
a component part of, any chassis or body for a passen-
ger automobile, any chassis or body for a trailer or
semitrailer suitable for use in connection with a pas-
senger automobile, or a h(;use trailer.

“(c) WHOLESALE PricE.—For purposes of the tax im-

posed under this section—

“(1) the wholesale price of an article taxable
under subsection (a) shall be deemed to be 90 percent

of the actual retail selling price of such article; and

S. 1320—is
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“(2) the wholesale price of an article taxable
- under subsection (b) shall be deemed to be 75 percent
of the actual retail selling price of such article.
“SEC. 4002. ARTICLES CLASSIFIED AS PARTS.

“For the purposes of section 4001, spark -.i)lugs, storage
batteries, leaf springs, coils, timers, and tire chains, which
are suitable for use on or in connection with, or as component
parts of, any of the articles enumerated in section 4001(a),
shall be considered parts or accessories for such articles,
whether or not primarily adapted for such use.

“‘SEC. 4003. EXEMPTIONS,

‘“(a) SPECIFIED ARTICLES.—The tax imposed under
section 4001 shall not apply in the case of any article speci-
fied in section 4063(a).

“(b) ExeMpT PARTS.—Under regulations prescribed by
the Secretary—

“(1) the tax imposed under section 4001(b) shall
not apply in the case of rebuilt parts or .accessories;
and

“(2) the tax imposed by section 4001(b) shall not
apply to the sale of any article on or in connection
with -the sale of a light-duty truck as described in sec-
tion 4001(a)(2) or which is sold for use by the pur-

chaser on or in connection with an automobile bus.

"8, 1320—is



10
11
12
18
14
15
16
17
18
19
20
21
22

28

24
25

© O T O X o W N =

21

6
“(c) ARTICLES TAxEp UNDER MANUFACTURERS

Excise Tax.—The tax imposed under section 4001 shall
not apply in the case of any article on which a tax was paid
under section 4081, as determined under regulations’ pre-
scribed by the Secretary. Such regulations shall specify
methods for identifying the articles which are exempt under
this subsection and may include methods for appbrtioning in-
ventory between articles which are exempt and articles
which are not exempt.

“SEC. 4004. DETERMINATION OF PRICE.

‘““(a) CONTAINERS, PACKING, AND TRANSPORTATION
CHARGES.—In determining, for the purposes of section
4001(c), the actual retail selling price for which an article is
sold, there shall‘ be included any charge for coverings and
containers of whatever nature, and any charge incident to

placing the article in condition packed ready for shipment,

_but there shall be excluded the amount of tax imposed by this

subchapter, whether or not stated as a separate charge. A
transportation, delivery, insurance, installation, or other
charge (not required by the foregoing sentence to be included)
shall be excluded from the price only if the amount thereof is
established to the satisfaction of the Secretary in accordance
with the regulations. There shall also be excluded, if stated
as a separate charge, the amount of any retail sales tax im-
posed by any State or political subdivision thereof, or the

8. 1330—is
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District of Columbia, whether the liability for such tax is

imposed on the vendor or the vendee.
“(b) CoNsTRUCTIVE SALE PRICE.—If an article is—
“(1) sold on consignment, or ’
“(2) sold (otherwise than through an arm’s length
transaction) at less than the fair market price,
the actual retail selling price for purposes of section 4001(c)
shall be computed on the basis of the retail price for which
such articles are sold, in the ordinary course of trade as de-
termined by the Secretary.

“(c) LEASES, PARTIAL PAYMENTS, INSTALLMENTS,
Erc.—The provisions of section subsections (c), (d), and (f). of
section 4216 and subsections (a), (b), (¢), (d)(1), and (dX2) of
section 4217 shall apply for purposes of this subchapter in
the same manner as such provisions apply for purposes of
chapter 32. |
“SEC. 4005. USE CONSIDERED SALE.

“If any manufacturer, producer, or importer uses an ar-
ticle (otherwise than as material in the manufacture or pro-
duction of, or as a component part of, another article taxable
under this subchapter), then he shall be liable for tax under '
this subchapter in the same manner as if such article were
sold at retail by him. In any such case, the actual retail sell-
ing price for purposes of section 4001(c) shall be computed on

the basis of the price at which such or similar articles are

8. 1320—is
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sold at retail in the ordinary course of trade, as determined
by the Secretary.
“SEC. 4006. CERTAIN TAX FREE SALES.

‘“(a) GENERAL RuLE.—Under regulations prescribed
by the Secretary, no tax shall be imposed under section 4001
on the sales of an article—

*(1) for export,
‘“(2) to a State or local government for the exclu-
sive use of a State or local government, or
“(8) to 8 nonprofit educational organization for its
exclusive use,
but only if such exportation or use is to occur before any
other use.

“(b) ProOF OF Exrpnr.-—Where an article has been
sold free of tax under subsection (a) for export, or for resale
by the purchaser to a second purchaser for export, subsection
(a) shall cease to apply in respect of such sale of such article
unless, within the 6-month period which begins on the date of
the sale (or, if earlier, on the date of shipment), the seller
receives proof that the article has been exported.

“(c) DEFINITIONS.—For purposes of this section—

“(1) The term ‘export’ includes shipment to a pos-
session of the United States.
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“(2) The term ‘State or local government’ means
any State, any political subdivision thereof, or the Dis-
trict of Columbia.

‘“(8) The term ‘nonprofit educational organization’
means an educational organization described in section
170(b)(1)(AXii) which is exempt from income tax under
section 501(a). The term also includes & school operat-
ed as an activity of an organization describéd in section
501(c)(8) which is exempt from income tax under sec-
tion 501(a), if such school normally maintains a regular
faculty aqd curriculum and normally has a regularly
enrolled i)ody of pupils or students in attendance at the
place where its educational activities are regularly car-
ried on.

“(d) RETAIL SELLER RELIEVED FrOM LiaBILITY IN
CERTAIN CasES.—In the case of any article sold free of tax
under this section (other than a sale to which subsection (b)
applies), if the retail seller in good faith accepts a certification
by the purchaser that the article will-be used in accordance

with the applicable provisions of law, no tax shall thereafter

-be imposed under this subchapter in respect of such sale by

such retail seller.
“SEC. 4007. REGISTRATION.
“(a) GENERAL RULE.—Except as provided in subsec-

tion (b), section 4006 shall not apply with respect to the sale

8. 1320--1s
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of any article unless the retail seller, the first purchaser, and
the second purchaser (if any) are all registered under this
section. Registration under this section shall be made at such
time, in such manner and form, and subject to such terms and
conditions, as the Secretary may by regulations prescribe. A
registration under this section may be used only in accord-
ance with regulations prescribed under this section.
~ “(b) EXCEPTIONS.—
‘(1) Subsection (a) shall not apply to any State or
. local government in connection with the purchase by it
of any article if such State or local government com-
plies with such regulations relating to the use of ex-
emption certificates in lieu of registration as the Secre-
tary shall prescribe to carry out the purpoée of fhis
section, ‘

“(2) Subject to such regulations as the Secretary
may prescribe for the purpose of this section, in the
case of any sale or resale for export, the Secretary
may relieve the purchaser or the second purchaser, or
both, from the requirement of registering under this
section. »

“(3) Subparagraph (a) shall apply to purchases )
and sales by the United States only to the extent pro-

vided by regulations prescribed by the Secretary.

8. 1320—is
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“(4) The provisions of this section may be ex-
tended to and made applicable with respect io, the ex-
emptions provided by section 4003{a) and section

4003(b)(2) to the extent provided by regulations pre-

scribed by the Secretary.

“Subchapter B—Special Rules.”

(c) Section 4221(e) of such Code is amended by adding -
the following new paragraph at the end thereof:

“(7) Tires aAND TuBES SoLp FOR USE ON VEHICLES
TaxaBLE UNDER SECTION 4001.—Under regulations pre-
scribed by the Secretarf, the taxes imposed under section
4071 shall not apply to any article which is sold for use by
the purchaser, or by any subsequent purchaser, on any article
described in section 4001(a)(1).”

(d)(1) Paragraph (1) of section 6412(a) of such Code (re-
lating to floor stocks refunds) is amended—

(A} by striking out “4061(a)(1),”’; and
(B) by striking out ‘““TRUCKS, TIRES” in the para-
graph heading and inserting in lieu thereof “TIRES”. )

(2) Section 6412(c) of such Code is amended by striking
out “4061, 4071,” and inserting in lieu thereof “4071".

(e)(1) Section 6416 of such Code is amended by striking
out “chapter 31 (special fuels)’” in paragraph (1) of subsection

(a) and substituting ‘““chapter 31 (retailer’s excise taxes)".

S. 1320—is
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(2) Section 6416(b)(1) of such Code is amended by in-

serting “‘or by section 4001” after “by chapter 32"

(8) Section 6416(b)2) of such Code is amended by
adding the following at the end thereof: “The tax paid by a
retail seller under section 4001 in respect of any article shall
be deemed an overpayment if the tax did not apply to such
article by reason of section 4003 or if such article was sold
free of tax by reason of section 4006.

(4) Section 6416(h) is amended by inserting “(or the
retail seller in the case of the tax imposed under section
4001)” before “may be identified”’ and by inserting “(or
under section 4001)” after “‘under chapter 32"".

(N(1) Section 209(c)(1) of the Highway Revenue Act of
1956 is amended by—

(A) inserting “‘and under section 4001(a)(1) (retail-
er’s excise tax on truqks, buses, etc.)” before the semi-
colon at the end of subparagraph (C); and

(B) inserting “and 4001(b)” after *“4061(b)” in
subparagraph (H).

(2) Section 209(c)(3) of such Act is amended by—

(A) striking out ‘““4061(b)” and substituting
“4001(b)”’ in subparagraph (A); and

(B) striking out “4061" and substituting *“9001"
in subparagraph (B).
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(3) Paragraph (4) of section 409(f) of such Act is amend-
ed by striking -out subparagraph (A) and by redeéiggating
subparagraphs (B) and (C) as subpargraphs (A) and (B),
respectively.

SEc. 3. The amendments made by section 2 of this Act
shall take effect on the first day of the first taxable quarter
which commences more than 30 ddys after date of the enact-
ment of this Act.

O
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To amend the Internal Revenue Code of 1954 to eliminate the withholding of
certain gamnbling winnings.

IN THE SENATE OF THE UNITED STATES

JUNE 15 (legislative day, JUNE 1), 1981

Mr. HunpLESTON introduced the following bill; which was read twice and
referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to eliminate the
withholding of certain gambling winnings.

L

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) subsection (g) of section 3402 of the Internal Reve-
nue Code of 1954 (relating to extension of withholding to
certain gambling winnings) is hereby repealed.

(b) The amendment made by this Act shall apply to pay-
ments of winnings made after the date of enactment of this

Act.
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DESCRIPTION OF TAX BILLS

(S. 805, S. 1214, S. 1304, S. 1320, AND S. 1369)
SCHEDULED FOR A HEARING
BEFORE THE

SUBCOMMITTEE ON TAXATION. AND
DEBT MANAGEMENT

OF THE

COMMITTEE ON FINANCE
ON JULY 24, 1981

BY THE STAFF OF THE

- JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this pamphlet have been scheduled for & pub-
lic hearing on July 24, 1981, by the Senate Subcommittee on Taxation
and Debt Management.

There are six bills scheduled for the hearing: S. 805 (relating to
dividends received by life insurance companies), S. 1214 (relating
to repeal of the limitation on the deduction of investment interest),
S. 1304 (relating to the tax treatment of business development com-
panies), S. 1320 (relating to imposing the excise tax on trucks at the
retail level), S. 1369 (relating to elimination of withholding on certain
gambling winnings), and S. 531 (relating to an income tax credit for
planting of certain pecan trees). .

The first part of the pamphlet is a summary of the bills. This is
followed by a more detailed description of the bills, including present
law, issues, an explanation of the provisions of the bills, and effective
dates. The estimated revenue effects are not yet available.
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I. SUMMARY

1. S. 806-—Senators Durenberger and Mitchell
Dividends Received by Life Insurance Companies

Under present law, certain dividends from subsidiary members of an
affiliated group of corporations,may be fully deducted from income
by the member corporation receiving the dividend. Otherwise, 85 per-
cent of dividends received by one corporation from another may be
deducted (Code sec. 243). Life insurance companies are taxed on that
Fortion of the company’s investment income not allocated to policy-

holders. Dividends constitute investment income subject to this alloca-
tion and the company is entitled to a dividend received deduction with
respect to that portion of dividends included in taxable investment in-
come (Code secs. 804 and 809).

Under the bill, dividends from a subsidiary corporation received
by a life insurance company that are eligible for the 100-percent divi- -
dend received deduction would not be subject to the allocation applied
to other investment income and would be fully deductible. The
amendment would apply to dividends received after December 31, 1980.

2. S. 12_14-Senat(;r Bosch“‘ritz
Repeal of Limitation on Interest on Investment Indebtedness

Under present law, interest paid or incurred with respect to prop-
erty held for investment generally may be deducted only to the extent
of net investment income plus $10,000 of other income. Net investment
income in general consists 6f income from interest, dividends, rents,
royalties, and short-term capital gain from the disposition of invest-
ment property, less expenses connected with the production of invest-
ment income (Code sec. 163(d)).

The bill would repeal the limitation on the deductibility of invest-
n;)%nt interest, effective for taxable years beginning after December 31,
1980.

3. S. 1304-~Senators Chafee, Durenberger, Sarbanes, an
Baucus -

Tax Treatment of Business Development Companies

Under present law, regulated investment companies are permitted
to deduct dividends paid to their shareholders if they satisfy certain
statutory requirements. In general, to qualify as a regulated invest-
ment company, a corporation must register under the Investment
Company Act, derive its income from dividends, interest and the sale
of stocks and securities, and meet certain investment diversification
requirements.

(2)



32

3

Inrorder to register under the Investment Company Act, & corporation -
must have more than 100 sharehelders or must be making or. presently
pr{)})osing to make a public offering. o
nder the Small Business Incentive Act of 1980 (PL. 96-477),
certain investment companies providing capital and managerial as-
siStance to small businesses may elect to be treated as “buginess devel-
opment companies” in lieu of registering under the Investment Com-
Pa’lll{ Act. N
' The bill would permit these “business development companies” to
qualify for the conduit tax treatment ap{ﬁicable to regulated invest-
-ment companies. In addition, the bill would permit certain small busi-
ness investment companies with fewer than 100 shareholders and not
proposing to make a Eublic offering to qualify for such treatment, The
bill would be applicable to taxable years beginning on or after Octo-

ber 21, 1980.
4. S. 1320—Senator Heinz
Modification of Excise Tax on Trucks and Tfuck Pdrta

Under present law, manufacturers excise taxes are imposed at a 10-
percent rate on heavy-duty trucks, highway tractors and their related
trailers and semitrailers and at an 8-percent rate on truck parts and
accessories (Code sec. 4061). A manufacturers excise tax is imposed
on tires and tubes (Code sec. 4071). ‘

The bill would impose the excise taxes on heavy-duty trucks, ete.,
and on truck parts and accessories at the retail level. In addition, the
bill would provide for regulations to exclude from the excise tax on
tires and tubes articles that are sold for use on trucks, highway trac:
tors and their related trailers and semitrailers. The amendment would
apply to sales.on and after the first day of the first taxable quarter
commencing more than 30 days after enactment.

5. S. 1369—Senator Huddleston

Elimination of Income Tax Withholding on Certbiﬁ. Gahtbiina
Winnings -

Under present law, proceeds from certain wagers are subject to with-
holding at & 20-percent rate. Withholding is not imposed with respect
to winnings from slot machines, keno, or bingo, and winnings subject
to withholding generally must exceed $1,000 and be 300 times ‘the
amount wagered (Code sec. 3402(q) ). o

The bill would repeal the provision for withholding on gamb_hpg
winnings. It would apply to amounts won after the date of enactment.

6. S. 531—Senator Heflin
Tax Credit for Planting of Certain Pecan Trees

Present law allows taxpayers to take deductions for uninsured busi-
ness losses and for certain uninsured casualty losses. In general, this
deduction cannot exceed the adjusted basis of the property destroyed.
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In addition, capital costs incurred in bringing fruit-bearing trees to
the income-producing stage have been held to qualify for the invest-
ment tax credit.

The bill would provide a $10-per-tree tax credit for planting pecan
trees to replace pecan trees that were destroyed, in September 1979,
by Hurrican Frederick. The credit would be available for planting
expenses incurred after August 31, 1979,
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II. DESCRIPTION OF BILLS
1. S8, 805—Senators Durenberger and Mitchell

Dividends Received by Life Insurance Companies

Present law

Intercorporate dividends

Under present law, a dividend received by a corporation is generally
includible in gross income, but the recipient corporation generally is
allowed a deduction for 85 percent of the dividend. If a corporation
which is & member of an afliliated group of corporations?® receives a
dividend from another member of the group, the deduction allowed
the recipient generally is increased to 100 percent. A member corpora-
tion in an affiliated group is eligible for the 100-percent deduction for
dividends received only if the affiliated group so elects and certain
other requirements are met.

Investment income received by life insurance companies

Present law relating to life insurance companies applies to both a
“stock” company (i.e., & corporation owned by its shareholdersz) and
to a mutual life insurance company (i.., a comﬁany is owned by its
policyholders). A life insurance company, whether a stock company
or a mutual company, is generally taxed on its income at the regular
corporate rates. Because of the nature of life insurance, specigl rules
a'pxly in computing life insurance company taxable income.

life insurance company’s taxable income does not include that
percentage of the comﬂany’s investment yield deemed to be set aside
to meet policy and other contract liability requirements for policy-
holders (the policyholders’ share of investment yield). The percentage
of the total investment yield which is deemed to be set aside to meet
policy and other contract liability requirements is ap(FIied to each and
every item of investment yield, including a dividend. The remainder
of the item of investment yield is the company’s shares of the item,
and is taken into account in determining life insurance company
taxable income.

In the case of a dividend, the 85-percent or 100-percent deduction
for dividends received is allowed only for the company’s share of
the dividend. The remainder of the dividend is excluded from' life
fiqsg(liange compahy taxable income as the policyholders’ share of the

ividend. ‘ SRR

! In general, an affillated group of corporations includes all corporations con-
- nected through stock ownership with a common parent corporation if at least 80
percent of the voting stock of each corporation (other than the parent.corpora-
tion) is owned by other corporations in the group. For certain of the income tax
rules, including the determination of the tax rates applied to the taxable income
of each member corporation, an afiiliated group of corporations is treated as a
single taxpayer. ® ' :
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Dividends paid by insurance companies

Under present law, a dividend paid by a corporation (including a
stock life insurance company) to a shareholder generally is not allowed
as a deduction to the corporation and is includible in the gross income
of the shareholder, subject to the partial dividends-received exclusion
for individuals ? and the dividends-received deduction for corpora-
tions. However, a dividend paid by a life insurance company (whether
a stock company or a mutual company) to a policy holder generally is
allowed as a deduction, within limits,® to the company.

Issur.

The issue is whether dividends received by a life insurance com-
pany from an affiliated corporation should be allocated solely to the
company’s share of investment yield and deducted in full, so that other
inconie will be allocated to the excludable policyholders’ share of in-
vestment yield.

Explanation of the bill

The bill provides that if a life insurance company is entitled to the
100-percent deduction for dividends received, dividends received from
affifiated corporations will be allocated solely to the company’s share of
investment yield. Under present law, the life insurance company would
be allowed to deduct the full amount of the dividend jn computing tax-
able income.

Under the bill it is intended that the allocation of such dividends
only to the company's share of investment yield generally would have
the effect of requiring an offsetting reallocation of other investment
yield from the company’s share to the policyholders’ share of invest-
ment yield. Under present law, the investiment yield so reallocated to
meet policyholder requirements would be excluded from life insurance
company taxable income.

Effective date

The bill would be effective for qualifying dividends received from
?ﬁgtl)ated corporations in taxable years beginning after December 31,
980.

Revenue effect
The estimate of the revenue effect of the bill is not yet available.

*For 1981 and 1982, individuals may exclude from gross income up to $200
($400 for a joint return) of dividends and interest income received from do-
mestic sources. After 1982, the exclusion reverts to prior law, under which the
exclusion applies only to dividends and jg limited to $100 ($200 for a joint
return).

*The deduction for dividends to policyholders is generally altowed against
the excess of the company’s gain from operations over its taxable investment
income, plus $250,000. Taxable investment income is the company’s share of
investment yleld with certain adjustments.
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2. S. 1214—Senator Boschwitz

Repeal of Limitation on Interest on Investment Indebtedness

Present law

In the case of individuals, interest paid or accrued on indebtedness
incurred with respect to property held for investment may be de-
ducted only to the extent of the taxpayer’s net investment income and
certain expenses exceeding rental income from a net lease plus $10,000
of other income ($5,000 in the case of a separate return by a married
individual). For this purpose, investment income includes dividends,
interest, rents, royalties, and net short-term gain attributable to the
disposition of investment property. However, it includes no amount
derived from conducting a trade or business. For example, salary in-
come from a closely held corporation is not investment income. Before
applying the limitation, investment income must first be reduced by ex-
penses got-her than interest) directly connected with its production.
Disallowed investment interest is carried forward to succeeding tax-
able years subject to the limitation on deduction in the carryforward
year (Code sec. 163(d)3. -

The limitation on deducting investment interest was originally
enacted in the Tax Reform Act of 1969 in order to prevent mismatch-
ing of income and deductions and possible conversion of ordinary
income into capital gain. For example, an individual could borrow a
substantial amount to purchase stock which returned small current
dividends but with potential capital appreciation. Income from the in-
vestment was deferred and could later be realized as capital gain when
the stock was disposed of. Meanwhile, interest on the indebtedness
could be deducted currently to offset salary or other income of the
taxpayer.

Issue :

The issue is whether the limitation on the deductibility of invest-

ment interest should be repealed.
Explanation of the bill

The bill would repeal the limitation on the deduction of investment
interest. -

Effective date

The repeal would apply to taxable years beginning after Decem-
ber 31, 1980.

Revenue effect
The estimate of the revenue effect of the bill is not yet available.

(n
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3. S. 1304—Senators Chafee, Durenberger, Sarbanes, and
Baucus

Tax Treatment of Business Development Companies

Present law

A regulated investment company is permitted a deduction for
capital gain dividends and ordinary income dividends paid to its share-
holders if it meets several tests. Among other requirements, a regu-
lated investment company must be a domestic corporation other than
a personal holding company. Morcover, it either must be registered
with the Securities and Exchange Commission at all times during the
taxable year as a management company or unit investment trust under
the Investment Company Act of 1940, or it must be a common trust
fund or similar fund which is not included in the term “common trust
fund®” under the Internal Revenue Code and which is excluded by the
Investment Company Act from the definition of investment company
(Code sec. 851(a)). In order to register under the Investment Com-
pany Act of 1940, a corporation must have at least 100 stockholders or
must be making or presently proposing to make a public offering.

Under the Small Business Incentive Act of 1980 (P.L. 96-477),
certain investment companies providing capital and managerial assist-
ance to small business may clect to be treated as “business development
companies” in lieu of registering under the Investment Company Act.

A small business investment company operating under the Small
Business Investment Act of 19358 is eligible to be treated as a regulated
investment company if it meets the applicable requirements, including
tho requirement of registering under the Investment Company Act.
Thus, it may qualify as a regulated investment company only if it has
more than*100 shareholders or is making or presently proposing to
make a public offering.

Issue

The issue is whether the provisions applicable to regulated invest-
ment companies should be extended to business development com-
panies without having to meet the requirements of registration, as
well as to small business investinent companies with fewer than 100
shareholders and not proposing to make a public offering.

Explanation of the bill

Under the bill, a “business development company” (as defined in
the bill) would not be prevented from qualifying as a regulated invest-
ment. company by the fact that the company did not register under
the Investment Company Act. The bill defines a “business develop-
ment company” as a domestic corporation other than a personal hold-
ing company that is (i) a “business development company” under
the Investment Company Act as amended by the Small Business

(8)
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Incentive Act- of 1980 or (ii) a small business investment company
licensed before July 1, 1980 under the Small Business Investment
Act of 1958 or licensed on an application filed within one month of
its incorporation.

The bill would have two main effects. First, it would enable a com-
pany clecting to be treated as a “business development company” under
the Investment Company Act to qualify as a regulated investment
company notwithstanding the fact that it does not register under the
Investment Company Act.

Second, it would aﬁow certain small business investment companies
to qualify as regulated investment companies notwithstanding that
such companies did not register under the Investment Company Act
and did not have at least 100 shareholders and were not making or
presently proposing to make a public offering.

Effective date _
The bill would be effective for taxable years beginning on or after
October 21, 1980.
Revenue effect
The estimate of the revenue effect of the bill is not yet available.

! Generally, a closed-end company which has elected to be regulated under the
Small Business Investment Incentive Act of 1980.
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4. S. 1320—Senator Heinz

Modification of Excise Taxes on Trucks and Truck Parts

Present law

Utider present law, an excise tax is imposed on heavy-duty trucks,
highway tractors and their related trailers and semitrailers sold by
the manufacturer or importer (including parts or accessories sold
thereon) (Code sec. 4061(a)(1).! The tax 1s 10 percent (5 percent
after September 30, 1984) of the manufacturer’s or importer's selling

rice.
P Present law imposes an excise tax on parts and accessories (other
than tires and inner tubes) sold by the manufacturer or importer for
trucks, highway tractors and their related trailers and semitrailers
(Code sec. 4061(b)).? The tax is 8 percent (5 percent after Septem-
ber 30, 1984) of the maufacturer’s or importer’s selling price.

Present law also imposes an excise tax on tires and inner tubes sold
by the manufacturer or importer. The amount of tax is 9.75 cents a
pound for highway tires (4.875 cents a pound after September 30,
1984), 1 cent a pound for laminated nonhighway tires, 4.875 cents a
pound for other nonhighway tires, 5 cents a pound for tread rubber
(no tax after September 30, 1984), and 10 cents a pound for inner tubes
(9 cents a pound after September 30, 1984) (Code sec. 4071).

The revenues from the excise taxes on trucks, truck parts, and tires,
tubes, and tread rubber go into the Highway Trust Fund (through
September 30, 1984, under present law).

Issues

The main issues presented by the bill are whether the excise taxes on
trucks and truck parts should be changed from a manufacturers ex-
cise tax to a retailers excise tax and the related tax administrative and
collection issues involved in such a change. Another issue is how, in
view of the bill’s proposed repeal of any excise tax on tires and tubes,
the excise taxes on tires and tubes on trucks should apply.

Explanation of the bill

Tax on trucks and truck parts

Under the bill, the present manufacturers excise tax on heavy-duty
trucks, highway tractors and their related trailers and semitrailers
would be replaced by a retailers excise tax on those articles. Thus, the
tax would be collected when an article is first sold at retail rather than

!Trucks having a gross.vehicle weight of 10,000 pounds or less are exempt
from the tax, as are truck trailers, and semitrailers of such welight (Code sec.
4081 (a) (2)).

* Parts and accessories are exempted if sold for resale by the purchaser on or
in connection with the first retail sale of a light-duty truck (Code sec. 40683 (e)).

(10)
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when sold by the manufacturer. The amount of tax would be 10
percent of 90 percent of the actual retail selling price of an article.
Actual retail selling price is defined to include any charge for cover-
ings, containers ans packing, and to exclude the amount of this tax,
the amount of any State or local retail sales tax (if stated separately),
and appropriate charges for transportation, delivery, insurance or
installation.

Under the bill, the present manufacturers excise tax on truck parts
and accessories would be replaced by a retailers excise tax on those
articles. The amount of tax would be 8 percent of 75 percent of the
actual retail selling price (determined as in the preceding paragraph)
of an article.

The bill would not change the reductions in tax rates which are
scheduled for these excise taxes under present law. On and after
October 1, 1984, the retailers excise tax on heav -duty trucks, etc.,
would be 5 percent of 90 percent of the actual retail selling price, and
the retailers excise tax on truck parts and accessories would be 5 per-
cent of 75 percent of the actual retail selling price. .o

Tax on tires and tubes on trucks

The bill provides for regulations under which the manufacturers
excise tax on tires and inner tubes would not apply to any tire or inner
tube which is sold for use by the purchaser (or any subsequent pur-
chaser) on a truck, highway tractor or a related trailer or semitrailer.

Effective date

The retailer excise taxes provided by the bill would replace the
present manufacturers excise taxes on heavy-duty trucks, etc, and on
truck parts and accessories beginning on the first day of the first tax-
able quarter which commences more than 30 days after the date of
enactment.

Exemption of certain tires and inner tubes from the manufacturers
excise tax on tires and inner tubes would also take effect on the first
day of the first taxable quarter which commences more than 30 days
after the date of enactment. :

Revenue effect
The estimate of the revenue effect of the bill is not yet available.
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5. S. 1369—Mr. Huddleston

Elimination of Income Tax Withholding on Certain Gambling
Winnings
Present law

In certain circumstances, proceeds from wagers are subject to in-
come tax withholding at a rate of 20 percent (Code sec. 3402(q? ). The
general rule is that gambling winnings are subject to withholding if
the proceeds exceed $1,000 and are at least 300 times as large as the
amount wagered. However, special rules apply to winnings from cer-
tain types of wagers.

Proceeds of more than $5,000 from wagers placed with State-con-
ducted lotteries are subject to withholding. In addition, proceeds of
more than $1,000 from (1) a wager placed in a sweepstakes, wagering
pool, or non-State-conducted lottery, or (2) a wagering transaction
In a pari-mutuel pool with respect to horse races, dog races, or jzi
alai, 1f the amount of such proceeds is at least 300 times as large as
the amount wagered, are subject to withholding.

Withholding is not imposed in the case of winnings from a slot
machine, keno, or bingo.

- Every person who is to receive a payment of gambling winnings
subject to withholding is required to furnish the payor with a state-
ment containing his name, address, and taxpayer identification num-
ber. The payor of gambling winnings is required to file Form W-2G
(reporting of payment of gambling winnings) with the Internal
Revenue Service,

Background

The Tax Reform Act of 1976 required the IRS to report to the
House Committee on Ways and Means and the Senate Committee on
Finance on the operation of the present reporting system as applied
to winnings from keno, bingo, and slot machines, and to make a rec-
ommendation whether or not such winnings should be subject to
withholding. In a report issued in December 1980 (“Compliance in
Reporting Gambling Winnings”), the IRS recommended, among
other things, that the existing withholding floors be lowered to $600;
that withholding be requireﬁ on winnings of $1,500 or more from
keno: and that withholding be required on winnings of $1,200 or
more from bingo and slot machines.

Issue
The issue is whether withholding on garbling winnings should be
-eliminated.
Explanation of the bill
The bill would repeal the provisions for withholding on gambling
winnings,
Effective date
The bill would apply to payments of gambling winnings made
after the date of enactment.
Revenue effect
The estimate of the revenue effect of the bill is not yet available.
(12)
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6. S. 531—Senator Heflin
Tax Credit for Planting of Certain Pecan Trees

Present law

Under present law, a corporation may deduct the amount of prop-
erty losses sustained during the taxable vear which are not insured
or otherwise recoverable (sec. 165). An individual may deduct the
amount of an unrecoverable loss incurred in a trade or business, in a
transaction entered into for profit, or (subject to a $100 floor per oc-
currence) as a casualty or theft loss (sec. 165(0)?.
~ In the case of partial loss caused by casualty, the amount of the loss

equals the difference between the value of the property immediately
preceding the casualty and its value immediately thereafter (Treas.
Reg. § 1.165-7(b) ). However, the deduction cannot exceed the prop-
erty’s adjusted basis (sec. 165(b)). If business or income-producin
property is completely destroyed, the amount deductible is the adjuste
basis of the property (Treas. Reg. § 1.165-7(b)).

The Internal Revenue Service has held that the costs of trees and
other capital costs incurred in their development become eligible for
the investment tax credit when they have reached the income-produc-
ing stage.! ]

Issue

The issue is whether taxpayers whose pecan trees were destroyed
by Hurricane Frederick, in September 1979, should be given a tax
credit for replacing those trees.

Explanation of the bill
The bill would provide taxpayers with a nonrefundable tax credit
for expenses involved in the planting of pecan trees for the purpose of
replacing pecan trees destroyed in September 1979 by Hurricane
" Frederick. The amount of the credit would be $10 per pecan tree.
Excess credits could be carried forward (o succeeding taxable years.

Effective date

The credit generally would be available to taxpayers in taxable
years beginning after December 31, 1980, and before January 1, 1986.
However, in the case of a taxpayer’s first taxablc year beginning after
December 31, 1980, the credit would be available for expenses in-
curred after August 31, 1979.

Revenue effect
The estimate of the revenue effect of the bill is not yet available.

1 Rev. Rul. 63-104, 1965-1 CB28, as clarified by Rev. Rul. 66-183, 1966-2 CB47.
(13)
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Segator Packwoobp (chairman), presiding. The hearing will come
to order.

We will take S. 531, first, because Senator Heflin has to testify.
We will start with S. 531.

Our first witness will be Hon. Howell Heflin.

Senator.

STATEMENT OF HON. HOWELL HEFLIN, U.S. SENATOR, STATE
. OF ALABAMA

Senator HEFLIN. Mr. Chairman, I appreciate your placing this on
the bill and allowing us to go ahead at this time.

I will try to make our testimony short.

The bill I am in support of here today is simple and straightfor-
ward. What this bill would do is to allow a credit against income
tax for planting pecan trees in south Alabama and in Mississippi
and Florida that were destroyed by Hurricane Frederick, in Sep-
tember 1979.

I am sure, Mr. Chairman, that each member of this committee
recalls that the gulf coast was devastated by Hurricane Frederick
in September 1979, and one group which was particularly hard hit
was the Alabama Pecan Growers.

We have explored all possibilities, but we can find no Federal aid
program that will enable this industry to get back on its feet.

Accordingly, during the 96th Congress, I introduced a bill, S.
1900 which would have given special tax relief to all fruit and nut
growers who suffered damages because of the whims of nature such
as floods, fires, or storms.

At a hearing on this measure, the administration spoke in oppo-
sition to it basically because it would impact on the symmetry of
the tax code.

Thus, because of this problem and because the cost of the bill at
that time was estimated at $20 million, per year, that particular
measure did not move forward.

In a spirit of compromise, and to provide at least some measure
of relief for these small family businesses, I introduced S. 531, this
Congress.

Basically, this bill would allow persons who lost pecan trees, a
tax credit of $10 for each tree that was destroyed in the hurricane
if a tree was planted by the taxpayer to replace the destroyed tree.

The cost of pecan trees in the market around Mobile, in Florida,
and Mississippi, and that area is ag roximately $10 per tree.

Thus, a $10 tax credit will enable the pecan grower to at least
recover the cost of initial planting of the tree. It does not even
approach the cost to nurture the tree and bring it into full produc-
tion which takes a period of 8 to 10 years, but at least it would
provide some resources to get the trees in the ground at the earli-
est possible date. . ,

Last year, fewer than 10 percent of the trees that were destroyed
were replaced, primarily because the pecan growers, mostly on
smalll family farms, just don’t have the funds to purchase new trees
to plant.

lpunderstand that still today, there are fewer than 10 percent of
those that have replaced their trees. Only 144,000 trees were de-
stroyed by the hurricane. Even if every single tree was replaced
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and the tax credit claimed, the maximum amount of tax loss under
this measure would be about $1.4 million.

In actuality, I would think it would end u{» being a maximum
loss of tax revenues of under $1 million. Most likely, the actual tax
loss will be considerably less, as I said. Thus, it is really not a
significant amount of money for the National Treasury to absorb.

The bill is significant, however, in that it may enable the crip-
pled pecan industry of south Alabama and Florida and in Missis-
sippi to get back on its feet and once again to be.a tax-producing
in ustlgi‘

Mr. Chairman, I hope that the members of this subcommittee
v}/lill 1geﬁl compassion for these small business persons and approve
this bill.

I might point out, Mr. Chairman, that at the time of this devas-
tating storm, there was no such thing as crop insurance for pecan
growers. _

Since newly enacted legislation does bring pecan and other fruit
and nut trees under the Federal crop insurance programs, this
would be a one-time, nonrecurring disaster.

In the future, insurance will be available to offset these kinds of
losses. 1 mi%ht say that there was no insurance on the private
sector available or in the public sector available.

Because of this special situation, I believe that special legislation
is appropriate and I urge my colleagues to support this bill.

I would like to introduce at this time, Hon. Dan Miller, the
president of H. M. Tims Pecan Co. of Mobile. He is a member of
the Alabama Pecan Growers Association and a member of the
board of the Federated Pecan Growers Association and a member
of the board of the Pecan Distributors Association and vice presi-
dent of the National Pecan Shellers and Processors Association.

He has been in the an business for over 18 years. It is a
pleasure to present Mr. Miller at this time.

STATEMENT OF DAN MILLER, MEMBER OF THE BOARD OF DI-
RECTORS, ALABAMA PECAN GROWERS ASSOCIATION, BALD-
WIN COUNTY, ALA.

Senator PAckwoobp. Mr. Miller, it seems to me you wouldn't have
time for anything but pecans if you were involved in all of that.
Let me say this to you and to all of the witnesses. Your state-
ments, in their entirety, will be in the record. We are operating
under a 5-minute rule for witnesses. I will say quite honestly to
ou, unless I hold you to that, we will not finish these hearings
fore we go off for a series of votes that will probably start around
10:30 to 10:45 and we will not be able to keep anybody here to hear
witnesses. '

Mr. Miller.

Mr. MiLLER. Thank you, Mr. Chairman. :

I want to Kgrlsonally thank you too, for allowing us to testify this
morning. I think you might find, too, that your constitutents in the
filbert industry and the lawland industry in Oregon might be sup-
portive of our bill.

Senator PAcCkwoop. They were supl;:ortive. They have talked to
me about this. We have not had the hurricanes you had, but they
realize the same type of a thing could happen to them.
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Mr. MILLER. Absolutely. Again, thank you very much.

As Senator Heflin told you, we have submitted a lengthy testimo-
ny on February 29, 1980. Mr. Tany Brazil, president of the associ-
ation at that time, gave that testimony. I have a copy of it that I
would like to introduce as part of our testimony today.

Senator Packwoob. It will appear in the record.

[Material to be inserted.]

84-808 O-—-81—4¢
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Statement of Mr. Taney Brazeal

Mr. Chairman, Members of this Committee. On behalf of the
Alabama Pecan Growers Association, I thank you for the opportunity to
provide testimony calling your attention to certain facts and circum-
stances relevant to'your consideration of Senate Bill 1900.

We call.you attention specifical}y to the plight of the pecan
growers of South Alabama, Nortﬁwest Florida and the Mississippi Gulf
Coast who were wiped out by Hurricane Frederic Sept. 12, 1979. However,
this legislation would provide similar relief to owners of fruit and
nut trees throughout the country who are subject also to beconing victims
of natural disasters.

Ice storms could destroy apples, cherries and peaches in such
states as Virginia, North Carolina and Georgia. Windstorms could once
again destroy the filbert trees in Oregon as they did in the early 1960's.
Hail storms and freezes also bring devastation to growers. The pecan
growing industry itself spreads along tﬁe Gulf-COast, across the south
and intp the west and central regions of the nation.

Hurricane Frederic swept across this coastal area at recorded
winds of up to 150 miles per hour and although fortunately, the deaths
were few the devastation was almost beyond belief. wWhereas most hurricanes
leave a narrow path of severe destruction in the wake of the eye, Hurricane
Frederic's eye was flattened to a width of about 50 miles. Along that
broad path from Pensacola, Florida to Pascagoula, Mississippi area, the
xﬁport was the same--destruction that was soon to be valued in the billions
of dollars.

It is expected that when the final figures are in months, and
perhaps even several years from now, Hurricane Frederic will prove to be

éhe costliest hurricane in history from the standpoint of property damages



and cost of cleanup operations. .

The damages throughout the path of Hurricane Prederic were so
varied, so severe and, in many cases, so long lasting, that we would not
begin to cite them all. Neither do we suggast‘thnc it was the pecan growers
alone who suffered irreparably from the disaster. However, as we shall
point out later in this testimony, the pecan growers are unique in that they
suffered so much loss of future production and that they found themselves
with no compensation for severe lossess, and no means of replacing them.

The damage to the pecan growing industry was both in terms of
the dollar value in the area and also the impact on the individual pecan
growers. Alabama is the third largest pecan producing state in the nation
and 808 of that production is in South Alabama, primarily Baldwin and
Mobile County.:

First, let us look at the over all economic impact of Hurricane
Frederic on the pecan industry in South Alabama. John Boutwell and
J. lavaughn Johnson, economists with the Alabama Cooperative Extension
Service, Auburn Univetsif{ prepared just such an assessment in October 1979.
Because this is the major known study of the impact available to us and
because we are quoting from it so extensively in this testimony, we are
attaching to this statement a copy of the compl;te report.

Boutwell & Johnson assessed the total direct impact of the
loss in the two Alabama counties of Baldwin and Mobile at $36.8 million.
They issessed the loss of the 1979 pecan crop alone at more than $10.4
million and the cost of the cleanup operation at $7.9 million. Their
assessment of ‘loss in property was $18.5 million a figure we consider to
be very conservative since it was based on an average value of only $140

per tree which is a low value.
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When the value of the trees was approached using-real estate
appraisal values, the total loss would be much greater, Using average
values cited by Larkin H. Harris, a real estate appraiser, and included
in Boutwell-Johnson report, the loss of property would be closer to
$40 millién. That property los; figure would raise the total direct
impact to $58.3 million, a substantial impact in such a small geograph-
ical area when it is taken into consideration that the figure is only for
one phas;-of the South Alabama economy.

In addition to the direct impact, Boutwell & Johnson found that
the disaster had a number of secondary effec:s.'

Because commercial pecan production requires the use of special-
ized, expensive machinery and equipment both for maintenance and harvest,
there is a secondary economic effect on.the machinery industry. Farm
machinery dealers in the two counties were averaging sales in pecan equip-
ment of $350,000 per year plus an additional $150,000 a year in repair
and maintenance of equipment. They report $300,000 of this business|lost
in 1979 with little or no market for pecan equipment until production is
resumed at the eariiest iﬁ 1987 and more likely in 1991. This secondary
effect is greater for following years because of the trend toward use of
modern farm machinery.

Boutwell & Johnson report another loss of some $1.7 million in
1980 to the chemical industry because of the loss of sales in chemical
insecticides, fungicides and herbicides. They project that chemical sales
to the pecan industry will not reach 1979 levels again until the year 2005.
Fertilizer and lime sales are expected to slowly increase but since max-
imum levels of use do not occur until the tree is 15 yo 20 years old, it

will remain at low levels also until 2005.
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The other secondary economic effect cited by Boutwell & Johnson
is labor. The pecan industry uses two types of labor. Production labor
during the growing season was valued at $528,000. Harvest labor estimated
at $615,000. "More important than the magnitude of this loss is the sector

..——of the economy that it affects.", they reported. .“The majority of this
hand labor comes from low-income families. Pecan labor income greatly
anrea;cs their spendable incoxme during the harvest months. The money
they earn is spent quickly so it affects an immediate boost to the local
economy."

There is also a very significant secondary effect not included
in Boutwell & Johnson report. That is the pecan shelling and processing
industry which has built up in Mobile and Baldwin County based'on,thc high
quality nut general to this area and the early harvest dxzz_;iong the
Gulf Coast. Without the source of supply of nuts on which this growing
industry was based, there will be a very high secondary effect on this
industry. Although it is too early to project accurately the dollar loss,
our discussions with leaders in this industry indicate it will be substantial.

Another examp;e of a tertiary effect will be that on some
industries based on the pecan industry which then expanded into related
fields. One pecan shelling and processing industry located in Baldwin
County primarily because of the pecans. From there, it branched out to
include a large business of importation of Brazil nuts through the port
of Mobile. Without the pecan basis on which this industry was built, we
do not yet know what will happen to the import segment of that operation.

The loss of the 1979 crop valued at $10.4 million is a substan-
tial impact alone. In reaching that figure, Boutwell & Johnson found that
farmers had already spent $3 million on the 1979 crop, or a total of

about $275 an acre. In arriving at those figures, the Auburn economists
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took into account such items as depreciation and intcr;st on equipment.
They concluded that "out-of-pocket costs are higher".

In making their study to assess the loss, Boutwell & Johnson
found that Baldwin and Mobile County pecan farmers in general grow a better
_ variety of pecan than in other areas of Alabama. That, coupled with the
fact that their pecan crop generally comes in aboui two weeks ahead of the
rest of the state, accounted for an av;rage price in these two counties
that was higher than the rest of the state.

Boutwell & Johnson found that clean up costs alone would
reach at least $7.9 million. The cost of the clean up per acre ranged
from $300 to $600 and depended on whether trees had to be completly
removed or cut back.

As we indicated earlier, the damage to pecan‘orchardz was severe
and extensive. How severe? Boutwell & ;Johnson report that 758 of all the
pecan trees in Mobile County and 55% of those in Baldwin County were blown
down and completely destroyed. The total acres of pecan trees completely
destroyed in both counties was 11,050 acres.

Another 4,500 acres in the two counties was so severely damaged
as to require heavy pruning which may or may not save those trees. How
successful that operation will ba cannot be known for perhaps another five
years. The percantage of the pecan orchurds severely damaged was 30% in
Baldwin County and 158 in Mobile County.

The reason for the difference in severely damaged trees is that
higher percentage of the trees in Mobile County were completely destroyed.

Only 108 of the trees in Mobile County and only 15% of those in
Baldwin County escaped with minor MQe. The acreage involved in minor

damage was 800 acres in Mobile County and 1650 acres in Baldwin County.
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It is the loss of production from the destioyed pecan trees that reflects
80 well the real casualty to pecan growers. Boutwell & Johnson assessed
that loss in these two counties alone at $110.9 million. That is a very
conservative estimate. We believe losses are even higher.

The factor which makes this estimate so conservative is use of
70¢ per pound as the value of lost production for all years from 1980 to
2000. The 70¢ per pound represents the five year average for the Alabama
Gulfcoast. However, the 1979 prices had already been fairly well established
at 85¢ per pound before the hurricane. The last year that prices in Baldwin
and Mobile Counties were as low as 70¢ a pound was 1977. With the prevailing
inflation rates, the continually healthy demand for pecans, and the unusually
high quality of the Gulfcoast pecans it would be reasonable to expect that
the price per pound for nuts would have been far greater in the coming years
than the old 1977 price.

By simply applying tée 1979 value 6! 85¢ to the years 1980-1999
with no £;ctor for price increases (assuming that operating costs most likely
would also rise proportionately) we arrive at anticipated production loss of
$134.6 million.

We have discussed here the damage in terms of dollars and the
damage in terms of trees and acres. But the greatest impact is that on
the individual farmers. The people.

There is noct enough time nor space to cite all of the examples
of how this disaster has impacied on individual pecan growers. We would
like to mention a few random examples. -

Attached to this report is a newspaper report of the damage to
the pecan orchard of George B. Xlumpp of Baldwin Coﬁnty. Total destruction

of four orchards containing more than 1,500 mature trees.
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18-A—Press Register  wevi, semay. sent. 1. 779

EXTENSIVE CROP DAMAGE RECORDED - Hurricane Frederic,
which left a path of destruction in Baldwin County Wednesday night,
took a high 1oll on area croplands. Pecan grower George B '‘Berne¢’
Klumpp said the bigh. winds totally destroyed his four orchards which
contained more than 1.500 mature trees. (Motile Press Register
photo bv Graham Heath). -

Entire pecan groves were destroyed by Hurricane Frederic.
The photograph abocve from the Mobile Press Register, Sunday, Sept. 16, 1979,
only four days after the hurricane, tells the story of the plight of one

pecan grower.
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leslie Hatchett of Grand Bay in Mobile County owned 3,500 peca,
trees ranging in age from 4 to 100 years. He lost 2,255 trees for a real
casualty loss to him of some $755,000.

Another pecan grower in Baldwin County recently told of his
plight. "For 29 years I've built up my pecan orchards for me and my children.
Now it is all gone. Now I've got nothing and no place to go. 1I'm forced to
abandon our life's program.“ This pecan farmer does not have the funds to
replant. No; does he have the 10, 15 or 20 years to wait to re-establish
production.

The loss has been great for pecan growers of all income groups.
An older, black farmer in Baldwin County some years ago proudly planted
pecan trees. He described his work to another farmer down the road:
"Look there young man. See them trees. Me and my boys set them out straight
as can be. That's my retiremant. The boys can have the farm but those pecan
trees are for m; in my old age.” Now, most of his pecan trees are down and
he has no way to recover that loss nor any income :o'look forward to in the
future. Since planting the pecans for his oid age, he has since lost his
sight adding to the bleak future for this man who had tried to plan ahead.

It is the cost and difficulty of getting back into production,
both in terms of dollars and years, that is a major problem in the seemingly

hopeless situation of the pecan growers devastated by Hurricane Frederic.

_-Here we are not talking about one year's cash crop--although that was a

$10.5 million loss for 1979 alone. There are several factors at work. They
include the cost in time and money to xeélant and re-establish orxchards, the
infla;ion factor along with the growing interest rate which severely affects
the pecan growers ability to finance this long term operation, and even the

availability of nursery stock to replant even if all the other factors were



not present.

Boutwell & Johnson project that even if these difficulties were
overcome that it would be the year 2000 before pecan production in these
two South Alabama counties again reaches the 12.3 million pounds expectéd
to be harvested in 1979. (Incidentally, the estimate for the 1979 crop
destroyed can be considered highly accurate because the full grown nuts
were well established on the trees and harvest was only a few weeks away
80 that growers alre;dy knew the expected production.)

Boutwell & Johnson's estimate of the year 2000 to regain
production was based 2,500 new plantings in 1979, and 5,000 new plantings
in, 1980 and 5,000 more in 1981. Based on our obser.ation of planting in
1979 and what we have been told to expect for 1980, we are well behind the
ptojectea schedule. We will be well in the 21st Century before pre-hurricane
Frederic production is reached again in Baldwin and Mobile Counties.

A pecan is not expected to begin production, according to
Boutwell & Johnson, until about the eighth yeax.. Some will require up to
the twelfth year before reaching full production. This means that pecan
growers must plant, maintain, fertilize, spray and, in general, manage a
pecan orchard for from eight to twelve years before they may expect a crop.
Not only is that cost high, it represents operating funds which must be
financed. It represents, pushing off into unknown economic waters with no
reliable charts for inflation or interest rates for the years ahead.

The competition for financing today is, perhaps, the major
factor in any business enterprise. Withﬁincreasing pressures for consumer
financing and other relatively short-range financing, the pecan grower is
at a disadvantage in the money market place. With prime lending rates as
of February 22, 1980 at 16.5%, the future for financing a farming operation

which requires eight years to begin production is even more bleak. A rate
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of 18 to 20 percent on a 90-day charge account, high as that is, is one
thing. But 18 to 20% a year for eight years for a pecan grower is eco-
nomically prohibitive., Given those kinds of expectations, today's Baldwin
and Mobile County pecan grower might well have a better chance of striking
oil or gas on his land than of establisghing a profitable pecan orchard.

Boutwell & Johnson have determined that the dal;y in planting
caused by the lack of available transplants makes the re-establishment of
the Gulfcoast pecan industry quite costly: They estimate that replanting
of the 144,000 destroyed pecan tress cannot be completed before 1985. 1In
fact, we are running behind that schedule already.

They break down costs into establishment (meaning initial planting,
etc.}) and annual maintenance until nuts are harvested in year eight following
planting. Their projected costs per acre for establishment ranges from
$511 per acre for 1979 to $823 an acre for 1984 -on close spacing of 32' to
40' and from $374 per acre in 1979 to $728 an acre in 1986 for wide spacing
of 30' to 60'. Using wide spacing wili require two additional years to
replant the same number of trees as close séacinq.

Maintenance costs are estimated at from $232 per year per acre
for the first year for cloée spacing to $452 for the eighth year or 1986.
For wide spacing, they project maintenance costs per acre of from $153 for
1979 to $298 for 1986. The 1979 costs were derived from actual budgets.
Costs for following years include anticipated 10% inflation factor.

Projected costs for Mobile and Baldwin Counties for 1980 to 1986

1

accordihq to Boutwell & Johnson is $24.4 million to restablish 6,135 acres.
That cost includes tree replacement and maintenance to bearing age. At
the closer spacing anticipated for re-planting, the 6,135 acres would re-

establish the 144,000 trees destroyed in the hurricane.
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The economists project an average cost per acre of $3979 and an
average cost per tree using 24 trees to the acre spacing of $166 per tree.
Again, this is a conservative projection because inflation factors raise
the cost per acre each year and if planting does not follow the schedule
then total costs will rise. For example, the cost per acre rises for $2516
in 1980 to $4452 by 1986. These costs do not include a charge for land
or management.

The projected replacement rate, based on maximum availabilicy,
ranges from only 100 acres for 1980 to up to 2100 acres in 1986. Replanting
of 100 acres in 1980 means in practical terms, that perhaps one of the many
pecan growers in Baldwin and Mobile Counties could find enough transplants
to replant. Please note, for example, that in this data updated in January
1980, that they now figure replacement on the basis of only 2400 trees for
1980 instead of the 5,000 estimated in October, 1979. The lack of avail-
ability of transplants is a serious factor.

{Please note an apparent disérepancy in the number of trees
expected to be replanted in the year 1980. Most tables in the Boutwell &
Johnson study set that figure at a high of 5,000. However, Table ll on
Page 25, treats the replanting on a more realistic basis of 2,400-for
198G based on availability. The reason for the apparent discrepancy is that
the authors in January updated that table and it has been substituted in
the report for the earlier one. To avoid any more confusion than necessary,
we have continued to use his 5,000 tree replanting schedule for all other
discussions and tables except for the one recently updated on cost of
re-establishment. Note general remarks throughout the testimony calling
attention to the fact that planting is not on shcedule.

The plight of the South Alabama pecan farmer today is a hopeless

one. No trees, no insurance (none was available), no money to replant, in
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many cases not enough time left in a person's working years to replant,
and not enough nursery trees available if growers could afford them.

As this committee meets today, bulldozers are leveling off pecan
orchards, families are thrashing about the problems of what to do. For too
many of them, the answer is fast becoming that of selling equipment for
whatever they can get out of it. The personal impac¢t not only of the loss
but of the question of what to do is also taking its toll. Pecan growing
is frequently a family operation that spans two or more generations. The
distress of one Baldwin County family is multiplied when the sons, who
have been doing the pecan growing, decide to sell out the equipment and
give it up and the elderly mother still owns the land tries desperately to
hold on.

Pecan growing is very much a family operation. We know that from
our first hand personal knowledge of the industry and the statistics reaffimrm
it as well. 1In fact, Boutwell & Johnson found that in Mobile County there
are more acres in home orchards than in commercial pecan production. The
economists found approximately 5,000 acres of orchards were home owned and
farmed as compared to 3,000 acres of commercial orchards. The ratio of home
owned orchards in Baldwin County was less with 3,000 acres of home owned
orchards compared to 8,006 acres of commercially grown pecans. The total
acreage for both counties shows a very high percentage of home owned with
8,000 of 19,000 acres or 42us of all acres besing home owned. (See Table #1,
Page 3, Boutwell & Johnson.)

To understand how that high a percentage could be accurate, one
must look to the history of the development of the pecan growing industry
in South Alabama. Like many farm products, the pecan began with a few trees

and a few farmers. Some of the earliest memories of pecan trees in the
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South were as yard trees often refered to as "tax trees” because owners

sold part of the product fq: money to pay their yearly property taxes on

the home or farm.. There were still enough pecans left for fruit cakes,

the legendary Southern pecan pies, candies, and for just cracking and eating
either plain or salted, buttered, and roa;;ed in the skiliet.

As the pecan flourished, more trees were planted, first a few
at a time and then entire orchards. More pecan trees soon brought the need
for modern methods of nut production and with it modern equipment, fertilizer
and insecticides. Within a few generations, mostly since the early 1900's
a backyard "egg money" type cperation evolved into a healthy, growing industry
still centered for a large part around the family labor and management but
increasingly a commercial operation.

It is precisely that growth as a family 9peration which accounts
for the plight of pecan growers such as the man in Baldwin County discussing
his loss with the accountant preparing his 1979 income tax. What basis
was in the trees? What did they cost to plant? The answer: "Pappa and
Mamma put them cut. They bought them for 25¢ a piece and I don't even have
a record of thatl” 4Provable loss under current tax law? None,

The fact that the pecan growing industry in South Alabama is such
a family related business means that the average pecan grower does not have
readily available, nor affordable business and tax sexvice. The family
operated pecan growing business, like the one in Baldwin County operated by
a woman and her two sons, finds itself seeking professional assistance only

’at tax time. That is usually too late and there is not much that can be
done except accurately report what has happened on that farm that year.
Tax plarning is just not practical. How can a 35 year-old pecan farmer

make a wise decision about whether or not to incorporate his business, for

example, when grandpa still owns the land and may not have decided just yet
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who is going to inherit it when he dies?

A home operated industry can be a healthy one. The pecan growers
are a fine example. While we continually learn of the general difficulties
of the farm econcmy and especially that of family operated crop farming,
the pecan grower is an exception. His future in South Alabama was bright
when the natural disaster of Hurricane Frederic séruck last September.

The pecan grower in general, and, as Boutwell & Johnson pointed
out, the grower in Baldwin and Mobile Counties particularly, had a ready
market at a favorable price. And if the price was not that favorable, he
could put his pecans in cold storage and carry them over to the following
year for sale.

The pecan market is highly competitive, it is not influenced
by speculation such as trading in other commodities; nor is it influenced
by government controls. Pecan production is one of the last free markets.

The pecan grower has been doing well with a good, healthy, growing
industry. There have been no surpluses, no set asides, no price supports.
Unlike other segements of the agricultural industry, pecan growers have
never received any specific federal assistance before Hurricane Frederic.
It is with a mixture of pride and despair that we report that pecan growers
are today receiving their first benefits from federal assistance--the U.S.
Army Corps of Engineers is providing some assistance in removing our
destroyed pecan trees--part of their general program of debris removal
following Hurricane Frederic.

We ure here today to request government assistance because it
is so badly needed, because it is fair and equitable and, equally important,
because we have no place else to go.

Tax law and regulations to the contrary, the loss to a pecan
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grower of our pecan trees is a very real loss. It is a loss that ?an be
described in fair market value per pecan tree. We are not proposing any
formula for arriving at fair market value ncr any conclusions as to what
that fair market value would be at this time. 1t is fairly certain that

it would be higher than the average per tree‘value which Boutwell & Johnson
used for the purpose of assessing the total eccnomic impact of the loss of .
pecan trees during the hurricane.

We suggest that the pFinciple of allowing tax losses which reflect
the realities of our economic life is fair and equitable. We remind you
that the basis of income taxation is profit and that the practice of deduc~
tions for casualty loss is long standing. It is the circumstances of a
terrible, natural disaster combined with the complexities of a largely
family operated farm industry that has left pecan growers bankrupt and
hopeless. We can not help but believe that had anyone been able to foresee
this situation that the tax law would have already contained some kind of
provisions to recognize real 1loss.

We respectfully request that this Cormittee give a favorable
report on Senate Bill 1300 and that members urge their colleagues in the
Congress to give prompt passage. Relief is needed badly and it is needed
now. Other industries, small businesses, and home owners are now well on
the way to recovering from the disaster of Hurricane Frederic. They have
collected their insurance and are re-building.

Pecan growers, however, are in a state of continulng disaster,

We have weathered the'shock of seeing thousands of tree years of growth
flattened like corn stalks. Now, we are in the midst of the secondary
shock of learning that we have no means to rebuild.

Passage of Senate Bill 1900 will do at least two very important
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chinés. First, and this is no frivolous argument, it will give hope to
the despairing pecan grower. It will give the grower, large and small,
at least one substantial straw to grasp.

Secondly, and the matter which with you are primarily concerned,
Senate Bill 1900 would allow the pecan grower a casualty loss based on
fair makdet value. This loss could be carried backwaxdlfor up to 10 years
and, if necessary, forward for 4 years. Through tax adjustments, arrived at
through sound, acceptable means of establishing fair market value, it would
be possible for the pican grower to recoup some taxes in order to form
a capital reserve to finance the re-establishment of his orchards.

We realize that we are asking for a departure from the established
methods of setting casualty loss at fair market value or cost, whichever is
lowest. Why should the pecan grower's trees be established at fair market
value when the commercial building, for example, lost in the hurricane is
set at cost? The answar is insurance. Rather the lack of it. That is the
difference. The building owner has available to him insurance at a
reasonable cost to protect him from losses usch as those from Hurricane
Frederic. The pecan grower has no such insurance. It is not available.

Because s0 many pecan growing operations are family operations,
they have already been somewhat at a disadvantage under tax regulations
in that self-labor is not allowable as an expense and also in that
practially no family operations are set up to allow depreciation on the
trees. Thus we find an apparently inequitable contrast where the city doctor,
lawyer or businessman who several years ago purchased a pecan orchard
and set up an advantageous bookkeeping system, has been able to depreciate
his trees since owning them and now, with the hurricane, is able to deduct
the remaining basis as a casualty loss. Many of those type losses which

.will show up on 1979 tax returns will, in effect, indicate an individual

e
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tree value greater than that suggested by Boutwell & Johnson. The pecan
grower, on the other hand, whose orchard is his life's work and his family's
bread and butter, can not prove, under present regulations, any loss that
app;caches the fair and realistic value of what was owned by him and is

now destroyed.

Even the individual home owner with a pecan tree as a shade tree
in the front yard is in a better position under current tax regulations
than the pecan grower. If an appraisal indicates that a home in the city
is less valuable after the hurricane and the loss of the pecan tree, he
can claim that loss. The home owner's loss will be based on current market
values of his ptopeéty, not on the cost of that shade tree.

Viewed from a simple, common sense approach, the pecan
grower is asking for a position under tax laws which will treat his losses
as fairly as those of the home owner with a shade tree or the recent
purchaser of an established pecan orchard. In the case of the pecan grower,
that tax situation will, without a doubt, determine whether or not the pecan
industry will survive in South Alabama. It will determine whether or not
individual pecan.gzowexs will continue at their life's work or be forced
off the family farm.-along with their employees, and into the open job

market to swell the unemployment rolls.
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Mr. MiLLER. Senator, we are requesting today that your subcom-
mittee approve and recommend the passage of Senate bill 531, by
Senator Howell Heflin.

It is very simple. It allows a tax credit of $10 per tree, per each
tree, for planting, to replace the pecan trees destroyed by the
hurricane.

Let me tell you briefly where the pecan industry was in south
Alabama in September 1979, before the hurricane.

In 1979, Alabama was the third largest pecan producing State in
the Nation. Some 80 percent of that production was in south Ala-
bama, primarily in the two counties of Baldwin and Mobile.

These two counties lie directly on the Gulf of Mexico and were
squarely in the 50-mile wide eye of Hurricane Frederick.

In terms of property damage and clean up cost, Hurricane Fred-
erick was the worst hurricane in American history. It flattened a
50-mile path from Pensacola, Fla., Pascagoula, Miss., with general
destruction valued at billions of dollars.

This is what it did to the pecan industry in our two counties. The
hurricane blew down and completely destroyed 75 percent of all
the pecan trees in Mobile County and 55 percent of those in Bald-
win County. More than 11,000 acres of pecan trees were completely
destroyed. We lost about 144,000 trees.

Another 30 percent of the pecan trees in Baldwin County and 15
gercent in Mobile County were so severely damaged as to require

eavy pruning. They have not yet recovered and prospects are not
good that they ever will.

Only 10 percent of the trees in Mobile County and 15 percent of
those in Baldwin County escaped with minor damage. Most of
those were young trees that had not yet reached bearing age.

The loss of the 1979 crop alone was valued at over $10 million.

Using conservative projections of loss of crop production for the
remaining producing years of those trees destroyed, Auburn Uni-
versity experts tell us the loss is $110 million. That was figured in
1977 pecan prices. Today the loss would be upward of $134 million.

The cost just to clean up was calculated to be almost $8 million
with no salvage value for the trees. :

It has been almost 2 years since Hurricane Frederick struck.
Many areas of our economy are already back on their feet and fine

and thriving.
- QOur Gulf Beach fronts have been built back bigger and better
than ever. Businesses, plants, factories, private homes, and public
facilties have practically all been rebuilt.

The pecan ifower is the sad exception. We had no insurance on
the crop or the trees, because it was not available at that time.

We had no Federal assistance. We had no casualty loss beyond
the documented original cost of the tree. Many of these were
family operated farms with trees 20 or 30 years old and more,
bought at low initial cost, sometimes by fathers and grandfathers,
and maintained and managed by the farmer and his family. Of
course, that self-lavor was not deductible as an operating expense.

While the rest of the economy is on the road to recovery, the
pecan grower has a different and worse set of problems.

What makes the pecan grower different from other farmers is
the many years he must farm before he has a crop. Most of Ameri-
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ca’s farmers have at least one crop a year and many local farmers
get two and three crops. But a pecan grower must wait 8 years or
more to reach production from his trees. '

This means he must plant, maintain, fertilize, spray, and in
general, manage a pecan orchard for 8 to 12 years before he——

Senator PAckwoobp. Mr. Miller, let me encourage you not to read
your entire statement. I will put it in the record. But we are going
to stick to a 5-minute rule and you have 1 minute now to conclude.

Mr. MiLLer. Fine. Thank you very much. I had hoped I would be
able to read the testimony in that period of time.

- Senator, let me just say that most of our people are family
farmers. It affected thousands and thousands of small people from
1 and 2 trees up to 5, 10 and up to 500 acres of'F}e‘cans.

They simp'liy:hcannot last as farmers. eg cannot replace
those trees. They cannot get back in the pecan business without
some help. They have no source of income until those trees come
into production.

I think we will lose a vital industry if we neglect this segment of
the population.

Senator PAcCkwoobp. Let me ask you one question. I neglected to
ask it of my Oregon orchardists when they called in support of this.

Was private crop insurance available?

Mr. MiILLER. No, sir.

Senator PAckwoob. You cannot purchase it.

Mr. MiLLER. You cannot purchase it. Could not, at that time.

Senator Packwoob. Is it even available now, privately? Mr.
Miller. We are working on getting it available, yes sir, through this
national orsanization.

Senator PaAckwoobn. Mr. Miller, I think you present a very well-
documented case. I had a chance to read your testimony previous
to your testifying now. I will do what I can to help.

ank you very much for coming here.

Mr. MiLLER. Thank you.

u Senator PAckwoop. Senator Heflin, thank you for taking the
ime.

Senator HErFLIN. Thank you.

[Senator Heflin’s and Mr. Miller’s statements follow:]

PREPARED STATEMENT OF SENATOR HowerL HEFLIN

Mr. Chairman, the bill ] am here in ::(Eport of today is simple and straightfor-
ward. What this bill will do is allow a credit against income tax for Irlanting pecan
txt;eleg7 161 south Alabama which were destroyed by Hurricane Frederick in September
o .

I am sure, Mr. Chairman, that each member of this committee will recall that the
Gulf Coast was devastated by Hurricane Frederick in September, 1979, and one
group which was particularly hard hit was the Alabama pecan growers. We have
explored all the possibilities, but we can find no federal aid programs which will
enable this industry to 9581; back on its feet. Accordingly, during the 96th Congrees, I
introduced a bill, S. 1900, which would give special tax relief to all fruit and nut
growers who suffer e because of the whims of nature, such as floods, fires, or
storms. At a hearing on this measure, the Administration glpoke in ogﬁdtion to it,
basically because it would im on the symmetry of the Tax Code. Thus, because
of this problem and because the cost of the bill is estimated at $20 million per year,
that particular measure did not move forward.

In a spirit of compromise and to provide at least some measure of relief for theee
small family businesses, I introduced 8. 531 this Co . Basically, my bill would
allow persons who lost pecan trees a tax credit of $10 for each tree that was
destroyed in the Hurricane if a tree was planted by the taxpayer to replace the
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destroyed tree. The cost of peacn trees in the market in Mobile today is approxi-
mately $10 per tree. Thus, a $10 tax credit will enable the pecan growers at least to
recover the cost of initial planting of the tree. It does not even approach the cost to
nurture the tree and bring it into full production, which takes a period of 8 to 10
years; but at least it would provide some resources to get the trees in the ground at
their earliest ible date.

Last year, fewer than 10 percent of the trees that were destroyed were replaced,
primarily because the pecan growers, mostly on small family farms, just don’t have
the funds to purchase new trees to set out.

Over 144,000 trees were destroyed by the hurricane. Even if every single tree
were replaced and the tax credit claimed, the maximum amount of tax loss under
this measure would be about $1.4 million. Most likely, the actual tax loss will be
considerably less than that; ard thus, it is really not a siﬁniﬁcant an amount of
money for the national treasury to absorb. It is significant, however, in that it may
enable the crippled pecan industry of South Alabama to get back on its feet and
once again to be a tax-producing industry.

Mr. Chairman, I hope that the members of this subcommittee will feel compassion
for these small businessmen and approve this bill.

I might point out, Mr. Chairman, that at the time of this devastating storm, there
was no such thing as crop insurance for pecan growers. Since newly enacted legisla-
tion does bring pecan and other fruit and nut trees under the Federal Crop Insur-
ance programs, this should be a one-time, nonrecurring disaster. In the future
insurance will be available to offset these kinds of losses. Because this is a speciai
situation, I think that special legislation is appropriate, and I urge my colleagues to
support this bill.

STATEMENT oF DAN MILLER, MEMBER OF THE BOARD OF DIRECTORS, ALABAMA
PecAN GROWERS ASSOCIATION

Mr. Chai:man, members of the committee, m{ name is Dan Miller. My place of
business is in Mobile, Mobile County, Ala. and 1 am a resident of Baldwin County,
Ala. 1 am a member of the board of directors of the Alabama Pecan Growers
Association and am representing them today in support of Senate bill 531.

We are here to ask your help to relieve a very unique and bad situation peculiar
to the pecan growers of the two Gulf Coast counties of Alabama which were
devastated by Hurricane Frederick in September 1979.

This same Subcommittee on February 29, 1980 heard teetimoa from Alabama
Pecan Growers and others on a more far reaching measure, Senate Bill 1900.

At that time Mr. Taney Brazeal, president of the Alabama Pecan Growers Associ-
ation, submitted a lengthy written statement with photographs and a special report
from Auburn University. That information documented the economic impact of
Hurricane Frederick on the pecan industry in these two counties.

I have here a copy of that testimony before this Subcommittee and with your
permission I will incorporate it by reference in our testimony here today. With your

rmission I will also incoxg)orate a followup statement by Mr. Brazeal to this
Subcommittee March 12, 1980.

Thalt tfgstimony in 1980 includes far reaching and detailed data on the need for
tax relief.

We are requeeting today that your Subcommittee agﬁl;ove and recommend the
passage of Senate Bill 53 b{ Senator Howell Heflin. This bill is very simple. It
allows a tax credit of $10 for each tree planted to replace pecan trees
completely destroyed by Hurricane Frederick.

Let me tell gou briefly where the industry was in South Alabama in
September 1979, the destruction by l-lurricane Frederick, the cost in time and
money to replant and where we are today. I will also call to the attention of this
Subcommittee ways in which the pecan industry is different from other farming
operations.

In September 1979 Alabama was the third largest producing state in the
nation. Some 80 percent of that production was in South Alabama primarily in
Baldwin and Mobile Counties. These two counties lie directly on the Gulf of Mexico
and were squarely in the 50-mile wide eye of Hurricane Frederick.

In terms of property damage and cleanup costs, Hurricane Frederick, was the
worse hurricane in American history. It flattened a 50-mile path from Pensacola,
Fla. to Pascagoula, Miss. with general destruction valued at billions of dollars.

This is what it did to the pecan industry in our two counties:

The hurricane blew down and completely destroyed 76 percent of all the pecan
trees in Mobile County and 55 percent of all those in Baldwin County.

More than 11,000 acres of pecan trees were completely destroyed.
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We lost 144,000 trees.

Another 30 percent of the pecan trees in Baldwin County and 15 percent in
Mobile County were so severely damaged as to require heavy pruning. They have:
not yet recovered and prospects are not good that they ever will,

Only 10 percent of the trees in Mobile County and only 15 percent of those in
Baldwin County escaped with minor damage. Most of those were young trees that
had not yet reached bearing age.

The loss of the 1979 crop alone was valued at $10.4 million.

Using conservative projections of loss of crop production for the remaining pro-
ducing years of the 144,000 destroyed trees, Auburn University experts tell us the
loss is $110.9 million. That was figures at 1977 pecan prices. Figured at 1979 prices
the loss goes up to $134.6 million.

The cost just to clean up was calculated to be $7.9 rnillion with no salvage value
for the trees to offset it.

It has been almost two years since Hurricane Frederick struck. Many areas of our
economy are already back on their feet and thrivinz. Qur Gulf beach fronts have
been built back better and bigger than ever. Busin:sses, plants, factories, private
homes and public facilities have practically all been rebuilt.

The pecan grower is the sad exception.

T}}eb;l)ecan grower had no insurance on his crop o his trees because it was not
available.

The pecan grower had no federal assistance.

He had no casualty loss beyond the documented original cost of the tree. Many
were family operated farms with trees 20 or 30 years old bought at low initial costs
and maintained and managed by the farmer and his family. And of course that self
labor was not deductible as an operating expense.

While the rest of our economy is on the road to recovery after Hurricane Freder-
ick, the pecan grower has a different and worse set of problems.

What makes the pecan grower different from other farmers is the many years he
must farm before he has a crop. Most of America’s farmers have at least one crop a
‘):esits and many of our local farmers get two and three crops per year off the same
ield.

A pecan grower must wait at least eight years and often as many a3 twelve before
his new tree reaches full production. !%!:hxs' means that a pecan grower must plant,
maintain, fertilize, spray and, in general, manage a pecan orchard for from 8 to 12
years before he may start bringing in an income. Not only is the annual cost high,
and rising, it also represents operation funds which must be financed.

It is that financing—its cost and the competition for loans—that is a major factor
in any business enterprise. With the increasing pressures for consumer financing
and short-range commercial financing, the pecan grower is at a severe disadvantage
in the money market place.

All these factors leave a pecan grower with no funds to replant and no incentive.

Today, only an estimated 10 percent of the pecan trees lost to Hurricane Freder-
ick have been replanted.

Pecan growers badly need the incentive and economic heip which would be
provided by Senate Bill 531.

Our testimony of a year ago discusses in full some of the secondary effects of the

loss. Those are to the farm machinery equipment dealers, fertilizer and
chemical sales, labor. One of the hardest high secondary areas was that of the pecan
shelling and processing industry. My own family business is that of nut processing
and the effect has been severely felt.

Who are these pecan growers?

For the most part they are family farmers. I can tell you that from my first hand
knowledge of the industry and from the statistics. Boutwell and Johnson in their
Auburn University study, which you have, found that in Mobile County there were
more acres in home orchards than in commercial pecan production. Mobile County
had about 5,000 acres of family owned orchards as compared to about 3,000 acres of
commercial orchards. Nearly half of the acres in pecan trees in our two counties
were by family farmers.

Pecan production in the South began as yard trees often referred to as “tax trees”
because owners sold part of the pecan crop for money to pay annual property taxes.
That was true not only of farmers but other rural ard small town home owners.
After taxes there were still enough peacans left for the legendary Southern pecan
pies, fruit cakes, cookies, candies and just cracking and eati.ng

It is because the pecan growing industry is a family related business that the
average pecan grower does not have the funds to plant back.
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The terrible plight of the pecan grower has been brought on by Hurricane
Frederick. Before then he had a ready market at a favorable price and was part of a
healthy, growing industry.

We ask this Subcommittee and the Congress for its support of Senate Bill 531
realizing that for the pecan grower, the way back is still a long and expensive
journey even with the $10 tax credit.

The $10 tax credit is only the cost of the tree itself. That is all. Boutwell and
Johnson calculate that it will cost an average of $166 per tree to reestablish the
trees destroyed by the hurricane. That is not counting the cost of the land or of
management.

They estimate it might be 1987 or 1988 before the trees could all be replanted and
that it will be well into the next century before pecan production in our two
counteides again reaches the 12.3 million pounds of the 1979 crop which was de-
stroyed.

e are appealing to the members of this Subcommittee to give a favorable
recommendation to Senate Bill 531 because it will at least give an incentive to
pecan growers to start replanting.

We are not asking this committee or the Congress to remove the risk the pecan
grower shares with every other farmer. The pecan grower has no set asides, no
subsidies, no government controls, no price supports. Ours is one of the last free
markets and we are proud of it.

What we are asking is that the concept of a tax credit which is so widely applied
- in general commerce be allowed in this one instance of an unusual kind of agricul-
ture enterprise.

If it is equitable to allow tax credits for short term new construction, leasehold
improvements and purchases of new equipment, just to mention a few instances,
then certainly it is equitable to allow a $10 tax credit for a pecan tree which
reaches its greatest productive value when it is between 30 and 40 years old. Some
of the ﬁ;oducing pecan trees destroyed by Hurricane Frederick were well over 50
years old.

That short range cost in terms of lost tax dollars to the U.S. Treasury would
robably be less than $1 million over 5 years and might well average only about
250, a year. If we were to assume that each and every one of the estimated

144,000 destroyed trees was replanted, the cost would be only $1.4 million. In fact,
there will be fewer trees planted back, even with the tax credit, because too few
pecan growers have 20 years of their life left to put into developing a new orchard.

After the trees reach bearing age, the short term tax loss to the U.S. Treasury
will be overcome by the increase in income’ tax revenues on the profits earned by
these pecan growers.

Meanwhile, even before the trees reach bearing age, the economic impact of the
new activities involved in their replanting, fertilizing, spraying and other. mainte-
nance, will result in additional tax revenues offsetting the tax credits.

There is an additional benefit to the entire national economy which we respectful-
ly ask this Committee to consider. That is the benefit of providing incentives to
small, family farmers to stay on their land and keep producing incomes for them-
selves and stimulating the local farm economy.

The trend toward urbanization in this country has reached a point of rapidly
diminishing returns. There are no jobs in the nation’s cities for the small farmer
forced off his land whether by a devastating hurricane or by the expenses and
complexities of the changing agriculture industry.

Today the problems of unemployment are greater, more complex and more diffi-
cult to solve than at any time in the last 50 years. The experiences of the federal
government and our state governments have demonstrated how very costly and
near impossible it is to solve the pyramiding problems of the unemployed person
once that job is lost.

We are urging this Committee to recommend Senate Bill 531 as a sensible,
positive means of preventing the unemployment problems which will be created
when these small farmers are forced to leave their land. :

Pecan growers wiped out by Hurricane Frederick have not planted back. We can
not afford to. We have no incentive. But we have not yet given up hope.

We are looking to the Congress for some small act of assistance to aid us in
recovering from this terrible natural disaster. Through the U.S. Army Corps of
Engineers, the federal government spent more than $100 million just to clean up
the debris left by Hurricane Frederick.

We are asking for a very small portion of that amount—no more than $1 million
in tax credits—to replant, rebuild our pecan orchards and keep Alabama pecan
growers working productively on our own land.



68

We urge members of this Committee to suport Senate Bill 531 for pasaaﬁe during
this session of the Congress so that we can begin the 10 year task of rebuilding our
pecan industry in South Alabama.

Senator PAckwoop. Let me move on for just a moment to S.
1304. Senator Boschwitz wants to testify with the panel of S. 1214,
and he cannot be here for another 10 minutes.

So let’s take S. 1304 now. Is Mr. Little here?

Do you want to come up and testify now and then we will take S.
1214 next when Senator goschwitz gets here.

STATEMENT OF ARTHUR D. LITTLE, CHAIRMAN, NARRAGAN-
SETT CAPITAL CORP., PROVIDENCE, R.1.,, ON BEHALF OF THE
NATIONAL ASSOCIATION OF SMALL BUSINESS INVESTMENT
CO.

Mr. LitrLe. Thank you, Senator. My name is Arthur Little. I am
chairman of Narragansett Capital Corp., a small business invest-
ment company located in Providence, R.I.

I also happen to be the immediate past president of the National
Association of Small Business Investment Companies and a
member of that association’s board of governors.

I know, because I have testified before you before, sir, that you
are familiar with the venture capital industry and all of the good
thims it does in terms of supplying financing for the growth of
smaller businesses and the effects in terms of both innovation and
em&loYment and taxes ]Eaid that result from that financing.

, 1 won't go through all of that.

Senator PAckwoob. You were very helpful on the stock options
provisions. 1 a%reciate your leadership on that.

Mr. LirrLe. Thank you.

Narragansett was licensed as an SBIC in 1958. Since that time,
we have financed 124 companies. However, being t;fublicly owned
corporation, our efforts have been severely impeded by regulation
and registration under the Investment Company Act of 1940 which
is required since we have more than 100 shareholders.

That statute was enacted primarily to regulate mutual funds and
was passed way before the organized venture capital industry was
formed and 18 years before SBIC's were created, by law.

As a result, Narragansett and many other companies in our
industry got caught in a regulatory web that made it very difficult
to go about our business.

owever, on October 20, of last year, the Small Business Invest-
ment Incentive Act was signed into law. This replaced the out-
moded 1940 act with a more appropriate form of regulation for
venture capital firms. The firms that are affected and 1n fact were
created by the 1980 act are referred to as business development

companies.

though the SBIC industry is generally delighted with the 1980
act, there is one major hurdle to overcome before that legislation is
really useful to us. t hurdle involves the subchapter M amend-
ment which is contained in S. 1304.

The problem really is technical and definitional in nature. Busi-
ness development companies, by electing to be regulated under the
1980 act, rather than under the 1940 act would not be registered
8utx‘l’czer the 1940 act as required for subchapter M pass through

us.
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For an SBIC to claim its benefits under the securities laws, but
then lose its benefits under the tax laws, while still complying with
all of the diversification tests of subchapter M, is a result which
certainly is not fair and one which we do not believe that Congress
intended.

We therefore strongly urge Congress to change this measure and
correct the problem.

If the tax code is amended to make it feasible for Narragansett
to convert to a business development company status under the
1980 act, we will indeed do so, and as a matter of fact we have
already warranted and guaranteed to the SEC that we will make
that step.

We have tried to be very careful in working on the langua%e for
S. 1304. We retained Earnie Christian, of the firm of Patton, Boggs
and Blow, to research the legislative history and make sure that
our requests are properly presented.

As a result, I think you can look through the addenda to the
testimony that I present and see that we have done this in such a
way that we really keep within the intent of the original legisla-
tion.

We do not believe that we step in any way on the—on what the
IRS wants. We really think it is a very minimal impact on as far as
taxes are concerned.

It really is a technical amendment.

Senator Packwoob. Thank you. I can corroborate what you say. I
recall, when we passed this, what we intended, and your statement
is correct.

Mr. LiTTLE. Yes.

Senator PAckwoob. I believe I see Senator Sarbanes here. I think
you are here to testify on the same bill, are you not?

Why don’t you come up right now and testify and that will
conclude then the hearing on this bill.
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STATEMENT OF
ARTHUR D. LITTLE
Before the
SENATE FPINANCE COMMITTEE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
on S. 1304

Good morning Mr. Chairman and Members of the Subcommittee:
My name is Arthur D. Little and I am Chairman of
Narragansett Capital Corporation, a Small Business
Investment Company (SBIC) located in Providence, Rhode
Island. I am also the Immediate Past President of the
National Asscciation of Small Businesas Investment Companies
and a member of that Association's Board of Governors.
SBICs and BDCs are part of the venture capital
industry, which provides funds for new and growing
businesses. Often, venture firms provide small firms
with significant managerial assistance in addition to
dollars. It is estimated by Stanley Pratt, author of

the Venture Capital Journal, that the professional
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venture capital industry is investing funds at a rate of about
$1-billion per year. 1In an effort to quantify the exciting
performance of SBIC portfolio companies, our Association under-
took a study which was completed in February of last year. As
a result of that study, we found that the firms financed by
SBICs had growth rates far in excess of all other small
businesses and of business in general. These firms grew
faster in all of the key economic impact areas, creating more
jobs and paying more taxes than other types of businesses.

For your review, I am including a summary of that study for
ingsertion into the record.

Narragansett was licensed as an SBIC under the Small
Business Investment Act of 1958 on December 11, 1959. Since
that time, we have invested in 124 companies. Narragansett
Capital Corporation has been a successful venture capital
company and I am proud of its performance. However, our
efforts have been severly impeded in the past by registration
under the Investment Company Act of 1940, which is required
since we have more than 100 shareholders. That statute, enacted
primarily to regulate mutual funds, was passed before the
organized venture capital industry was formed and 18 years
before SBICs were created by law. As a result, Narragansett
was caught in a regulatory web that made it extremely difficult
to go about our business. On October 20 of last year, the
Small Business Investment Incentive Act was signed into law,

replacing the outmoded 1940 Act with a lighter and more
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carefully tailored scheme of regulation for venture capital
firms. The firms affected by the 1980 Act are referred to
as Business Development Companies.

Although the SBIC industry is generally delighted with
the 1980 Act, there is one major hurdle to overcome before
the legislation can be generally useful. That hurdle involves
the Subchapter M Amendment which is contained in §. 1304,
introduced by Senators Chafee, Durenberger, Sarbanes and
Baucus. The problem is almost technical in nature. Business
Development Companies, by electing to be regulated under the
1980 Act rather than under the 1940 Act, would not be registered
under the Investment Company Act of 1940 as required under the
tax code for Subchapter M tax pass-through status. For an
SBIC to claim its benefits under the securities laws but then
to lose its benefits under the tax laws, while still complying
with all diversification tests of Subchapter M, is a result
which would not be fair and certainly one which Congreas did
not intend in our opinion. We therefore strongly urge the
Congress to correct this problem. If the tax code is amended
to make it feasible for Narragansett to convert to Business
Development Coiroany (BDC) status under the Small Business
Investment Incentive Act of 1980, we intend to do so in the
near future.

In our effort to help craft a logical Subchapter M exemption
consistent with the intent of Congress both under the securities
laws and the tax laws, we retained Ernest Christian of Patton,

Boggs and Blow to research the legislative histories and make
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sure that our requests were properly presented. The results

of his efforts are embodied in two memoranda which are

attached as addenda to my testimony. The conclusion of the
memoranda is that to allow Business Development Companies to
claim the tax pass-through under Subchapter M would be clearly
consistent with all the tax policy requirements )>f Subchapter M,
S. 1304 would amend Subchapter M to allow companies electina
exemption from the 1940 Act as BDCs to be able to elect

Subchapter M pass-through provided thev otherwise qualify

under the tax code.

In the course of investigating Subchapter M it was found
that the original relevant section of the tax code granted
pass-through to all mutual funds with no reference to number
of shareholders. In 1942, in an effort to broaden the class
of investment companies which could receive the tax pass-
trrough, the Congress chose to key the tax code into the
gsecurities law by allowing pass-through for companies "registered
under the Investment Company Act of 1940". Since the Investment
Company Act of 1940, however, excludes investment companies
with fewer than 100 shareholders from registration (an arbitrary
number chosen by the Congress for securities purposes, not for
tax purposes), we find that most SBICs which have fewer than 100
shareholders are forced into other types of operations in order
to avoid paying capital gains taxes at the corporate level.

With this discovery, it became evident that allowing SBICs with
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fewer than 100 shareholders to also have tax pass-through
treatment provided they meet the other tests of Subchapter M
would be clearly within the tax policy intentions of the
Congress and would have almost no revenue impact. $S. 1304
wisely chose to provide the pass-through for those more
closely held SBICs along with the Business Development
Companies with more than 100 shareholders.

S. 1304 is a well drafted bill in our opinion not only
because it provides relief that we favor but also because it
has responsible szfeguards to prevent abuse of the provisions
vhich were not in the original intention of tax-writing
committees of Congress. For example, S. 1304 would not allow
a Personal Holding Company to utilize the tax flow-through
under Subchapter M since one of the intentions of Congress
in drafting Subchapter M was that the pass-through status be
allowed for more diversified, professionally managed pools
of capital which would not serve as incorporated pocketbooks
for wealthy investors. The threshold diversification test of
the Personal Holding Company section of the tax code was
therefore adopted as the minimum acceptable level of shareholder
diversification. S. 1304 also contains a provision favored
by the Treasury Department whereby closely-held companies would
be prevented from converting their operating assets into Small
Business Investment Companies and then obtaining tax flow-
through treatment with those assets in addition to federal

leverage as SBICs. The Industry supports that provision -- we
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are certainly not here to suggest overreaching from a tax-
paying standpoint.

In conclusion, we would like to reiterate our Association's
support for S. 1304 and to commend its sponsors on its
introduction. The amendments which S. 1304 would make are
extremely necessary and vitally important to a segment of
the venture capital community which provides funds for dynamic
small and growing businesses. We urge the Congress to enact
S. 1304 at the earliest possible opportunity. Mr. Chairman
and Subcommittee Members, I would be pleased to answer any

questions you may have at this time.
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INTRODUCTION

The Small Business Investment Act was passed in 1958 to establish a new program to help fill the
equity gap which Congrins had determined to pose a serious threat te the vitality of our free enter-

prisc cconomy.

The Small Business Investment Company (“SBIC™) program was founded on the premise that a
partnership between the Federal Government and the private sector could be effective in meeting a
public policy goal. SBICs have always been privately capitalized, privately-managed firms licensed
and regulated by the Small Business Administration. The particular genius of the program has been
the fact that the private owners of SBICs have been exposed to 1007 loss on their capital before the
Federal Government has stoad to lose a penny.

To determine the effectiveness of the SBIC programs, the National Association of Smahl Business
Investment Compunies (“*NASBIC™) sponsored a detailed study that measured the impact of SBIC
portfolio companies on the cconomy. We've summarized the conclusions in this brochure. Copics
of the complete report are available from NASBIC. This study was structured and analyzed by the
highly respected consulting firm, Arthur D. Littde, Inc. The survey was designed and the data
were collected and processed by Deloitte Haskins & Sells, the international accounting firm.

The results of this survey prove that this partnership between the Federal Government and the
private sector has been extremcly effective in bolstering the national cconomy.

84-%06 O0—81—¢
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SIGNIFICANT CONCLUSIONS

The results of the NASBIC study accentuate the fact that companies that have received SBIC funds
have significantly outperformed other small companies. One need only review the statistics to
understand the tremendous impact of SBIC portfolio companies on the nation as a whole. SBIC
portfolio companies, as measured by all cconomic criteria studied, have expericnced growth rates
that avcrage 8 times as great as those of all small companies (See Figure 1). These statistics alone
can serve as a benchmark to demonstrate the compelling success of the SBIC program.

FIGURE 1

AVERAGE GROWTH OF SBIC PORTFOLIO COMPANIES
COMPARED WITH THE AVERAGE GROWTH OF ALL SMALL COMPANIES

EMPLOYMENT = 196% '
SALES T Jasav;
PRE-TAX PROFITS v }s90%
ASSETS LT 13254
FEDERAL TAXES IR = J492
(] 100 200 300 400 500 600 700%

KEY: [ ]SBIC PORTFOLIO COMPANIES [ZZZJ ALL SMALL COMPANIES

The study concludes:

] Compznics financed by SBICs have penerated ten times the employment growth of all
other small companies (See Figure 1 and 2).

2. These companics produce jobs for $0.403 of one-time mvestment, whereas various
estimales indicate that the government spends at least $25,000 to create a job. and that
amount must be spent every year.

3. SBICs are empowered to borrow funds at market rates with the government’s guarantee.
Only $3.513 of this borrowing creates a job. at no cost to the government.

4.  The growth rate of Federal tax patments of companies financed by SBICs is over §
times that of atl small companics

5. Fully 91% of this impressive performance has come from intemnal growth, not from
mergers and acquisitions

6. Of all investments made by SBICs. 92% were all or part in the form of equity capital.



FIGURE 2

GROWTH OF SBIC PORTFOLIO COMPANIES VERSUS
GROWTH OF ALL SMALL COMPANIES*

Pre-1972 Through Fiscal 1972/75 Through Fiscal 1976/77 Through Fiscat 1978 Through Fiscal
78/19 78/79 78/79 78779
Key Economic SBIC SBIC SBIC SBIC
Impact Portfolio All Small Portfolio All Small Portfolio All Small Portfolio All Small
Measure Companies panies panies Companies Companies panics Companies  Compani
Employment 3847 297, 18577 19% 487 8 41% NA
Sales 896% 16% 3805 27 81% 167 687 NA
Profits Before Taxes 1.165% 144 % 553% 25% 5% 5377 63% NA
Assets 6947 48% 1887 24% 92% 137 60% NA
Federal Corporate Taxes 7307 135¢ (82 637 857 s 1014 NA

* For SBIC’s, growth rates are measured from the ycar prior to SBIC financing to the most recent fiscal vear,
For all small companics, the comparison is from 1970, 1973 and 1976 to 1978,

Source: Federal Trade Commission. Quarterly Report of Manufacturing Corporations. U. S. Burcau of the Census, County Business Patterns

and Arthur D. Little, Inc., estimates,

6L
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The most important conclusion of the entire study s that SBIC investments produce jobs. In the
companies studied which have been financed by SBIC funds, a job can be created for an invest-
ment of $6.463 (Sce Figure 3). This is not an unnual ewpenditure but instead a one-time investment
which need not be repeuated

FIGURE 3

EMPLOYMENT INCREASES AND SBIC FINANCING
{Dollar Amounts in Thousands)

Increase in

Employment
Total Per S1
Employment Size at Employiment Amount of Mitlion of
Time of Initial Invextment Increase SBIC Financing SBIC Financing
0 employees 13303 S §3.004 251
1-20 employees 3413 S 40121 K5
20-49 employees 5.201 S 35580 135
50-99 employcees S.784 S 49,033 118
100 or more employees 19,224 SI25.487 153
TOTAL 46,028 $303.291 15543

*$303,291.000 - 46,925 jobs = $6403 per job.

As of December 31, 1979, the Federal povernment has lent or guaranteed $6-49 7 million of loans
to SBICs. SBICs have raised $557.7 miltion i private capital (Source: SBA). For every $3,513
that the government lends or guarantecs for the SBIC program, one job is created. The job created
does not cost tie governament anything. In contrast. vanous estimates indicate that the government
must pay at least $25.000 cach year for each job it creates

SBICS produce other benchits, oo Inevery votencn sindied  employment. payroll, sales. profits,
assets. net worth, taves and RA D expenditures  SBICs have been remarhably successful in creating
outstanding performance 1See [Ngure 4

FIGURE 4

SELECTED INDICATORS OF FCONOMIC PERFORMANCE
(Dollar Amounts in Millions)

Most

Pre-SBIC Recent
Financing Fiscal Yr. _Il-nc_re_aie_
Erployment 34,077 81,055 46,928
Payioll S 243 § 782 S 509
Sales MR RN S 4170 S 3,040
Pre-Tax Profis Y I8 S 200 S 188
Asscls S 92§ $ 2,760 S 1835
Federal Corporation Taxes S 2] s 89 S 68
State and Locul Taxes S 7 S 21 3 14
R & D Expenditares S 32 S 82 ) 50
Net Worth $ 171 $ 821 $ 650
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The average growth rate of Federal tax payments of SBIC financed companies is over 5 times that of
other small companies. SBIC portfolio companies become substantially more efficient and more
profitable than other small companies and. accordingly, produce a significantly increasing share of
Federal tax revenues.

Although critics may suspect otherwise. SBIC portfotio companies are independent and grow
on their own wits, not financial muscle. Fully 91% of the growth of companies that SBICs finance
has come from their own internal devclopment. Only 9% of it comes from acquisition. Furthermore,
of all SBIC portfolio companies, 927 received a form of equity funds (See Figure 5). Only 8%
of the total funds provided consisted of straight debt

FIGURE §

TYPE OF FINANCING RECEIVED BY
SBIC PORTFOLIO COMPANIES
(Dollar Amounts in 000's)

Tota) Amount of Percent of Total
SBIC Financing SBIC Financing
Debt Only $ 24617 8%
t quity Only S 46.620 15%
Debt & Fquity §242434 77%

TOTAL $313,671 1007%
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SUMMARY

SBICS huve had a dromatic impact ot the US. economy. Companies financed by SBICs huve ex-
penenced greater employment and government revenue growth rates than other small companies
that have not reccived SBIC funds SBICs are important to the nation’s economic strength. They
lave played an extremely important role m generating revenues. profits. taxes and jobs in small
COMPUnICs.

Smuall businesses comprise 979 of all businesscs sn the United States. They are the backbone of
its cconomy. The success of small businesses has been greatly enhanced by SBICs. Therefore,
contmud and avgmented support ol the SBIC programy wall produce substantial economic benetits
Toobhe Coonomiy as g whole

Pl doph and breadth ol the results of SBIC myestments can barely be scratched by o short
stimiary and only dented by even so thorough o study as NASBIC has conducted. but the summary
conclus:on s mesciapable - SBICs provide the nation a service which benefits it as no other group
can, by providing jobs and tax revenue without threat of monopoly. That is the function of the
SBIC progeam and that is what it has achieved.
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July 3, 1980

MEMORANDUM

Re: Proposed Amendment of Section 85l(a) to
Include in the Definition of Regulated
Investment Company Those Small Business
Investment Companies Which Are Not
Required to Register Under the Investment
Company Act of 1940

I. Introduction

Section 851(a) of the Internal Revenue Code should be
amended to permit a small business investment company (SBIC)
which is not required to register under the Investment Company
Act of 1940,5/ but which otherwise meets the requirements of
Subchapter M, to elect the conduit tax treatment accorded regu-
lated investment companies. Under present law, a company which
satisfies the definition of regslated investment company may
elect a type of conduit tax treatment whereby the company pays
no corporate tax on income distributed to shareholders. One
element of the definition of regulated investment company is
that the company must, in general, be registered under the
Investment Company Act.

The reference to registration under the Investment Company

Act presents two problems for SBICs. First, under present law

1/ 15 U.S.C. § 80a~-1l et seqg. (1976). The Investment Company
Act of 1940 is hereinafter cited as the Investment Company
Act.
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a company whose outstanding securities are beneficially owned by
100 or fewer persons and which is neither making nor presently
proposing to make a public offering of its securities cannot
register under the Investment Company Act because it is excluded
from the Act's definition of investment company, and only an
investment company may register. 15 U.S.C. § 80a=3(c)(l),

§ 80a-8, George E. Mrosek, [1972-1973 Transfer Binder] Fed.

Sec. L. Rep. (CCH) ¢ 79,283. As a result, approximately 90 per-
cent of currently operating SBICs are denied eligibility for
conduit tex treatment.z/ This result is inconsistent with the
history and policy of Subchapter M. Furthermore, this result is
inconsistent with Congress' goal of stimulating venture capital
investment in small business, as expressed in the Small Business
Investment Act of 1958 and in pending legislation to reduce the
burdén which requlation under the Investment Company Act imposes
on certain companies which make venture capital investments in
small business (including, in general, SBICS).

Second, pending legislation to reduce the burden which
regulation under the Investment Company Act imposes on certain
companies which make venture capital investments in small business
may use the technique of excluding such companies from the Act's
definition of investment company. Several bills now pending in

Congress employ this technique, and would exempt currently

2/ Of approximately 350 operating SBICs, only 32 are cur-
rently registered under the Investment Company Act.
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registered SBICs from the requirement of registration under the
Investment Company Act.é/ If such legislation is enacted, the

10 percent of currently operating SBICs which are registered under
the Investment Company Act would lose their eligibility to elect
conduit tax treatment, 1nless the legis.ation also amends the
Investment Company Act to permit thosz companies which are
excluded from the definition of investment company to continue
voluntarily their registration. See, e.g., B.R. 7554, § 205;

S. 1940, § 204. Even if such a volunta:y registration provision
is enacted, SBICs which are currently registered would face a
dilemma ~- the price of reduced regulation under the Investment
Company Act would be the loss of conduit tax treatment under
Subchapter M. This result is inconsistent with the history and
policy of Subchapter M. Furthermore, this result is inconsistent
with Congress' goal of increasing venture capital investment

in small business because imposition of the corporate tax on
SBICs would more than offset the advantages of reduced

regulation under the Investment Company Act.

3/ . The bills now pending which would exempt currently regis-
tered SBIC's from the requirement of registration under the
Investment Company Act are H.R. 3991, B.R. 6723, H.R. 7554,
S. 1533 and S. 1940. The Subcommittee on Consumer Protec-
tion and Finance of the House Committee on Interstate and
Foreign Commerce held two days of- hearings (November 7
and &, 197%) on H.R. 3991, the "Small Business Investment
Incentive Act of 1979," which was derived from similar
bills introduced in the 95th Congress (H.R. 10717, hear-
ings held September 27, and 28, 1978). Further hearings
in the House were held on June 17, 1980. In addition, the
Securities Subcommittee of the Senate Committee on Bank-
ing, Housing and Urban Affairs held hearings on the Senate
bills on April 29, May 16, and June 2, 1980.
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The proposed amendment of section 851(&)1/ is presented
as Appendix 1. This amendment would include in the section
851(a) definition of regulated investment company any SBIC
licensed under the Small Business Investment Act of 1958 even if
the SBIC is not required to register under the Investment Company
Act. This amendment would have two effects. First, an SBIC which
under present law cannot register under the Investment Company
Act (because it has 100 or fewer security owners and is neither
making nor presently proposing to make a public offering of
its securities), but which otherwise meets the requirements of
Subchapter M, would be permitted to elect the conduit tax treat-
ment accorded regulated investment companies. Approximately 320
SBICs which are presently ineligible for conduit tax treatment
could attempt to qualify as regulated investment companies if
this amendment is enacted.éf Second, if legislation is

enacted which exempts SBICs from the requirement of registration

4/ Hereinafter all citations to the Internal Revenue Code or
the requlations thereunder will consist only of a refer-
ence to the appropriate section of the Code or regulations.
E.g.: Section 851(a); Reg. § 1.851-1, Citations to other
federal statues or regulations will consist of a reference
to the appropriate title and section of the United States
Code or Code of Federal Regulations. E.g.: 15 U.S.C.

§ 632; 13 C.F.R. § 121.3-10.

5/ Of these 320 unregistered SBICs, approximately S0 are
owned or controlled by banking institutions, 31 by other
financial institutions, and 55 by other corporations.
For the reasons discussed in Part III.F., infra, many
of these corporate-dominated SBICs may find conduit tax
treatment undesirable.
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under the Investment Company Act, the proposed amendment would
permit the 32 presently registered SBICs to continue to qualify
as regulated investment companies.

This memorandum discusses the history and policy of Sub-
chapter M and demonstrates that the inclusion of unregistered
SBICs within the definition of regulated investment company is
consistent with congressional intent and the purposes of the
special tax treatment accorded regulated investment companies.
This memorandum also discusses pending legislation to amend the
Investment Company Act in order to stimulate venture capital
investment in small business and demonstrates that the avail-
ability of conduit tax treatment to SBICs is essential to the

success of this effort.

II. Summary of Conclusions
Section 851(a) should be amended to permit SBICs which are

not required to register under the Investment Company Act to
elect conduit tax treatment, provided they meet the substantive
tax criteria set forth in sections 851(b) and 852(a).

Review of the legislative history of section 851(a) indi-
cates that Congress did not intend the reference to registration
under the Investment Company Act to operate as a limitation on
the availability of conduit tax treatment. The fact that the

companies eligible for conduit tax treatment are denominated
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regulated investment companies may suggest that the consequence
of registration under the Investment Company Act -- regulation by
the Securities and Exchange Commission (SEC) for the protection
of investors =-- was intended as a prerequisite to conduit tax
treatment. However, prior to the enactment in 1940 of the
Investment Company Act, conduit tax treatment was accorded unreg-

ulated open~end (i.e., redeemable share) investment companies.

When the reference to registration under the Investment Company
Act was adopted in 1942, closed-end investment companies (i.e.,
those companies whose shares are not redeemable upon demand)
first became eligible for conduit tax treatment. Yet the legis-
lative history of the 1942 amendment expresses only an intention
to broaden the availability of conduit tax treatment; regulation
was not identified as the quid pro guo for the extension of
conduit tax treatment to closed-end investment companies. It
appears that Congress assumed that essentially all investment
companies then in existence were required to register under the
Investment Company Act. Therefore, the section 851(a) reference
to registration appears to be primarily descriptive, in a general
sense, and does not take into account SBICs, which are closed-end
investment companies that did not come into existence until 1958,
Even if a purpose of investor protection is implicit in
section 851(a), the Small Business Administration (SBA) possesses

adequate authority to so regulate unregistered SBICs. For
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example, the SBA is required by statute to conduct an annual
financial examination ¢of every licensed SBIC. Furthermore,
adequate investor protection for purposes of Subchapter M is not
necessarily equivalent to the strictest possible SEC tegulaéion
under the Investment Company Act. The Treasury Department in the
past has taken the position that a company which is not subject
to the full range of regulatory restrictions under the Investment
Company Act is still entitled to elect to be taxed as a regulated
1nvestment company. Similarly, pending legislation to provide
certain companies which make venture capital investments in small
business with relief from the most burdensome provisions of the
Investment Company Act reflects a congressional judgment that a
lesser degree of regulation is adequate to protect investors in
such companies. -
Review of the legislative history of section 851(a) indi-
cates that Congress did not, from a tax policy standpoint, ever
focus on or intend any requirement that an investment company
have more than 100 security owners in order to be eligible for
conduit treatment under Subchapter M. This is particulary the
case with SBICs. Rather, the 100 security owner limitation on
SEC jurisdiction under the Investment Company Act was, essentially,
inadvertently incorporated into the tax law by the adoption in
1942 of the reference to registration under the Investment
Company Act. Indeed, as initially enacted in 1536, open-end

investment companies could qualify for conduit tax treatment
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regardless of the number of owners of their securities. In an
analogous situation, common trust funds were included in the
definition of regulated investment company as soon as Congress
was informed that such funds are not registered under the Invest~
ment Company Act because of securities law reasons which are
irrelevant for tax purposes.

The policy which underlies conduit tax treatment for
regulated investment companies is that small investors should
be permitted to obtain the benefits of professional management,
diversification and liquidity intermediation by pooling their’
resources, without thereby incurring taxes in addition to those
which large investors must pay. SBICs pool equity capital sup-
plied by private investors with up to four times as much govern=-
ment surplied capital, in the form of SBA purchased or guaranteed
debentures. This pooling of public and private capital, together
with a statutory minimum private capital requirement, assures
that an SBIC is able to provide its investors with the economic
benefits which Congress sought to encourage by enacting the
regulated investment company provisions, whether or not the
SBIC has more than 100 security owners., Indeed, these economic
benefits are essential to the successful operation of SBICs
and other companies making venture capital investments.

Congress has previously declared that the operation of
SBICs should be encouraged through the provision of additional

tax incentives. Current developments in the legislative effort
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to reduce the burden which the Investment Company Act imposes
on companies which specialize in venture capital investments
demonstrate the critical importance of Subchapter M tax status to
the growth and development of the SBIC industry. Since this
vitally important tax incentive could be granted with negligible
revenue loss to the Treasury (Part III.F., infra), every consider-
ation supports the prompt elimination of the arbitrary and
inequitable distinction between the tax treatment of those SBICs
which have more than 100 security owners and those which do
not.

Three additional reasons support the amendment of section
851(a) to permit currently registered SBICs to continue to elect
conduit tax treatment even if legislation is enacted which
exempts these SBICs from the requirement of registration under
the Investment Company Act. First, failure to amend section
851(a) would frustrate Congress' purpose to promote venture capi-
tal investment, because for SBICs the loss of conduit tax treat-
ment would greatly outweigh the benefits which would result from
the elimination of unnecessary securities regulation. Second,
Congress has previously expressed its intention that the burden
which compliance with the Investment Company Act impcses on SBICs
should be reduced without loss of Subchapter M tax status.
Third, any requirement of investor protection which may be .mplic-
it in Subchapter M will be satisfied notwithstanding the exemption

from registration. Any legislation enacted to exempt ccwmpanies
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which specialize in venture capital investmencs from registration
under the Investment Company Act is likely to include substantial
restrictions on insider transactions in order to protect investors
in such companies. Therefore, companies which are not registered
under the Investment Company Act will still be regulated under

that Act or & similar statute.

III. Discussion

There are several cogent reasons why SBICs which cannot
register under the Investment Company Act should be permitted to
elect to be taxed as regulated investment companies. Before
examining these reasons, however, it will be helpful to clarify.
the characteristics of SBICs.

SBICs licensed under the Small Business Investment Act of
1958, 15 U.S.C. § 661 et seg. (1976), are predominately engaged
in furnishing capital to small business by providing equity

capital and long-term loans to small business concerns.ﬁ/

&/ Small business concerns eligible to receive SBIC financial
assistance are defined by 13 C.F.R. § 121.3-11., See 15
U.S.C. § 662(5), § 632. Small business concerns which
satisfy four criteria are eligible to receive SBIC financ-
ing. These criteria are: (i) the business is indepen~
dently owned and operated, (ii) it is not dominant in its
field of operation, (iii) it does not have a net worth in
excess of $6 million, and (iv) it does not have an average
net income, after Federal income taxes, for the preceding
2 years in excess of $2 million (computed without regard
to loss carryovers). Alternatively, a small business
concern is eligible to receive SBIC financing if it meets
the first two of the foregoing criteria and also has fewer
than a prescribed numbex of employees or less than a pre-
scribed dollar volume of business, 13 C.F.R. § 121.3-10,
The employee number and dollar volume limitations vary
according to the industrial classification of the business.
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18 U.8.C. §§ 684, 685. The SBA is authorized to purchase or
guarantee SBIC debentures up to a maximum amount of 400 percent
of the combined private paid-in capital and paid-in surplus of
the 8BIC., 15 U.8.C. § 683(b). Typically,. 8BICs make venture
capital investments -- that is, highe-risk investments in small
and unproven but innovative enterprises. Because of inexper-
ience and lack of business sophistication of the existing
management of such enterprises, an SBIC often must protect its
investments by becoming deeply involved in the mapagement of
the enterprises it financess« Because SBICs invest in small
innovative enterprises with high growth potential, the return
on an 8BIC's equity investments generally takes the form of
capital gains rather than dividends. SBICs generally invest
in highly flliquid assets because the enterprises financed are
small, the risk is great, and their securities are unregistered.
Finally, SBICs are closc&-.nd investment companies ;- that is,
their stock is not redeemable upon demand.

d. Th2 Rejistration Requirement of Section 851(a)

Was Apparently Intended Only to Incorporate by
Reference the Investment Company Act's Compre-

hensive Definition of "Investment Company"
Section 851(a) provides:

For purposes of this subtitle, the term
"regulated investment company" means any
domestic corporation {(other than a per-
sonal holding company as defined in
section 542)~--

(1) which, at all times during the
taxable year, is registered under the
Investment Company Act of 1940, as
amended (15 U,S.C. 80 a-1l to 80 b-=2),

84-806 O—81——1
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either as a management company or as

a unit investment trust, or

(2) which is a common trust fund or

similar fund excluded by section 3(ec)(3)

of such Act (15 U.S.C. 80 a=3(c)) from

the definition of "investment company”

and is not included in the definition of

"common trust fund® by section 584(a).
The legislative history of the regulated investment company
provisions of the Code indicates that the section 851(a)
reference to registration under the Investment Company Act is
primarily descriptive. That is, Congress appzrently believed
that essentially all investment companies then in existence were
registered under the Investment Company Act, and thersfore the
registration requirement of section 85l1(a) was adopted as a
shorthand specification of the meaning of the term "investment
company.® It is important to understand that SBICs were not in
existence when the reference to reg{stration under the Investment
Company Act was adopted.

The forerunner of Subchapter M entered the tax laws in 1936,
before the enactment of the Investment Company Act. As originally
enacted, conduit treatment was accorded a "mutual investment
company.® Revenue Act of 1936, Pub. L. No. 74=740, § 13(a)(2),
(3) . .

. (e) Mutual Investment Companies.=-

{1) General Definition.--The term "mutual

investment company” means any corporation (whether
. chartered or created as an investment trust, or
otherwise), other than a personal holding company
as defined in section 351, if --
(A) It is organized for the purpose of,
and substantially all its business consists

of, holding, investing, or reinvesting in
stock or securities; and
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(B) At least 95 per centum of its gross
income is derived from dividends, interest,
and gains from sales or other disposition of

. stock or securities; and

<) Less than 30 per centum of its gross

S income is derived from the sale ot other dis-

' position of stock or securities held for less
L than six months; and

- - (D) An amount not less than 90 per centum
of its net income is distributed to its share-
holders as taxable dividends during the taxable
year; and

(E) 1Its shareholders are, upon reasonable
notice, entitled to redemption of their stock
for their proportionate interests in the cor-
poration's properties, or the cash equivalent
thereof less a discount not in excess of 3 per
centum thereof.

Revenue Act of 1936, § 48(e)(l). In addition, the corporation was

required to meet certain conditions designed to assure diversifica-

tion of investments and prevent the corporation from being used as

2 holding company. A requirement of government regulation was not

a component of the definition of mutual investment cqmpany.Z/

Section 48(e)(l)(E) of the Revenue Act of 1936, supra, ré-

stricted mutual investment company tax treatment to those companies

1/ . The committee reports on the Revenue Act of 1936 provide
no explanation of the mutual investment company provision.
In 1936 the only tax on corporations contained in the bill
reported by the Ways and Means Committee provided for tax-
ation of the undistributed profits of all corporations.
The House bill would have relieved from tax any corpora=-
tion which annually distributed all of its net income, and
therefore special conduit treatment for mutual funds was
not required. The Senate Finance Committee retained the
separate corporate tax structure but imposed a seven per-
cent surtax on undistributed profits. The mutual invest-
ment company provisions were introduced by the Finance
Committee as a late amendment to the Senate version of
the bill, and were not discussed in the Senate report.
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whose shareholders were entitled to redeem their stock. This’
redemption privilege is the essential characteristic of open-end
investment companies. In 1942 section 361(a) of the Internal
Revenue Code of 1939 was amended to confer conduit treatment on
management companies and unit investment trusts registered under
the Investment Coqpany Act and on unregistered comi?n trust
funds. The Revenue Act of 1942 droéped the reguirement of a
redemption privilege and thereby extended conduit tax treatment
to registered closed-end companies: Since 1942 the definition
of regulated investment company has remained subhtantially
unchanged. )
The legislative histoty of the Revenue Act of 1942 indi-

cates that Congress 1nten§ed the reference to registration under
the Investment Company Act to include essen&ially_all investment
companies. “The new provisions enlarge the category of companies
entitled to special tax treatment an; liberalize the standards
required to be met." H. Rep. No. 2333, 77th Cong., 24 Sess. 28
(194?). Moreover, the Senate report states: -

Thus, investment companies known as cleséd-.

end companies under the Investment Company

Act of 1940 if they meet the requirements

of section 36l(b), as amended, will come

within the definition of the term "regu~-

lated investment companies,” which has

been substituted for the term “"mutual

investment companies.”
S. Rep. No 1631, 77th Cong., 2d Sess. 158 (1942). This observa-
tion reveals that Congress intended that closed-?nd investment
companies sﬁould be eligible for conduit tax treatment, provided

" only that "they meet the requirements of section 361(b)."
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Section 361(b) of the Internal Revenue Code of 1939 is
substantially equivalent to sections 851(b)-851(d) of the Internal
Revenue Code of 1954. Section 851(b) sets forth four substantive
limitations on eligibility for conduit tax treatment. First, at
least 90 percent of the company's gross income must be derived
from dividends, interest, and gains from the sale or other
disposition of stock or securities. Section 851(b)(2). This
requiremenl assures that no substantial amount of operating
profits will avoidrthe corporate tax by being commingled with
investment income. That is, the company must do more than engage
primarily in the investment business (as requiréd by section 3(a)
of the Investment Company Act, 15 U,S.C., § 80a-3(a)); rather, the
tax law requires that investment must be the substantially
exclusive business of the company.

- Second, the proportion of the company's gross income
derived from the sale or other di;position of stock or securities‘
held for 1e§s than 3 months must be less than 30 percent. Sec-
tion 851(b)(3). This requifement assures that coqduit tax treat-
ment is accorded investment companies, nét companies‘specializing
in short-swing speculation.

Third, the company's portfolio must meet certain diver-
sification requirements. Section 851(b)(4), (c), (d). This
requirement assures that conduit tax treatment accomplishes
Congress' purpose == permitting small investors to pool their

resources in order to obtain the benefits of diversification
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and professional management, without incurring taxes in excess
of those which wealthy investors must pay.

Fourth, the company is restricted in its aﬁility to own a
controlling interest in its portfolio companies. Section 851(b)
(4)(A)(11).§/ This requirement assures that conduit tax treat-
ment is not accorded holding companies.

The £oregoiﬁg requirements of section 851(b) specify the
substantive tax policy limitations on the availability of conduit
tax treatment. Since the legislative history states that closed-
end companies which satisfy these requirements should be aligible
for conduit tax treatment, the reference to regis::ntion uﬁdor
the Investment Company Act apparently was not intended to restrict
the availability of conduit tax treatment. Rather, Congress
apparently bblioved that essentially all companies whiéh engage
primarily in investment activities fall within the definition
of investment company contained in section 3 of the Investment
Company Act and are required to rcgistoé under Section 8.

15 U.S.C. § 80a-3, § 80a-8. Therefore, the section 851(a)
reference to registration appears to be prinirily descriptive.

The only indications in the legislative history that

Congress nmay have intended the requirement of registration

8/ At least 50 percent of a regulated investment company's
assets must consist of cash and cash items, Government
securities, and securities of issuers not more than 10
percent of whose outstanding voting securities are owned
by the regulated investment company.




under the Investment Company Act to impose an independent
substantive condition on the availability of conduit tax treat-
ment are founded upon 'inference and conjecture. The Revenue
Act of 1936 accorded conduit tax treatment only to mutual
investment companies, which were defined to include only certain
open-end (i.e., redeemable share) companies. Revenue Act of
1936, § 48(e)(1)(E), supra. This limitation was assailed as
inequitable by the closed-end companies. However, during the
1938 Ways and Means Committee hearings Congressman McCormack
emphasized to the representative of the closed-end investment
companies that a shareholder's right to redeem his holdings is a

"very important right.” Revision of the Revenue Laws, 1938:

- Hearings Before the House Comm. on Ways and Maans, 75th -

Cong., 34 Sess. 843 (1938). Moreover, in 1938 the Treasury
resisted the inclusion of closed~end companies in the definition
of mutual investment.company until the SEC finished its report on
investment companies. Id. at 843, 841, Since thé redeemable '
share requirement was removed contemporaneously with the addition
of the reference to registration under the Investment Company .
Act, it might be argued that in 1936 Congress festricted the
definition of mutual investment companf to open-end companies

in order to provide some protection to shareholders of the

then-unregulated investment companies.2 1In this view, the

’

9/ For example, if the management.of a closed-end investment
company decided to issue senior securities existing

(footnote continued on next page)
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reference to registration under the xnvost-ent.COIpany Act would
be seen as establishing a requirement of regulation for the
protection of investors as a prerequisite to the extension of
conduit tax treatment to closed-end investment ccnpanios.lg/.
SBICs are, in general, closed-end investment companies. Although
a relationship between SEC regulation under the Investment Com=-
pany Act and the extension of conduit tax treatment to closed-
end investment companies may be plausible, it is nowhere expressed
in the legislative history. Therefore 1; appears unlikely that
_Congroll intended to implicitly impose a requirement of regula-
‘tion for the protection of investors by means of the refarence to
registration under the Investment Company Act.
Further ,evidence that Congress did not intend regulation

under the Investment Company Act to be the quid pro quo for

extension of conduit tax treatment to closed-end investament

{Continued From previous page)

shareholders could withdraw only by selling their stock

at depressed prices. However, shareholders in an open-
end investment company could promptly redeem their shares
before issuance of the senior securities, and thereby o
a:oid a loss due to the reduced market value of their
shares. .

a9/ Note also that in 1942 the Senate Pinance Committee
included common trust funds within the definition of
regulated investment company, possibly in response to
testimony at the Committee's hearings that common trust
funds wvere "exempted from registration under the Invest-
ment Company Act because they are maintained by banks
vhich are already under the supervision of Pederal and
State authorities....” Revenue Act of 1942: Hearings on
H.R. 7379 Before The Senate Pinance Comam., 77th Cong.,
24 Sess., vol. 2, 2107 (1942) (statement of George A.
Wood) . ' : : .
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campanies is provided by the real estate investment trust pro-
visions of Subchapter M. When in 1960 Congrc;s provided conduit
tax treatment for real estate investment trusts, the section 856
definition of real estate investment trust was consciously pat-
terned on the section 851 definition of regulated investment
company. H. Rep. No. 2020, 86th Cong., 24 Sess. 4-5 (1960).
However, section 856 neither requires that a real estate invest-
ment trust be regulated for the protection of its investors, nor
that the shares evidencing ownership of the trust be rédeemablo.
B. Even If Regulation for the Protection of

Investors Is a Regquirement for Regulated

Investment Company Taxation, the Shareholders

of SBICs Which Are Not Required to Register

Under the Investment Company Act Would Be
Adequately Protected By SBA Regulation

Even assuming that closed-end investment conpanies were
included in the definition of regulatéﬁ investment company only
because they are subject to regulation for the protection of
investors, it does not follow that the investors in an unregis-
tered SBIC are inadeguately protected for purposes of Subchapter
M. Even if regulation for the protection of invéstoré is an
ess?htial policy, no reason is shown why'éhis protective function
must be performed by the SEC, or why it must take the precise
form-of the restrictions currently imposed by the Investment
.Company Act.

Although at present the SBA does not requlate SBICs for

the express purpose of investor protection, it apparently has
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adeguate statutory authority to do so. Such SBA regulation
would apparently be viewed by Congress as an adequate substitute
for SEC regulation under the Investment Company Act, since
COpgrcls has stated that overlapping jufildictlon between the

SEC and the SBA should be eliminated. 15 U.S.C. § 687(g)(2)(HB).

There are three sources of statutory authority for SBA
regulation of SBICs which hay be broad enough to support regula-
tions directed to the protection of SBIC investors:

1. 15 U.5.C. § 682(c) provides: "The aggregate amount
of shares in any [small business investment] company or conpaﬁics
which may be owned or controlled by any stockholder, or by any
group or class of stockholders, may be limited by the [Small
Busincai) Administration.”

2, 15 U,S5.C. § 687(c) provides: "The [Small Business)
Administration is authorized to prescribe regulations governine
the operations of small business investment companies, and to
carry out the provisions of this Act in accordance with the
purposes of this Act."

3. 15 U.8.C., § 686{a) requires the approval of the SBA
before an SBIC may aequir; securities-of an enterprise with a
value exceeding 20 percent of private paid-in capital and paid-
in surplus of the SBIC.

Moreover, the SBA has broad investigatory and enforcement
pow’ta. The SBA may, upon notice and hearing, issue cease and
desist qrders or revoke the license of an SBIC, and the SBA may

compel attendance and testimony of witnesses and the production
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of documents at the hearing. 15 U.8.C. § 687a. Note that one
of the g;ounds for license revocation i{s "any written statement
required under this subchapter, or under any regulation issued
under this subchapter by the Administrator, fails to state a
material fact necessary in order to make the statement not mis-
leading in light of the circumstances under which the statement
was made." 15 U,.8,C. § 687a(a){(l). Compare SEC Rule 10b-S.
Under 15 U.S.C, § 687b(b) each SBIC is subject to examination by
the SBA at least annually, and is required to file any reports
required by the SBA. Further, the SBA may investigate *"whether
a licensee or any person has engaged or is about to engage in
any acts.or practices which constitute a violation of any
provision of this chapter, or of any rule or regulation under
this chapter, or of any order issued under this chapter."
Authority to compel attendance of witnesses and production of
documents at such investigations i§ also provided. 15 U.S.C.
§ 687b(a).

- Furthermore, adequate investor protection for purposes
of Subchapter M is not necessarily equivalent to the strictest
possible SEC regulation under the Investment Company Act. Thus,
existing SBA regulation (such as thg prophylactic effects of the
annual financial examination and the SBA's investigatory powers)
may constitute sufficient investor pfotecti;n for tax purposes.
The Treasury Department has already taken the position that regu-
lated investment company tax treatment is appropriate in circum=-

stances where the SEC does not exercise the full extent of its
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regulatory authority under the Investment Company Act. In 1969
the National Association of Small Business Investment Companies
(NASBIC) instituted a proceeding before the SEC in an attempt to
obtain an administrative exemption for SBICs from certain of the
requirements of sections 17, 18, 19 and 23 of the Investment

Company Act. In re National Association of Small Business

Investment Companies, [1970-1971 Transfer Binder] Fed. Sec. L.
Rep. (CCH) ¢ 78,076. In conjunction with this adninistrative
proceeding the SBA obtained advice that SBICs registered under
the Investment Company Act would, in the opinion of the Trealhry
Department, be entitled to conduit tax treatment notwithstanding
their exemption from the most significant rogu;atory provisions
of the Investment Company Act. Letter of July 15, 1969, from
John S. Nolan, Deputy Assistant Secretary of the Tteasur&, to

Arthur B. Singer, Associate Administrator for Investment, SBA,

reprinted in Small Business Investment: Hearings on H.R. 10717

Before the Subcomm., on Consumer Protection and Finance of the

House Comm. on Interstate and Foreign Commerce, 95th Cong., 2d
Sess, 221-222 (1978). At a minimum this action indicates that
the Treasury has in the past taken the position that whatever
regulatory requirements the SEC deems adequate for the protec-
tion of investors are‘sutficient to secure the benefits of

regulated investment company tax treatment. Indeed, since the
administrative exemption sought by NASBIC involved ptoviaicni

vhich are central to the Investment Company Act's scheme of
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investor prctectién, the Treasury's opinion that continued regis-
tration would be sufficient to secure the benefits of Subchapter
M may amount to an administrative interpretation that the
section 85l(a) reference to registration under‘the Investment-
Company Act is primarily descriptive.. -

It appears likely that before the close of the_ssth Con-
gress legi;lation will be enacted to provide certain companies
which specialize in venture capital investments with relief from
the most burdensome requit&ments of the Investment Coﬁpany Act.
The SEC has proposed legislation which would accomplish this

result by making specific provisions of the Investment Company

Act inapplicable-to "business development companies," a term which'

would inélude most SBICs.li/ However, such companies would

still be required to register and would be subject to other pro-

visions of the Investmént cobpany Act. The SEC approach is a

counterproposal to several bills now pending in Congress which

would except "venture capital cdmpanies” (including allA$BICs)

from the Investment Company Act's definition of investment com-

v

pany; as a result, these companies would be exempt from the

s

l;/ H.R. 7491. the draft legislation proposed by the .SEC .
» (entitled the "Business Development Company Act of 1980")
was introduced on June 4, 1980. This bill was the subject
of SEC Commissioner Friedman's testimony at the June 17,
1980 hearing of the Consumer Protection and Finance Sub-
Commpittee of the House Committee on Interstate and Foreign
Commercé. .

.
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regquirement of registration and certain of its most onerous

regulatory consoqucnccl.lz/ The SEC has testified that:

In our view, the continuing status of venture

capital companies as registered investment com-

panies would have several advantages over the

exemptive approach of the bills presently before

this Subcommittee: -

-~ as registered investment companies,
they would be entitled to pass-
through tax treatment under Sub-
ghaptcr M of the Internal Revenue

“.. . . L]

Hearings on S. 1940 Before the Subcomm. on Securities of the

Senate Comm. on Banking, Housing, and Urban Affairs, 96th Cong.,
24 Sess. (May 16, 1980) (statement of Stephen J. Priedman,

Comnssioner, SEC). Thus, continued eligibility for Subchapter M

12/

_in the business of furn

In general, these bills define "venture capital company" as
a company which meets both the following conditions:
(1) the company is ongagcd or proposes to engage primarily
shing capital (other than short-
term paper) to industry, financing promotional enterprises,
purchasing securities of issuers for which no ready market
exists, reorganizing companies or similar activities, and
(ii) at least 80 percent of the assets of such company,
valued at cost, consists of securities which were acquired
directly from the issuer in transactions not involving
registration of the securities under the Securities Act
of 1933, or securities received in a reorganization of
the issuer in exchange for such unregistered securities,
or securities distributed on or with respect to such
unregistered securities. In addition, B.R. 7554 generally
requires that the company make available managerial
assistance in order to satisfy condition (i); however,
H.R. 7554 expressly provides that any $SBIC satisfies
condition (i). SBICs are predominately engaged in furnish-
ing capital to small business by providing equity capital -
and long-term loans to small business concerns. 1% U.8.C.
§§ 684, 685. These equity investments and long-term
loans constitute securities which are acguired directly
from the small business concern. Therefore, SBICs are
included within the proposed definition of venture capital
company, and would be exempted from the registration
requirenents of the Investment Company Act if a bill
sinilar to those now pending in Congress is enacted.
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tax status is an important feature of the SEC's proposed legisla-
tion (H.R. 7491) to grant registered investment companies which
specialize in venture capital investments relief from specific
provisions of the Investment Company Act. If Congress adopts the
SEC approach this advantage -- that a conforming amendment of
section 851 would not be required -- is likely to be a significant
factor motivating the decision. Thus, adoption of the SEC's
approach would amount to a congressional interpretation that the
section 851(a) reference to registration under the Investment
Company Act reguires little, if any, regulation.

Whichever approach Congress ultimately adopts, amendment
of the Investment Company Act will embody .o legislative decision
that a lesser degree of regulation is adequate to protect_inves~
tors in companies which specialize in venture capital investments.
Surely Subchapter M does not demand unnecessary regulation.

Since SBICs are regulated by the SBA and since there is no
indication that investors in SBICs having 100 or fewar security
owners are inadequately érotected, these SBICs should be allowed
to qualify for conduit tax treatment.\\
C. Including SBICs With 100 or Fewer Security
Owners in the Definition of Regulated

Investment Company Is Consistent With the
Legislative Historv of Section 85l(a)

The inclusion of SBICs with one h&pdred or fewer security
owners in the definition of regulated inv%stment company is
consistent with the legislative history oé section 851(a). As

"enacted in 1936, mutual investment company tax treatment was

available to any corporation (other than a personal holding
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company) which met the diversification, income distribution and
redenption r.éuiro-cntl, without regard to the company's number
of shareholders. Revenue Act of 1936, § 48(e), supra. This ~
fact indicates that the 1942 amendment which defined a regulated
investment company in terms of investment companies registered
under the Investment Company Act merely incorporated securities
lav limitations in a tax law definition. The 1942 amendment was

1
designed to "enlarge the category of companies entitled to

Qﬂ_~ggggigl tax treatment and liberalize the standards required to

be met,” by including closed-end companies. H. Rep. No. 2333,
77th Cong., 24 Sess. 28 (1942). 1t is important to understand
that SBICs 4id not exist in 1942 when the reference to registra-
tibn under the Investment Company Act was adopted. Therefores,

Congress was not aware that SBICs, which generally have 100 or

. fewar security owners, would serve an important function in the

investment company industry. Thus, exclusion of companies with
100 or fewer socurity owners was apparcntly inadvertent. iy

In an anulogoul situation, common trust funds were
included in the section 851(a) definition of regulated investment
company as soon as Congress was informed that these funds are not

registered under the Investment Company Act. 1In 1942 the House

;;/h._~xn 1960 when Subchapter M conduit tax treatment was
extended to real estate investment trusts only organiza-
tions which are beneficially owned by 100 or more persons
were included in the definition of real estate investment
trust. 7This provision was apparently included only to
achieve substantial similarity with the definition of
regulated investaent company. See H. Rep. No. 2020, 86th
ango' 24 Sess. 5 (1960).
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bill defined a regulated investaent company strictly in terms

of those companies registered under the Investment Company Act.
This definition excluded common trust funds, which previously

had qualitiod as mutual investment companies. This gap in cover-
age was pointed out at the Senate hearings on the Revenue Bill

of 1942, and the Senate rogponded by adopting the common trust

fund provision. Revenue Act of 1942: Hearings on H.R. 7379

Before the Senate Finance Comm., 77th Céng., 24 sts., vol. 2,
2106-2107 (1942) (statement of George A. Wood). Similarly,
investment companies with 100 or fewer security owners had pre-
viously qualified as mutual investment conp#niol. It seems
lixeiy that if the issue had been raised in 1942 Congress would
have included companies with 100 or fewer security éanrs in the
definition of regulated investment company, notwithstanding
their exemption fror the Investment Company Act.

T D Petuitéing SBICs to Elect Subchapter M Tax
“Treatment Is Consistent With the Policy of

the Regulated Investment Company Provisions

The policy which underlies the regulated investment
company provisions of the Code is that small investors should
be permitted to pool their funds and thereby obtain the benefits
of professional management and diversification of investments
without incurring taxes in addition to those which large investors
must pay. Large investors ;an afford the services of investaent
ldviiors, and have enough capital to invest in a variety of
securities. Therefore, the large investor can obtain a profes-

sionally managed, diversified portfolio. Small investors must
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pool their resources in order to ‘secure these benefits, and
since small investors require centralized professional manage~
ment of the pool of investment funds and readily transferrable
interests (liquidity), the classical tax system treats this pool
as a separate taxable entity. Thus, absent conduit tax treat-
ment - for regulated investment companies, small investors would
be forced to either suffer a significant reduction in the return
on their capitalli/ or forgo the benefits of diversification
and professional management.

SBIC's accomplish these same ends. 1Indeed, the importance
of pooling to investments in venture capital is demonstrably
greater than the importance of pooling to investments in_proven

low-risk securities (the so-called blue chip securities). Tradi-

“tionally mutual funds, which are eligible for Subchapter M tax

treatment, invest only in blue chip securities. Diversification
of such investments assures a relatively stable rate of return.
Individual investments in venture captial, however, tend to be
very risky. Diversification of venture capital investments
dramatically reduces this risk. That is, many securities in
which an SBIC invests will brove worthiess, while other invest-

ments will result in e;traoqﬁinarili large capital gains. Thus,

14/ Assuming a flat 46 percent rate of tax on an investment
company's income, the precise reluction in the return
on capital would be 46 percent for interest income, 6.9
percent for dividend income (taking into account the 85
percent dividends received deduction of section 243) and
32 percent for capital gains (taking into account the
28 percent corporate capital gains tax and the loss of
the individual's 60 percent deduction for capital gains).
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for companies which specialize in venture capital investments
diversification is not simply a device to assure a constant
level of profitability:; tnthe;, diversification is essential to
survivial.

Similarly, professional management is of even greater
importance to SBICs than té traditional mutual funds. The
management of an SBIC must provide more than investment eva}u-
ation and market expertise. Rather, an SBIC must often protect
its capital by becoming deeply involved in the management of the
companies in which it invests. Thus, the management of an SBIC
must consist of expciicnced practicing businessmen who can
develop some expertise in the lines of business of the 1nvoltc;
~ companies. Compared with investment advisexrs, managers with
these skills are a rare and oxpcnsiv‘ breed.

In addition to securing professional management and
divcrnit;caeion.of investments, pooling of funds in an invest~
ment company serves a third function of great importance to ocur
economic system. This function is liquidity intermediation. As
explained by Professor Clark, individuals prefer to hold liquid
‘ assets because of unpredictable and potentially disastrous
fluctuations in personal money needs. However, when the ll;ttl
of many individuals are péolcd,‘in the aggrogite these indivi-
duals' demands for money become stable.

By pooling their claims against assets, a
group of individuals can take advantage of the
lav of large numbers, according to which con-

tingencies unpredictable on an individual basis
are guite predictable for large numbers. In
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its simplest application, pooling enables finan-
cial intermediaries to accomplish liquidity
intermediation. Individuals often want to hold
liquid assets because they cannot accurately
predict future contingencies that will affect
their need for cash, whereas users of capital
such as corporations, often want capital left
with them for long periods of time. An inter-
mediary often issues relatively liguid clains
' against itself, that is, claims convertible to

’ roney within a short time at no or little sacri-
fice of their full value, and uses the proceeds
to, invest in fairly illiguid claims. The
intermediary can safely invest in illiquid
claims, up to a point, because of the relative -
stability and predictability of the exercise of

- claims against {tself that comes with large
numbers of them. Thus, the claim of even the
smallest demand deposit account-holder at a
commercial bank is, at any given time, quickly
convertible into a fixed amount of currency or,
indeed, usable as money itself. Otherwise
demand deposit accounts would not be as popular
as they are. Yet banks in turn do not simply
make callable loans or invest in highly liquid
securities on the strength of these assets, but
make many business loans for which there is no
significant secondary market, and which have
substantial periods to maturity: 30, 60, and
90 day loans and even term loans for periods
longer than a year.

Clark, The Federal Income Taxation of Financial Intermediaries,

84 Yale L.J. 1603, 1610-11 (1975) (footnotes omitted).

Mutual funds which invest in blue chip securities for
which a ready market exists perform the function of liquidity
intermediation only to a limited extent, because an individual
who invests directly in blug chip securities generally suffers
little loss in liquidity. SBICs, however, generally invest in
securities for which no ready market exist:s.w It might be
argued that becausQVSBICs are closed-end investment companies,

their significance as liguidity intermediaries is limited.
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This argument is without merit for two reasons. First, the
stock of SBICs is sometimes registered under the Securities
Exchange Act of 1934, and therefore is readily transfcrnblo.lé/
Second, banks and insurance companies are often signiiicantf
investors in SBICs and therefore SBICs interface the liquidity
requirenents of bank depositors and insurance policyholders with
the long term capital needs of neﬁ'bunincsl ventures.

. SBICs perform the same economic tunciions - professional
management, diversification, and liquidity intermediation ==

as traditional mutual funds. Therefore there appears to be no
justification for denying SBICs the same tax treatement as
traditional mutual funds. -
o It might be argued that the Investment Company Act's

100 security owner requirement serves a function relevant to
Subchapter M -- requiring a large number of security ownerQ
assures that a company eligible for conduit tax treatment act~
uvally represents a pooling of many investors' resources. Remem~

ber, however, that a coﬁpaﬁy which makes a public offering of

15/ The stock of closely-held SBICs which are exempt from
registration under present law is unlikely to be regis-
tered under the Securities Exchange Act of 1934. However,
it appears likely that ani legislation which may be
enacted to exempt currently registered companies from the
registration requirement of the Investment Company Act
will rvequire, as a prerequisite té the exemption, that
such companies have a class of equity security registered
under the Securities Exchange Act of 1934, See, eo.9.,

H.R. 7554, § 202. .
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its securities, however small, must regIQter and may ‘elect to be
taxed as a regulated investment company, even it it has fewer
than 100 security owners. Furthermore, although a large number
of security owners assures that an investment company actually
represents a pooling of many lnvestors' resources, such a require-
ment is unnecessary for SBICs. The economic significance of
pooling is that it allows inveétors to obtain the benefits of
professional management, diversification, and l;quidity inter-
mediation. These benefits, however, are dependent upon the amount
of funds available for investment, not the number of suppliers of
funds. An SBIC can provide these benefits to its private inves-
tors, however few.they may be, because the private equityhcapital
of an SBIC is pooled with three or four times as much government
leverage (in the form of SBA purchased or guaranteed debentures).
Moreover, a company must meet statutory minimum private capital
requirements before it will be licensed to operate as an SBIC.
For comphnies licensed on or after October 1, 1979 the minimum
capital requirement is $500,000 (previously $150,000). The com=
bination of pooling private capital with government leverage, and
minimum private capital requirements, assures that any SBIC is
aBle to perform the economid functions which Congress‘sought t&
encourage by providing conduit tax treatment to regulated invest-

ment companies, however few persons may own its securities.

)
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E. Past and Present Congressional Actions
Demonstrate an Awareness of the Critical
Importance of Conduit Tax Treatment to the

Growth and Development of the SBIC Industry

In 1967, Congress expressly recognized the importance of

conduit tax treatment to SBICs and the necessity of preserving

Subchapter M tax status for SBICs while reducing the burdens of

compliance with the Investment Company Act.

In its annual report for the year ending
December 31, 1967, and in each succeeding annual
report made pursuant to section 639(a) of this title,
the [Small Business] Administration shall include
full and detailed accountg relative to the following
matters:

* * *

(G) Recommendations of the Treasury
Department with respect to additional
tax incentives to improve and facil-
itate the operations of small business
investment companies and to encourage
the use of their financing facilities
by eligible small business concerns.

(H) A report from the Securities and
Exchange Commission enumerating actions
undertaken by that agency to simplify
and minimize the regulatory requirements
governing small business investment
companies under the Federal securities
laws and to eliminate overlapping
regulation and jurisdiction as between
the Securities and Exchange Commission,
the [Small Business)] Administration, and
other agencies of the executive branch.

* » »

(J) Actions undertaken by the
Securities and Exchange Commission
to simplify compliance by small
business investment companies with
the requirements of the Investment
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Company Act of 1940 and to facil-

itate the election to be taxed as

regulated investment companies

pursuant to section 851 of Title 26.
15 U.s.C. § 687(g)(2). Thus, Congress is already on record in
support of encouraging investment in SBICs through additional tax
incentives. The annual report of the SBA is required to contain
Treasury Department recommendations "with respect to additional
tax incentives to improve and facilitate the operations of small
business investment companies," and the SEC must describe its
actions "to facilitate the election log SBICs] to be taxed as
regulated investment companies.” 15 U.S.C. § 687(g)(2)(G), (J).
Extending conduit tax treatment to unregistered SBICs with 100 or
fewer security owners would accomplish both these objectives.
Furthermore, conduit tax treatment will encourage private invest-
-ment in SBICs and thereby reduce the federal government's role .
as a substantial investor in SBICs, in conformity with the
policy of the Small Business Investment Act of 1958. 15 U.S.C.
§ 661. ’

Pending legislation to amend the Investment Company Act

in order to eliminaie unnecessary restrictions on companies which
specialize in venture capital investgents also involves a recog~
nition of the importance of Subchapter M tax status to SBICs.
Presently there are 32 SBICs registered under the Investment
Company Act, all of/which elect to be taxed as regulated invest-

ment companies. If legislation were enacted to exclude venture

capital companies from the Investment Company Act'’s definition
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of investment conéuny, these SBICs would be unable to register.
Since under present law a company which does not meet the defini-
tion of investment company in section 3 of the Investment Company
“Act cannot voluntarily register under the Act, George E. Mrosek,
supra, these companies would lose their conduit tax treatment.
Loss of conduit tax treatment would be most harmful to thess
-SBICs, and would greatly outweigh the advantages which relietf
from the Investment Company Act would provide. Recent versions
of bills exempting venture capital companies from the Investment
Company Act would amend the Act to provide that a company which
woula be excluded from the definition of investment company by
reason of such 1egislation-nay nonetheless voluntarily register
as an investment company, thereby preserving its status as a
regulated investment company pending an amendment of section
851(a). See H.R. 6723, § 204: B.R. 7554, § 205; S, 1940, § 204.
If instead of exempting venture capital companies from registra-
tion.kCongtcss decides to grant business development companies
relief from specific provisions of the Investment Company Act i
(the SEC approach, see Part III.B., supra), this decision is’
likely to be motivated in large part by a dosire to’proaorJ; the
Subch;ptot M tax status of currently registered SBICs. Therefore,
although the final form of legislation to grant companies which
specialize in venture capital investnents folict from the Inyczt—

nent Company Act cnnno£ be predicted, such legislation is certain

"‘ to recognize the critical importance of conduit tax treatment to

SBICs.




v 118
- 36 =

Congress and the Administration 16/ are now firmly
committed to stiﬁulating venture capital 1nvestment~by elim-
inating unn;cessary restrictions on companies which specialize
in such investments. SBICs specialize in venture capital .
investments and are an important segment of the industry. fhe
elimination of unnecessary tax law restrictions on SBICs should
be a centtai component of the present effort to ;tinu}ate venture
capital investment because Congress recognizes the overwhelming
importance of conduit tax treatment to SBICs and is on record’in
support of promoting SBICs through additional tax incentives.
Indeed, the proposed amendment of section e5l(a) would not con-
stitute a tax prefgrence fbr S§BICs, because {53_533 discussion .
above demonstrates) the present distinction between the tax
treatment of those SBICs which have more than 100 security‘owners
and those which do not is an artifact of jurisdictional 1Lmita—’
tions on the SEC under the Investment Company Act, and cannot be

justified by tax policy considerations.

16/ For example, the Department of Labor recently reproposed

a section of the regulations (29 C.F.R. § 2550.401b-1(e))
. which defines employee benefit plan assets under the
Employee Retirement Income Security Act of 1974. 45 Fed.
Reg. 38084 (June 6, 1980)., This change in the proposed
regulations was apparently motivated in part by a
memorandum from the White House to the Secretary of
Labor which criticized the proposed definition of plan
agssets because it would severely inhibit pension fund
investments {n venture capital companies. 1980 Daily
?gggrt for Executives, No. 111 (BNA) at G-~9 (June 6,
). T
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F. Permitting Unregistered SBICs to Attempt
to Qualify for Conduit Tax Treatment
wWill Cause Negligble Revenue Loss

There are five reasons why the proposed azendment of
section 851(a), insofar as it broadens the class of companies
which may attempt to qualify as regulated invéstment companies,
will result in negligible revenue loss to the Treasury.

' © Pirst, many corporate owned or controlled SBICs will not
want to elect to be taxed as togulatcd investment companies.
Corporate shareholders of regulated investment coupapiol are not
allowed to claim the section 243 deduction for dividends received
with respect to capital gain dividends received from the regulated ’
- investment company. Section 854(a). Therefore, corporate share~
holders must pay a 28 percent rate of tax on the capital gain
dividends paid by a regulated investment company. Alternatively,
i the investment -company does not elect conduit tax treatment
and makes in-kind distributions of appreciated stock, corporate
shareholders receiving such in-kind dividends will pay a 46
poréent rate of tax on only 15 percent of tho-vnluc_oz the stock
--.an effective rate of tﬂx of 6.9 percent. Hence corporate i
controlled SBICs which specialize in equity investments may
choose hot be taxed as regulated investment companies, whether
or not they otherwise qualify under Subchapter M. Of approxi-
mately 320 presently operating SBICs whiqh are not registered
under the Investment Company Act, approximately 135 are corporate
controlled.
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Second, not all closely-held SBICs could comply with the
diversification, income distribution and other tax policy-based
requirements of Subchapter M.

Third, many SBICs with 100 or fewer security owners might
avoid the corporate tax by selecting the partnership form of
organization. 1In 1976 section 30l(a) of the Small Business
Investment Act of 1958, 15 U.S.C. § 68l(a), was amended to permit
limited partnerships to be licensed as SBICs. The SBA's regula-
tions specify that a limited partnership will be licensed as an
SBIC only if the sole general partner is a corporation. 13 C.F.R.
§ 107.4(b). The requirement that the sole general partner of a
limited partnership SBIC be a corporation may cause the Internal
Revenue Service tc take the position that a limited partnership
SBIC is in fact a corporation for income tax purposes. See

Morrissev v. Commissioner, 296 U.S. 344 (1935); Rev. Proc.

72-13, 1972-1 C.B. 735. Moreover, SBA regulations require that
the capital of a corporate general partner which is not invested
in the limited partnership SBIC may b€ invested only in direct
obligations of the United States, obligations guaranteed as to
principal and interest by the United States, or insured savings
accounts. 13 C.F.R. § 107.4(d), 15 U.S.C. § 687(b). Although
at present these restrictions may make it difficult for a li:imited
partnership SBIC to qualify for partnership tax treatment; the
SBA is presently redrafting its regulations in a way which will
assure that a limted partnership SBIC will be able to qualify as

a partnership for tax purposes.
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Fourth, much of an SBIC's income is shielded from tax by
special provisions outside Subchapter M. For example, an SBIC
is entitled to a 100 percent dividends received deduction. Co.
Section 243(a)(2). Thus, only interest received on long term
loans to small business concerns and capital gains on the dispo-
sition of securities would be taxable income to SBICs. Further-
more, a portion of this income would be shielded by the operation
of section 1243, which permits an SBIC to take an ordinary loss
deduction if it incurs a loss on stock of a small business con-
cern received pursuant to the exercise of a conversion privilege
of convertible debentures.

Fifth, since corporate SBICs with few security owners
are presently taxable, it is likely that many of these companies
retain and reinvest their income in order to provide their share-
holders with deferred capital gains (on the sale of appreciated
SBIC stock or the liguidation of the ésIC) rather than current
ordinary income (dividends). Making Subchapter M tax statu;
available to these companies might alter their dividend poliqy
(and prevent premature tax-motivated liquidations), wﬁich would
substitute a current ordinary income tax on dividend payments to
SBIC shareholders for a current corporate tax plus a deferred
capital gains tax. It appears unlikely that a large tax differ-

ential would result from this substitution.
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G. Additional Reasons Support Continued Subchapter M
Tax Status for Any SBIC Which May Be Exenmpted from
Registration by Pending Legislation to Amend the
Investment Company Act

The final form of legislation to amend the Investment
Company Act is still in doubt. Two alternative approaches have
received seriocus consideration: (i) making specific provisions
of the Investment Company Act inapplicable to "business develop~
ment companies,” although such companies would still be required -
to register under the Act (H.R. 7491), or (ii) exempting “venture
capital companies™ from the registration requirement (e.g., H.R.
7554). The proposed amendment of section 851(a) would permit
currently registered SBICs to continue to qualify for conduit tax
treatment if Congress decides to exempt venture capital companies
from the requirement of registration under the Investment Company

Act.ll/ Three reasons in addition to those praviously discussed

17/ The proposed amendment would not permit non-SBIC venture
capital companies which may be exempted from registration
to qualify for conduit tax treatment. Subchapter M tax
status is less important for these companies than it is for
SBICs because non-SBIC venture capital companies receive
little interest income and can avoid corporate tax on
appreciated equity investments by techniques such as divi-
dends in-kind or liquidation. Furthermore, almost all
currently operating non-SBIC venture capital companies are
partnerships. Thus, exclusion from conduit tax treatment
will cause little hardship for those non-SBIC venture
capital companies which engage predominately in true
venture capital (i.e., high risk equity) investments.

- The proposed amendment of section 85l(a) does not include
non-SBIC venture capital companies in the definition of
regulated investment company because of concern expressed
by the SEC regarding the breadth of the definition of ven-
ture capital company. Even if a company which resembles
a mutual fund (i.e., a company which receives significant
dividend and interest income and does not make available
managerial assistance) could satisfy the definition of
venture capital company, it will nonetheless continue to
voluntarily register under the Investment Company Act in
order to avoid loss of conduit tax treatment.
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support continued Subchapter M tax status for any SBIC which may
be exempted from the requirement of registratiqn under the
Investment Company Act.

First, failure to provide continued Subchapter M tax sta-
tus for currently registered SBICs would substantially frustrate
Congress' purpose in providing an exemption from registration
under the Investment Company Act. The disadvantage of liability
for corporate taxes would gf;atly outweigh the advantage of
reduced bureaucratic reexamination of business decisions. In
recognition of this fact, recent versions of bills to exempt ven-
ture capital companies from registration would amend the Invest-
ment Company Act to provide that a company which would be
excluded from the definition of investment company by reason of
such legislation mayvnonetheless voluntarily register as an
investment company, thereby preserving its status as a regulated
investment company pending an amendment of section 851(a). See
H.R. 6723, § 204; H.R. 7554, § 205; S. 1940, § 204.

Without such a voluntary registration provision, Congress'
action in reducing regulation under the Investment Company Act
would produce the absurd result of actually decreasing private
investors' incentive to provide capital to SBICs for investment
in small business. The imposition of the corporate tax on the
income of an SBIC would mean a drop of almost S0 percent in the
revenues available for-distribution as dividends to SBIC share-

holders. A loan-oriented SBIC which is subject to the corporate
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tax and which pays out all of its after-tax earnings as dividends
would produce a higher rate of return than the SBIC's stock-
holders could obtain by making loans to small business concerns
directly only if (i) enough SBIC debentures are purcﬂased or
guaranteed by the SBA, and (ii) the differential between the rate
of interest received by the SBIC on its loans to small business
concerns and the rate of interest the SBIC must pay on its
debentures is sufficiently large. As Table I (page 43) illus-
trates, if an SBIC which makes only loans to small business con-
cerns were subject to the 46 percent corporate tax on interest,
private investment in the SBIC's stock would be entirely deterred
unless the amount of SBA purchased or guaranteed debentures (the
so~called government leverage) were greater than 213 percent of
the combined private paid=-in capital and paid-in surplus of the
SBIC (assuming 9 percent interest on SBIC debentures and 15
percent interest on loans to small business concerns). The
-averdge government leverage supplied to SBICs (excluding bank=-
dominated SBICs, which use little government leverage) is con-
siderably less than 200 percent of private paid-in capital and
paid~in surplus.

Provision for voluntary registratioﬁ reveals a congres-
sional expectation that the elimination of unnecessary securities
regulation must await a cénforming amendment of the tax law,
Therefore, Congress' attempt to stimulate venture capital invest-

ment by reducing the burden of securities regulation will be in



TABLE 2

Camparison Between Return on Investment in Stock of a Taxable SBIC which Makes Loans to Small
Dusiness Concerns and Return on Investment in Comparable lLoans Made to Small-Business Concerns Directly

' Annual Net Yield
Private SDA Purchased Total loan to Annual 15% Interest to SBIC After Gross Income

Capital on Guaranteed Small-Dusiness Payment by Small- Payment of 9!' to
Investment Debentures X/ Concerns Business Concerns ' on Deben Imresbor—‘-"—ﬁl
I. Investwment in $10,000 $30,000 $40,000 $6,000 $3,300 $1,782
Stock of SBIC
subject to 10,000 21,296 31,29 4,694 - 2,778 1,500
Corporate 10,000 20,000 30,000 4,500 2,700 1,458
Tax 10,000 10,000 20,000 3,000 2,100 1,134
10,000 0 10,000 1,500 1,500 8lo
II. Direct Loan to  $10,000 N.A. $10,000 $1,500 N.A. $1,500
Small-Dusiness
Concern

_Q_./

Pursuant to 15 U.S.C. § 683(b) (2) the SBA may not purchase or guarantee SBIC debentures with a value greater
than 400 percent of the combined private paid-in capital and paid-in surplus of the SBIC. Furthemmore, the
SBA may purchase or guarantee SBIC debentwres with a value greater than 300 percent of the combined private
paid-in capital and paid-in surplus of the SBIC only if 65 percent or more of the SBIC's total funds availnble
for investment is invested in “"venture capital.® SBA regulations define “venture capital” for this purpose
as (i) cammon or preferred stock of a small business concern, or (ii) debentures or loans which are
subordinated to all borrowings by the small business concern from other institutional lenders and no part of
the principal of which is rcpayable during the first three years of the loan. 13 C.F.R. § 107.202(b).

The interest rates on SBIC dcbentures purchased by the SDA on June 18, 1980 were: (i) 8.685% for debentures
with 3 year maturities, (ii) 8.%85% for 5 year maturities, (iii) 9.235% for 7 year maturities, and

(iv) 9.595% for 10 year maturities. ’

This column represents the income to the investor prior to taxation of the dividends (SBIC stockholder) or
interest (direct loan) at the investor level (assuming a flat 46 percent rate of tax at the SBIC level).

- 43 -

1 §
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vain if Congress fails to amend section 851(a) to include in the 1/
definitioh of regulated investment company those currently regis-
tered SBICs which, by virtue of pending securities legislation,
would be exempted from the requirement of registration under the
Investment Company Act.

) Second, Congress has expressed its intention that admini-
strative actions which provide SBICs relief from the Investment
Company Act should not jeopardize SBICs' ability to elect to be
taxed as regulated investment companies. 15 U.S.C. § 687(g)(2)(J),
supra. In view of this declared congressional policy, it would
be extremely inconsistent for Congress to eliminate the require-~
ment that SBICs register under the Investment Company Act and yet
fail to provide for their continued Subchapter M tax status.

Third, legislation exempting venture capital compani¢s
from the requirement of registration under the Investment Company
Act is likely to include significant restrictions designed to
protect investors in unregistered venture capital companies.
Therefore, even if regulation for the protection of investors is
a requirement for Subchapter M tax status, the shareholders of a
currently registered SBIC will be protected both by SBA regula-
tion (Part III.B., supra) and by new provisions of the Investment
Company Act which are specially adapted to the needs of such a
company and its shareholders.

It appears likely that legislation to exempt venture capi-

tal companies from registration under the Investment Company Act
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will reguire that a majority of the board of directors of an
unrejistered venture capital company consist of persons who are
not interested persons within the meaning of the Investment Com-
pany Act. Furthermore, the directors, officers, employees, con~-
trolling and affiliated persons of the company would be prohibited
from owning or purchasing securities or property from a person
controlled by or affiliated with the venture capital company, or
from a person to which the company furnishes capital, unless the
transaction is approved as fair by a disinterested majority of
the board of directors. See H.R. 6723, § 203; S, 1940, § 203.
Section 203 of H.R. 7554 contains even more stringent restric-
tions, including a flat prohibition on the acquisition from any
person of securities or property of any investee company by any
venture capital cowpany director, officer or employee. H.R.
7554 would also require approval by a disinterested board of
insider participation in joint transactions with the venture
‘ capital company. Compare Investment Company Act, § 17(a}, (d),
15 v.Ss.C. § 80a-17(a), (d4). Notwitﬂstanding the exemption from
registration, it appears likely that the SEC will be empowered
to enforce these restrictions, in additioq to enforcement by
private right of action. H.R., 7554, § 203. Enactment of these
provisions will constitute ‘a judgment by Congress that such
restrictions will assure that the shareholders of an SBIC which
claims exemption from registration under the Investment Company

Act will be adequately protected. It cannot seriously be

Pes
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contended that a higher standard of investor protection is
required to secure the benefits of Subchapter M.

Finally, it should be observed that continued Sub-
chapter M tax status for those currently registered SBICs which
are exempted from the requirement of registration under the

Investment Company Act will cause no revenue loss.



129

Appendix 1

96th Congress
2d Session
H.R,

To amend the Internal Revenue Code of 1954 with respect to
the definition of regulated investment company.

IN THE HOUSE OF REPRESENTATIVES
June , 1980

(for himself and ) introduced

Mr.
the following bill.

A BILL

To amend the Internal Revenue Code of 13954 with respect to
the definition of regulated investment company.

Be it enacted by the Senate and House of Representatives

of the United States in Congress assembled, That {a) Section

851(a) (relating to the definition of regulated investment

company) of Part I of Subchapter M of Chapter 1 of Subtitle A

as follows:

1

2

3

4

5 of the Internal Revenue Code of 1954, is amended to read

] :

7 "(a) GENERAL RULE.-- For purposes of this subtitle, the
8

term "regulated investment company" means any domestic
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corporation (other than a personal holding company as
defined in section 542) -~ -
(1) which, at all times during the taxable year,
is registered under the Investment Company Act of
1940, as amended (15 U.S5.C. 80a-l to 80b-2)}, either
as a management company or as a unit investment trust;
or
"(2) which is a common trust fund or similar fund
excluded by section 3(c) {3) of such Act (15 U.S.C.
80a-3(c) (3)) from the definition of "investment company"”
and is not included in the definition of "common trust
fund" by section 584(a); or
"{(3) which is a small business investment company
licensed under the Small Business Investment Act of 1558,
as amended (15 U.S.C. 661 to 696)."
EFFECTIVE DATE.--The amendment made by section (a) shall apply
to taxable years beginning after December 31, 1979.
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August 20, 1980

MEMORANDUM

- Re: Proposed Amendment to
Conform Section 851 to
Changes in the Investment
Company Act of 1940

The memorandum entitled "Proposed Amendment of Section 851 (a)
to Include in the Definition of Regulated Investment Company Those
Small Business Investment Companies Which Are Not Requiied to
Regiéter Under the Investment Company Act of 1940," dated July 3,
1980, explained the reasons why pending legislation to amend the
Investment Company Act of 1940 in order to encourage the growth
and development of companies which make venture capital investments
necessitates a conforming amendment of section 851(a) to include
small business investment companies (SBICs) in the definition of
regulated investment company. At the time that memorandum was
written, the precise form of the Investment Company Act amendments
could not be predicted. Recent events have clarified thé situation.
On July 31, 1980 the Senate Banking Committee unanimously ordered
S. 2990, the Small Business Securities Acts Amendments of 1980,
reported. On August 1, 1980, the Subcommittee on Consumer Protection
and Finance ordered H.R. 7554, the Small Business Investment Incen-
tive Act of 1980, repor}ed to the full House Commerce Committee.
The provisions of these two bills which would amend the Investment
Company Act are identical, Enactment of these amendments to the

Investment Company Act is expected shortly.
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The purpose of this memorandum is to describe the proposed
changes in the Investment Company Act and explain their relation-
ship to the section 851(a) definition of regulated investment
company. This memorandum also discusses two issues raised at
the meeting held on August 15, 1980 between representatives of
the Treasury Départment (Mr. John M. Samuels, Tax Legislative
Counsel, and Mr. Roger Baneman) and representatives of the National
Association of sﬁAIL Business Investment Companies (Mr. Walter B.
Stults, Executive Vice President, Mr. Ernest S. Christian, Jr.,
and Mr. Peter J. Wiedenbeck). Specifically, these issues concern
the possibility that the proposed amendment of section 851(a)
might (i) permit an operating corporation to convert its assets
(including accumulated earnings and profits) into an SBIC invest-
ment portfolio without the imposition of a tax at the shareholder
level, and (ii). permit an SBIC to avoid tax due to the exclusion
of SBICs from the definition of personal holding company, section
542(c) (8). '

I. Description of Pending Legislation
to Amend the Investment Company Act

S. 2990 and H.R. 7554 would exempt an electing "business
development company” from the most burdensome provisions of the
Investment Company Act, including the requirement of registration
under section 8 of the Act, 15 U.s.C. § 80a-8. E.g., S. 2990,

§§ 103, 105 (proposed sections 6(f) and 65 of the Investment
Company Act). To qualify for this treatment a company (i) must be
operated for the purpose of making certain types of investments,

and (ii) must make available significant managerial assistance to
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the issuers of the secutities.in which it invests. S. 2990, § 101
(proposed section 2(a) (48) of the Investment Company Act). The
nature of the eligible investments and the meaning of "making
available significant managerial assistance” are so defined that
essentially all SBICs would qualify for this treatment.

The eligible investments of a business development company
include securities acquired in a nonpublic offaring directly from
an issuer which is (i) controlled by the business development
company, or (ii) does not have any class of securities with re;pect
to which a member of a national securities exchange, broker or
dealer may extend or maintain credit pursuant to Federal Reserve
Board regulations under section 7 of the Securities Exchange Act
of 1934. s.v2990. §§ 105, 101 (proposed sections 6l(a)(l) and
2(a) {(46) {(C) of the Investment Company Act). SBICs are predominately
engaged in furnishing capital to small business by providing equity
capital and long-term loans to small business concerns. 15 U.S.C.

lss 684, 685, These eguity 1nve;tments and long-term loans constitute
securities which are acquired directly from the small business con-
cern. In general, the small business concerns eligible to receive
SBIC financing are closely-held businesses whose securities are not
registered on a national securities exchange or traded over the
counter. Federal Reserve Regulation T provides that mambers of a
national éecurities excpange, brokers and dealers may not extend or
maintain credit on such securities. 12 C.F.R. §§ 220.2(d)-(f),
.3{(c), .8{a). 1In consequence, the portfolios of essentially all
SBICs will satisfy the ‘investment criteria established for business
development companies,
"Making available significant managerial assistance” is defined

by proposed section 2(a)(47) of the Investment Company Act. S. 2990,
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§ 101l. With respect to SBICs, this term includes "making loans to
a small business.” SBICs could also easily satisfy the managerial
assistance requirement with respect to their equity investments.
The managerial assistance requirement is satisfied by the exercise
of a controlling influence over the management or policies of an
eligible portfolio company. Fut;hexmore, "making available signifi-
cant managerial assistance" includes offers to provide “"significant
guidance and counsel concerning the management, operations or
business objectives and policies of an eligible portfolio company.”
1d. Regulations of the Small Business Administration (SBA) permit
an SBIC to provide advisory management services to the small business
concerns it finances without prior approval by the SBA. 13 C.F.R.
§ 107.601(b)(l). Therefore, there is no limitation on an SBIC's
ability to offer to provide significant guidance and counsel.

Although a company which elects to be treated as a business
development company would be unable to register under section 8 of
the Investment Company Act, it would still be subject to most of
the regulatory provisions applicable to registered investment
companies. S. 2990, § 105 (proposed section 65 of the Investment
Company Act). A business development company would be exempt from
several of the most burdensome provigions applicable to registered
investment companies, such as sections 17{(a) and (d). 1I1d. Even
here, however, a company which elects to be exempted from regis-
tration would be subject to specialized provisions designed to
protect the business development company's investors. Compare
Investment Company Act sections 17(a)-(d) with proposed section
63, (S. 2990, § 105).

Because an electing business development company is exempted

from registration under the Investment Company Act it cannot



135

qualify as a regulated investment company unless section 851(a)
is amended. Therefore, unless a conforming amendment of section
851(a) is enacted, currently registered SBICs will be unable to
elect reduced regulation as business development companies without
forfeiting their conduit tax treatment under Subchapter M. The
reasons set forth in the July 3 memorandun demonstrate the over-
whelming importance of conduit tax treatment to these SBICs.
Hence, if section $51(a) is not amended currently registered SBICs
willknot elect to be treated as business development companies and
Congress' effort to eliminate unnecessary regulation of these SBICs
under the Investment Company Act will be in vain. In summary,
although it now appears that the amendment of the Investment Com-
pany Act will take the form of an elective exemption of SBICs and
other "business development companies' from registration, rather
than an exception to the definition of investment company combined
with a voluntary registration provision, all the reasons supporting
the amendment of section 851(a) continue to apply.

II1. Tax Deferred Conversion of

Accumulated Operating Profits
Into an SBIC Investment Portfolio

Permitting any SEIC which meets the tax policy-based criteria
set forth in sections 851(b) and 852(a) to quslify as a regulated
investment company would not increase the use of Subchapter M as a
device to convert the assets of an operating corporation (including
its accumulated earnings and profits) into a diversified investment
portfolio without subjecting the corporation's shareholders to tax
on the appreciation in their stock.

The concern expressed by the Treasury Department may be

explained by reference to the following example. Assume that A,
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the sole stockholder in Corporation X, paid $100,000 for his
shares. For thirty years Corporation X is actively engaged in
the manufacture of widgets. At this time the fair market value
of Corporation X is $1,000,000, and Corporation X has a basis

in its assets of $500,000. A wishes to withdraw from the active
management of the business and provide for his retirement. A
could liquidate Corporation X and invest the proceeds in a diver-
sified investment portfolio. 1In this event, A would be subject
to tax on the $900,000 long-term capital gain ($1,000,000 value
of assets received in exchange for stock having a basis of $100,000).
Alternatively, A could have Corporation X sell its assets and
cause Corporation X to be licensed as an SBIC. In this event,
Corporation X would be subject to tax on its $500,000 long-term
capital gain ($1,000,000 received for assets having a basis of
$500,000), and under Subchapter M Corporation X could receive
conduit tax treatment -- A could receive income from the SBIC's
investments as though he owned the securities directly. By means
of this device, A has deferred the capital gains tax on $400,000
until he disposes of the Corporation X stock. If A dies while
holding the stock this appreciation may escape tax entirely.

The Internal Revenue Service recently issued a proposed regu-
lation under section 368 which would prevent an operating company
from obtaining similar results by selling its assets and merging
into a regulated investment company in a tax-free reorganization.
Prop. Reg. 1.368-1(d), 44 Fed. Reg. 76813 (Dec. 28, 1979) inter-
prets the reguirement of continuity of business enterprise. Under

the proposed regulation a transaction would be treated as a tax
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free reorganization only if (i) the transferee continues a signifi-
cant line of the transferor's historic business, or (ii) there is
signigicant use of the transferor's historic business assets in the

transferee's business. The following example is set forth in the

proposed regulation.

Example (3). Corporation T is a manufac-
turer of boys' and men's trousers. On January
1, 1977, as part of an overall plan intended
to result in a reorganization, T sold all of
its assets to a third party for cash and pur-
chased a highly diversified portfolio of stocks
and bonds. On July 1, 1980, T transfers all of
its assets to U, a regulated investment company,
solely in exchange for U voting stock. The
continuity of business enterprise requirements is not
met. P's (gic: T's] investment activity is not its
historic business, and the stock and bonds are
not T's historic business assets.

Prop. Reg. § 1.368~1(d)(5), supra.
The reorganization provisions are exceptions to the general
rule that an exchange of securities is a taxable event. This
exception is justified where the exchange does not result in a
complete change in the nature of the shareholders' investment.
Converting an operating corporation into an SBIC would result in
a complete change in the shareholders' investment. Therefore,
such a conversion might be considered to be an appropriate time
to tax the appreciation in the corporation's stock. However,
since there has been no sale or exchange by the owners of the
corporation's securities, there has been no taxable event.
In considering the potential for abuse of the proposed amend-

ment of section 85l(a) it is important to understand that it is



possible under present law to accomplish a similar tax deferred
conversion of the accumulated profits of an operating corporation
into the investment portfolio of a regulated investment company.
With reference to the preceding example, A could accomplish the
same result under present law by having Corporation-X issue 1l
share of stock to each of 100 individuals. Then, because Corpora-
tion X "proposes to engage primarily, in the business of investing,
reinvesiing, or trading in securities," Corporation X will be re-
quired to register under the Investment Company Act. 15 U.S.C.
§§ 80a-3(a)(l), =-3(c) (1), -B(a). Consequently, Corporation X will
be eligible to elect to be taxed as a regulated investment company.
The possibility of converting an operating corporation into
an SBIC rather than into a registeré& investment company would
create no additional potential for tax abuse. Under the proposed
amendment of section 85l(a) an SBIC which does not have more than
100 security owners could qualify for conduit tax treatment, and
such an SBIC would not be subject to the substantial burdens which
ragulation under the Investment Company Act imposes. These two
factors are advantages to using an SBIC rather than a registered
investment company as the davice to shift profits from an operating
corporation into a regulated investment company. However, these
advantages are outweighed by an important disadvantage -- the Small
Business Investment Act of 1958 (ls‘u.s.c. § 661 et seq.) and the
regulations thereunder (13 C.F.R. Part 107) specify the permissable
investments of an SBIC. SBICs cannot invest in blue chip securities;
they are limited to investments in small‘busincss c