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MISCELLANEOUS TAX BILLS, VIII: S. 499, S. 831,
S. 842, S. 1231, S. 1807, AND S. 1914
FRIDAY, OCTOBER 28, 1983
U.S. SENATE,
SUBCOMMITrEE ON TAXATION AND DEBT MANAGEMENT,
COMMITTEE ON FINANCE,

Washington, D.C.

The subcommittee met, pursuant to notice, at 9:25 a.m., in room
SD-215, Dirksen Senate Office Building, the Honorable Bob Packwood (chairman) presiding.

Present: Senators Packwood and Boren.
Also present: Senators Weicker, D'Amato, Specter, Levin, and
Congressman Eckart.
[The press release announcing the hearing, background material
and texts of S. 499, S. 831, S. 842, S. 1231, S. 1807, and S. 1914, and
prepared statements of Senators Boren and Durenberger follow:]
JPress Release No 83-187]
FINANCE COMMITTEE SETS HEARING ON SIx MISCELLANEOUS TAX BILLS

Senator Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management, announced today that a hearing will be held on Friday, October 28,
1983 on six miscellaneous tax bills.
The hearing will begin at 9:30 a.m. in Room SD-215 of the Dirksen Senate Office
Building.
The following legislative proposals will be considered:
S. 499: Introduced by Senator D'Amato for himself and others. S. 499 would require the usage of tax-exempt financing in connection with the Small Business Administration's section 503 loan program.
S. 831: Introduced by Senator Specter. S. 831 would modify the tax treatment of
transactions in which a homeowner sells his or her principal residence while retaining a life estate. The bill would treat such transactions as sales for purposes of the
purchaser's depreciation allowances and the one-time capital gains exclusion for
homeowners over age 55.
S. 842: Introduced by Senator Weicker for himself and others. S. 842 would provide tax incentives for the issuance of small business participating debentures.
S. 1231: Introduced by Senator Boren for himself and others. S. 1231 would
exempt certain piggyback trailers and semitrailers from the tax on motor vehicles.
S. 1807: Introduced by Senator Percy for himself and Senator Dixon. S. 1807
would clarify the taxation of certain income derived from agricultural commodities
not grown in the United States in commercially marketable quantities.
S. 1914: Introduced by Senator Specter. S. 1914 would facilitate home equity conversions through sale-leaseback transactions.
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DESCRIPTION OF TAX BILLS
(S. 499, S. 831, S. 842, S. 1231, S. 1807, AND S.
1914)
SCHEDULED FOR A HEARING
BFY..RE THE

SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT
OF THE

COMMITrEE ON FINANCE
ON O(IOBER 28, 1983

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION
INTRODUCTION
The bills described in this pamphlet have been scheduled for a
public hearing on October 28, 1983, by the Senate Finance Subcommittee on Taxation and Debt Management.
There are six bills scheduled for the hearing. Two of the bills (S.
831 and 1914) relate to the tax treatment of sales of interests in
principal residences. S. 499 would provide that Federal guarantees
provided by the Small Business Administration under its guaranteed debenture and pollution control programs could be used in
conjunction with tax-exempt financing. S. 842 would provide special tax rules for small business participating debentures. S. 1231
would exempt certain piggyback trailers and semitrailers from the
excise tax on heavy trucks and trailers. S. 1807 would exclude dividends attributable to certain foreign agricultural commodity
income from taxation under the anti-tax haven provisions.
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, explanation of provisions, and effective dates.
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ConorezS of the Mniteb statS
Jo4 mi Commirrru om TAxA~Noe

.4ington,
.C. 20515
ERRATA SHRET FOR JCS-51-83
October 27, 1983
(1) On page 13, the last sentence of the second paragraph
under the heading Depreciation should read as
follows:
"The anti-churning rule would apply, for example,
if an investor-lessor entered into a sale-leaseback
of property owned in 1980 by the seller-lessee."
(2) On page 16, the paragraph under the heading
Business use of principal residence rented under
qualified sale-leaseback transaction, should read
as follows:
"Under the bill, rent paid by a seller-lessee
under a lease constituting part of a qualified
sale-leaseback transaction would not be subject
to the business expense limitations imposed on
persons making a business use of a residences
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I. SUMMARY
1. S. 499 - Senators D'Amato, Roth, and Others
Requirement That Certain Small Business Administration
Guarantees Be Available in Connection With Tax-exempt Bonds
Under present law, the Small Business Administration (SBA) is
authorized to guarantee debentures issued by State and local development companies to finance up to 50 percent of qualified small
business projects. The SBA is further authorized to guarantee payments made by eligible small businesses in connection with governmentally mandated pollution control devices.
The statutes authorizing the guaranteed debenture and pollution
control guarantee programs allow the guarantees to be made in
connection with tax-exempt financing (thereby providing an effective guarantee for the tax-exempt bonds). However, the current
practice of the SBA is to avoid participation in projects involving
tax-exempt financing.
The bill would prohibit the SBA from declining to participate in
projects, under the guaranteed debenture and pollution control programs, because of the presence of tax-exempt financing. The bill
would further provide that it is the declared policy of Congress that
the guarantee of payments for a pollution control facility would not
cause the interest on tax-exempt bonds used to finance the facilities to become taxable.
2.

S. 831 -

Senator Specter

Tax Treatment of Sale of Principal Residences With Retention of
Life Estate
and
S. 1914 -

Senator Specter

Tax Treatment of Sale-leasebacks of Principal Residences
Under present law, whether a homeowner has engaged in a saleleaseback of his principal residence which will be respected for tax
purposes is largely a question of fact. If the transaction is so respected, the seller will be treated as having sold his principal residence, and the purchaser may be entitled to depreciate the property. S. 1914 would provide safe harbor rules for determining whether a valid sale-leaseback of a principal residence has occurred. It
also would clarify the treatment of such a transaction under various provisions of the Code.
Also under present law, the purchaser of a remainder interest in
property is not entitled to take depreciation deductions with re(3)
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spect to the property. S. 831 would allow the purchaser of a remainder interest following a life estate in a principal residence to
depreciate the property. It also would allow the sale of such a remainder interest in a principal residence to qualify for the $125,000
exclusion described in Code section 121 (if the other requirements
of that section are met).
3. S. 842-Senators Weicker, Heinz, Boren, Baucus, Durenberger,
and Others
Tax Treatment of Small Business Participating Debentures
The bill would provide tax incentives for the creation of, and investment in, a new type of security, the Small Business Participating Debenture (SBPD). A portion of the annual return on these debentures would be measured by reference to the earnings of the
issuer. This portion would be treated as long-term capital gain by
the investor and would be deductible as interest by the business. If
an individual investor incurs a loss with respect to an SBPD, the
loss would generally be treated as an ordinary loss (rather than a
capital loss).
4. S. 1231-Senators Boren, Matsunaga, Mitchell, Symms, Baucus,
Wallop, and Pryer
Exemption From Excise Tax on Heavy Trucks and Trailers for
Certain Piggyback Trailers and Semitrailers
Present law (as amended by the Highway Revenue Act of 1982)
imposes a 12-percent excise tax, effective April 1, 1983 through September 30, 1988, on the first retail sale of heavy trucks and trailers. Rail trailers designed for use both as a highway vehicle and as
a railroad car are exempt from the tax. Piggyback trailers, which
ride only on the highway but are equipped to be lifted onto flatcars
in order to travel by rail, are not exempt from the excise tax.
The bill would exempt piggyback trailers and semitrailers from
the tax on heavy trucks, trucks and trailers. The exemption would
be effective as if included in the Highway Revenue Act of 1982.
5. S. 1807-Senators Percy and Dixon
Exclusion of Certain Foreign Agricultural Commodity Income as
Foreign Personal Holding Company Income
Under present law, dividends received by a foreign corporation
which is controlled by U.S. shareholders are considered foreign personal holding company income and as such may be taxable to the
U.S. shareholders. The fact that the underlying income of the
payor corporation is not taxable to the U.S. shareholders does not
relieve the dividend from being foreign personal holding company
income.
Under the bill, dividends received by a controlled foreign corporation will not be considered foreign personal holding company
income for purposes of the anti-tax haven provisions (Code secs.
951-64, often referred to as subpart F) if the following conditions
are met: (1) the dividends are paid out of earnings and profits of
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another foreign corporation for a taxable year in which at least 70
percent of the payor corporation's gross income (other than subpart
F income) is from the purchase or sale of agricultural commodities
not grown in the United States in commercially marketable quantities, (2) the corporations are members of the same affiliated group
and a U.S. shareholder owns more than 50 percent of the stock of
both, and (3) certain five-year active business and length of existence requirements are met.
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II. DESCRIPTION OF THE BILLS
1. S. 499 - Senators D'Amato, Roth, and others
Requirement That Certain Small Business Administration
Guarantees Be Available in Connection With Tax-exempt Bonds

Present Law
Federal income tax rules
Tax exemption for State and local obligations
Interest on State and local government obligations generally is
exempt from Federal income tax. Under this rule, State and local
governments generally may issue tax-exempt bonds to finance
public projects or services, including schools, roads, water, sewer,
and general improvement projects and the financing of public debt.
Additionally, State and local governments may provide tax-exempt
financing for student loans and for use by tax-exempt religious,
charitable, scientific, or educational organizations.

Industrialdevelopment bonds
Under present law, industrial development bonds (IDBs) are taxable except when issued for certain specified purposes. Industrial
development bonds are obligations issued as part of an issue all or
a major portion of the proceeds of which are to be used in any
trade or business carried on by a non-exempt person and the payment of principal or interest on which is derived from, or secured
by, money or property used in a trade or business.
One of the exceptions under which interest on IDBs is taxexempt is where the proceeds of the IDBs are used for specific
exempt functions. These include IDBs the proceeds of which are
used to provide air or water pollution control facilities (sec.
103(bX4XF)). Interest on IDBs is also tax-exempt if the bond proceeds are used to finance (1) projects for low-income multifamily
rental housing, (2) sports facilities, (3) convention or trade show
facilities, (4) airports, docks, wharves, mass community facilities, or
parking facilities, (5) sewage and solid waste disposal facilities, (6)
facilities for the local furnishing of electricity or gas, (7) certain
facilities for the furnishing of water, (8) qualified hydroelectric generating facilities, (9) qualified mass commuting vehicles, (10) local
district heating or cooling facilities, or (11) land acquired or developed as the site for an industrial park.
Present law also provides a tax exemption for interest on certain
"small issue" IDBs the proceeds of which are used for the acquisition, construction, or improvement of certain land or depreciable
property. The exemption applies to issues of $1 million or less without regard to related capital expenditures. Alternatively, the
(6)
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amount of the issue, together with certain related capital expendi-

tures over a 6-year period, must not exceed $10,000,00.

Treasury regulations provide that pollution control devices eligible for tax-exempt financing include property to be used, in whole
or in part, to abate or control water or atmospheric pollution or
contamination by removing, altering, disposing, or storing pollutants, contaminants, wastes, or heat. Treas. Reg. sec. 1.103-8(gX2Xii).
Small Business Investment Act
SBA-guaranteed debentures
Under the Small Business Development Center Act of 1980 (P.L.
96-302),1 the Small Business Administration (SBA) is authorized to
guarantee debentures issued by State or local certified development
companies (CDCs) to finance the purchase of land, plant and equipment (i.e. fixed assets) for qualifying small business concerns. The
debentures are to be used to make loans for up to 50 percent of the
costs of a project, to a maximum of $500,000. The program is designed so that the SBA-guaranteed loan may be leveraged in order
to encourage the private sector to make long-term capital available
to the project.
The statute enacting the guaranteed debentures program provides that debentures guaranteed under the program may be subordinated to any other debenture, promissory note, or other debt or
obligation issued by the State or local development company. The
statute further provides that the full faith and credit of the United
States is pledged to the payment of amounts guaranteed under the
program.
SBA regulations provide that loans made with the proceeds of
SBA-guaranteed debentures may be subordinated to repayment of
tax-exempt obligations used to finance the same projects (thereby
providing an indirect guarantee for the tax-exempt obligations). 2
However, proposed SBA regulations provide that the SBA will not
participate in projects in which loans made with the proceeds of
guaranteed debentures are subordinated to loans made with the
proceeds of tax-exempt bonds. 3 This policy has been explained by
the Administration as part of a general policy
_discouraging Federally-guaranteed tax-exempt obligations. 4

Pollution control guarantees
Under 1976 amendments to the Small Business Investment," the
SBA is authorized to guarantee 100 percent of the payments due
from eligible small businesses under contracts for the planning,
design, or installation of governmentally mandated pollution control facilities. The statute enacting this program provides specifically that, notwithstanding any contrary law, rule or regulation or
fiscal policy, the guarantee authorized in the case of pollution control facilities or property may be issued when such property is acSec. 503 of the Small Business Investment Act of 1958 (15 U.S.C. sec. 697)
13 C.F.R. sec. 108.503-4(c).
3 Prupcsed Reg., 13 C.F R. sec. 108.503-4(c), Fed. Reg., March 7, 1983.
4 See Committee on Small Business, Subcommittee on Urban and Rural Economic Development, Hearings on SBA's Economic Development Programs, testimony of Roger Mehle (Deputy
Assistant Secretary of the Treasury), September 28, 1982.
SSec. 404 of the Small Business lnvestmevt Act of 1958 (15 U.S.C. sec. 694-1).
2

9
quired with the proceeds of tax-exempt industrial revenue bonds.
The statute provides that any further such guarantee shall be a
full faith and credit obligation of the United States.
The SBA announced in January, 1982, that it would not guarantee further pollution control projects financed with tax-exempt obligations. At the time of this amendment, all or virtually all SBAguaranteed pollution control projects had been financed with taxexempt obligations.
The Internal Revenue Service, in 1978, stated that the interest
on pollution control IDBs issued for SBA-guaranteed projects is
exempt from tax. Rev. Rul. 78-171, 1978-1 C.B. 29.
Precedents for Federalguarantees of tax-exempt bonds
The Public Debt Act of 19416 prohibits the Federal Government
from issuing tax-exempt obligations. Since that time, the Federal
Government has generally refrained from guaranteeing tax-exempt
State or municipal bonds. However, in certain limited cases, Federal agencies may provide additional security for tax-exempt bonds
through (1) guarantee of obligations which are used to secure taxexempt bonds or (2) subordination of debts owned to the Federal
Government to the tax-exempt bonds. In other cases, the law specifically prohibits the guarantee of tax-exempt obligations.
New York City loan guarantees-The New York City Financial
Assistance Act of 1978 (Pub. L. 95-339) authorized the Treasury Department to guarantee payment of interest and principal on New
York City indebtedness issued to certain public employee pension
funds. The Act provided specifically that any guaranteed obligation
would be treated as a taxable obligation with respect to interest accrued during the guarantee period. The Conference Report accompanying the Act 7 states that the conferees sought to avoid establishing a precedent for tax-exempt federally guaranteed obligations
since obligations which combined a Federal guarantee and taxexempt interest would be more desirable to investors than United
States Treatury obligations (which are taxable) or other obligations
issued by State or local governments (which are tax-exempt but not
federally guaranteed).
Department of Agriculture (FarmersHome Administration)-The
Farmers Home Administration (FmHA) guarantees loans for various agricultural purposes. The FmHA amended its regulations in
1982 to provide that the FmHA will not guarantee loans made with
the proceeds of tax-exempt obligations. 8 Additionally, no FmHA
loan may serve as collateral for a tax-exempt issue.
Housing and Urban Development-Section 11(b) of the Housing
Act of 1937 provides a special tax exemption for obligations issued
by State and local housing agencies in connection with low-income
housing projects. The Act 9 prohibits the Department of Housing
and Urban Development (HUD) from guaranteeing any tax-exempt
obligation issued by a State or local agency. However, under certain circumstances, an issuer may pledge HUD loans or contribu6 55 Stat. 7 (1941).

1980.23. accompanying H.R. 12426, 95th Cong., 2d Sees. (July 18, 1978).
sec. 95-1369,
8 H.
7 Rep.
.. No.
9 42 U.S.C. sec. 1437c(g).
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tions (which are backed by the full faith and credit of the United
States) as security for tax-exempt obligations.
Mortgage insurance-The Department of Housing and Urban Development, Federal Housing Authority is authorized to insure
mortgages on various properties, including certain owner occupied
housing, rental and cooperative housing, housing for moderate
income and displaced families, housing for elderly persons, and hospitals and nursing homes.10 These may include mortgages on properties constructed with tax-exempt financing. In these situations,
FHA-insured mortgages may be pledged as security for tax-exempt
bonds. Under certain circumstances, mortgages insured by the Veterans Administration (VA) may also serve as security for taxexempt bonds.
Student loan bonds-The Department of Education guarantees
repayment of certain student loan bonds. In certain cases, these
guaranteed loans may be pledged as security for repayment of taxexempt bonds.
FSLIC-and FDIC-guaranteed bonds-The Federal Savings and

Loan Insurance Corporation (FSLIC) and the Federal Deposit Insurance Corporation (FDIC) insure deposits to a maximum of
$100,000 per depositor.'1 In certain issues of tax-exempt bonds, the

issLing authority has deposited the bond proceeds in bank or sav-

ings and loan accounts insured by the FSLIC or FDIC, to be loaned
to the user by the depository institution (loans-to-lenders programs). Because in the typical arrangement a trustee for the bondholders holds a certificate of deposit in an FDIC or FSLIC insured
institution, the repayment of the bonds is effectively guaranteed to
the extent of $100,000 per depositor.12
Energy program guarantees-Under certain energy production or
conservation programs, the Federal Government may guarantee
the payment of principal or interest on IDBs used to finance qualified hydroelectric generating facilities or qualified steam-generating or alcohol-producing facilities. The Internal Revenue Code (sec.
103(h)) eliminates the tax exemption for bonds guaranteed under
these programs. Additionally, the tax exemption is eliminated
when principal or interest on the bonds is to be paid with funds
provided by Federal, State or local governments under an energy
production or conservation program.
Issues

The principal issue is whether projects financed with tax-exempt
bonds should be entitled to receive effective Federal guarantees
under the SBA-guaranteed debenture and pollution control programs. Related issues include:
First, do Federal guarantees for tax-exempt bonds have a detrimental effect on the market for Federal securities?
,0 National Housing Act of 1934, 12 U.S.C. sec. 1707 et. seq.
,I See 12 U.S.C. sec. 1724(b) and 12 C.F.R. sec. 564.20 and 564.8 FSLIC); 12 U.S.C. sec.
1817(i) and 12 C.F.R. sece. 331(b) and 330.8(b) (FDIC).
" S. 1061, introduced by Senators Dole and Symms, would eliminate the tax exemption for
any obligation which was part of an issue a significant portion of the principal or interest on
which is to be insured (directly or indirectly) by a Federal deposit insurance agency as a result
of the investment of the proceeds in deposits or accounts of a federally insured financial institution. The bill would generally be effective for obligations issued after April 15, 1983.
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Second, do such guarantees increase the volume of tax-exempt
bonds and, therefore, have a detrimental effect on State and local
borrowing for traditional public purposes?
Third, how can guarantees of small business projects be distinguished from other Federal guarantees?
Explanationof the Bill
SBA-guaranteed debentures
The bill would amend the Small Business Investment Act to prohibit. the Administration from declining to guarantee debentures
for a project because the other sources of financing for the project
include or are collateralized by tax-exempt bonds (Code sec. 103(b)).
Additionally, the bill would provide that no Federal agency or official (including the Administration) may restrict the use of guaranteed debentures in connection with tax-exempt obligations if the
project otherwise complies with the requirements of the program.
The bill would further provide that, where the financing for a
project includes or is collateralized by tax-exempt obligations, SBAguaranteed debentures (or loans made with the proceeds of these
debentures) shall be subordinated to the tax-exempt obligations.
Pollution control guarantees
The bill would amend the Small Business Investment Act to provide that, notwithstanding any contrary law, rule, or regulation or
fiscal policy and subject only to the existence of qualified guarantee
applications and available statutory authority, the Administrartion
may not decline to issue guarantees of pollution control facilities or
property. Thus, under the bill, the Administration would be prohibited from denying a guarantee application because of the presence
of tax-exempt financing. The bill would further provide that it is
the declared policy of Congress that the guarantee of payments for
pollution control facilities would not cause the interest on taxexempt obligations used to finance the facilities to become taxable.
PriorCongressionalAction
The bill (S. 499) has been reported favorably by the Committee
on Small Business and was subsequently referred to the Committee
on Finance. S. Rep. 98-22, 98th Cong., 1st Sess. (March 11, 1983).13
Effective Date
The bill would be effective upon the date of enactment.

13 The House Committee on Small Business has reported a similar measure, in H.R. 3020. H.
Rep. No. 98-182, 98th Cong., lst Ses. (May 16, 1983).
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2. S. 831 -

Senator Specter

Tax Treatment of Principal Residences With Retention of Life
Estate
and
S. 1914 -

Senator Specter

Tax Treatment of Sale-leasebacks of Principal Residences
(Mome Equity Conversion Act of 1983)

Present Law
In general
A sale-leaseback is any transaction in which the owner of property sells the property and then leases the property back from the
purchaser. In general, if a valid sale-leaseback with respect to property occurs, the pp.rchaser-lessor is entitled to depreciate its basis
in the property, and the seller-lessee, if it uses the property in a
trade or business or holds the property for the production of
income, can deduct rental payments. The purchaser-lessor generally can also deduct any property taxes and any interest paid or accrued on any indebtedness incurred to purchase the property.
Under present law, a homeowner may make a sale-leaseback of
his principal residence which will be respected for tax purposes. In
a valid sale-leaseback, the sale and the leaseback are generally
treated as separate transactions. Thus, in the case of a valid sale
leaseback of a principal residence, the seller may elect to exclude
from gross income up to $125,000 in gain on the sale under the provisions of section 121 if the requirements of that provision are met.
Furthermore, the purchaser-lessor of the property would be entitled to depreciate the property and to deduct such expenses in connection with the ownership or operation of the property as may be
allowable as ordinary and necessary business expenses (or expenses
paid or incurred for the production of income). However, if the
sale-leaseback transaction were not entered into by the purchaserlessor for profit, depreciation deductions and deductions for such
expenses would be limited.
Whether a sale-leaseback transaction will be respected for tax
purposes is largely a question of fact. Some of the relevant factors
include whether (1) the sale price equals the property's fair market
value, (2) a reasonable rate of interest is charged on any purchase
money indebtedness, (3) the rent equals fair rental value for the
property for the term of the lease and any renewals, (4) the benefits and burdens of ownership fall on the purchaser-lessor (and not
on the seller-lessee as, for example, with a repurchase option at a
(11)
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fixed price), (5) the parties intend a sale-leaseback (as opposed to a
mere purchase option, financing device or tax avoidance scheme),
and (6) the transaction is structured as a sale-leaseback (as opposed
to a sale of a remainder interest only or some other transaction).
A sale at less than fair market value, or a lease at less than fair
rental value, will not necessarily invalidate a sale-leaseback transaction for tax purposes. However, such a discounted purchase price
or discounted rentals may be treated as a payment to the benefited
party.' Thus, if a homeowner engages in a sale-leaseback with respect to his principal residence and discounts the sale price in
return for a lower than fair rental value rent, the homeowner
could be deemed to have received a fair market value sale price
and to have prepaid the difference between the discounted value of
a fair rent on the property and the discounted value of the actual
rent to be paid on the property.
Sale of a remainder
A transaction with an economic result similar to that of a saleleaseback is a sale by a property owner of a remainder interest in
the property. In such a transaction, the seller may retain a life
estate in the property (or an estate for a term of years). In the case
of a life estate, the owner of the remainder interest has the right to
possess the proprty on the termination of the measuring life or
lives. In general, in- the case of a lease, the lessor has the right to
possess the property at the end of the lease term.
In the case of the purchase of a remainder interest, the purchaser is not entitled to depreciate the property. Rather, the entire depreciable interest is deemed to remain with the holder of the life
estate (section 167(h)). In addition, it has been held that the remainder interest itself cannot-be depreciated until the prior estate
terminates. Geneva Drive-In Theater, Inc. v. Commissioner, 67 T.C.
764 (1977), aff'd per curiam, 622 F. 2d 995 (9th Cir. 1980). However,
in general, interest paid or incurred by the purchaser of a remainder interest with respect to any acquisition indebtedness would be
deductible, subject to other limitations of the Code which may
apply. Because the seller of the remainder interest following a life
estate retains the right of possession during his lifetime, generally
no rental payments would be paid to the holder of the remainder
interest.
Exclusion from gross income of sale proceeds on sale of principal
residence by elderly seller
Under present law, a taxpayer may elect to exclude from gross
income up to $125,0002 of any gain realized onthe sale or exchange of his principal residence (section 121). That election is
available to the taxpayer only if the taxpayer has attained the age
of 55 before the date of the sale or exchange and only if the property sold was owned and used by the taxpayer as his principal resience for periods aggregating at--least three years during a five
year period ending on the date of the sale or exchange. In general,
ISee and compare, Altores Realty Corp. v. Commissoner, 46 T.C. 363 (19661, acq. 1967-2 C.B. 1.
and Giberson v. Commissioner,44 T.C.M. 154 (1982), with Rev. Rul. 77-413, 1977.2 C.B. 298.
' $62,500 in the case of a married individual filing a separate return.
28-040 0 - 84 - 2
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the election is available only once to a taxpayer. 3 In the case of
stock in a cooperative housing corporation, the holding and use requirements apply to the taxpayer's stock ownership in the corporation and right to possess a particular apartment in the building.
The sale by a taxpayer of his principal residence in a valid saleleaseback transaction will generally qualify for treatment under
section 121. However, the sale of the remainder interest in a principal residence may not.
Depreciation
Property which is recovery property may be depreciated under
one of the accelerated cost recovery (ACRS) schedules contained in
section 168. In general, recovery property is tangible depreciable
property, whether new or used. Each item of recovery property
under ACRS falls into one of five classes. 4 Depreciable property is
any property used in a trade or business or held for the production
of income which has a determinable limited useful life. Under
ACRS, real property can be depreciated over a 15-year period by
applying recovery percentages that approximate use of the 175-percent declining balance method in early years and the straight-line
method in later years.
Anti-churning rules exclude property acquired after 1980 from
the definition of recovery property if such property was owned by
the taxpayer or a related person in 1980. Similarly, depreciable
real property leased after 1980 to a person who owned the property
in 1980 or a related person is not recovery property. The antichurning rule would apply, for example, if an investor-lessor entered into a sale-leaseback in 1980.
Depreciable property that is not recovery property may be depreciated over its useful life (sec. 167). In most cases, the useful life of
used real property exceeds 15 years (the recovery period under
ACRS). Under section 167, the most accelerated depreciation
method allowed for used residential rental property is the 125-percent declining balance method.
Activities not engaged in for profit
In general, unlimited deductions (other than for interest and
taxes) are allowable only with respect to an activity which is engaged in for profit. If an individual or an S corporation engages in
an activity not for profit, then no deductions (other than for interest and taxes) attributable to such activity are allowable in excess
of a certain amount (sec. 183). That amount is the gross income attributable to such activity minus interest and taxes attributable to
such activity. An activity is presumed to be engaged in for profit if
gross income from such activity exceeds the deductions attributable
to such activity during any two or more years during a five consecutive taxable year period ending with the current taxable yeaf.
The Tax Court has held that the purchase and leaseback of a principal residence in a sale-leaseback can be a transaction entered
3

Elections with respect to sales or exchanges on or before July 26, 1978, are ignored.

4 These classes are 3-year property, 5-year property, 10-year property, 15-year real property,

and 15-year public utility property.

.,%
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into for profit by the purchaser. Langford v. Commissioner, 42
T.C.M. 1160 (1981).
Installment sales '
In general, the sale by a taxpayer of his principal residence may
be reported as an installment sale. Subject to certain exceptions, a
sale is an installment sale if at least one payment is to be received
after the close of the taxable year in which the sale (or other the
disposition) occurs. If a sale is an installment sale, the gain on the
sale which is recognized in any taxable year is that proportion of
the payments received in that taxable year which the gross profit
on the sale (or other disposition) bears to the total contract price.
Thus, under the installment sales method, gain on a sale or other
disposition is recognized as payments on the sales price are received. However, while income recognition to the seller is deferred,
the purchaser in such a transaction' is generally entitled to commence depreciating the property immediately.
In general, the term 'payment" under the installment sales provisions does not include receipt of an evidence of indebtedness of
the purchaser, even if such obligation is guaranteed by a third
party. However, payment generally does include receipt of an evidence of indebtedness of a person other than the purchaser. The installment sale rules can also apply to contingent payment sales. A
contingent payment sale is any sale or other disposition of property
in which the aggregate selling price cannot be determined at the
close of the taxable year in which the sale or other disposition
occurs. Under present law, if all or a portion of the purchase price
consists of an annuity, it is possible (depending upon the terms of
the individual annuity) that the annuity could be viewed as a payment to the extent of its fair market varue in the year of receipt. If
the purchaser is the issuer of the annuity, the transaction could be
viewed as a sale for a contingent payment sale.
Business use of principalresidence
In general, trade or business expenses are not allowable with respect to the business use by a taxpayer of his principal-residence.
Certain exceptions to this general rule apply, however. As one exception, if a portion of a principal residence is used exclusively as
the principal place of business for any trade or business of the taxpayer on a regular basis, expenses allocable to that portion of the
dwelling unit are allowable to the extent of the excess of the gross'
income derived from such use by the taxpayer for the taxable year
over deductions allocable to such use which would otherwise be allowable under the Code. Another exception applies with respect to
a taxpayer who rents a dwelling unit at a fair rental to any person
for use as such person's principal residence pursuant to a shared
equity financing agreement. For this purpose, a shared equity financing agreement means any agreement under which two or
more persons acquire an undivided interest for more than 50 years
in the entire dwelling unit and one of those persons is entitled to
occupy the dwelling unit for use as a principal residence subject to
an obligation to pay rent to one or more other persons holding an
interest in the dwelling unit.

16
Explanation of the Bill
a. S. 1914: Tax treatment of sale-leasebacks of principal residences
In general
Under the bill, a safe harbor for homeowner sale-leasebacks
would be established. A variety of tax benefits would accrue to the
parties to a qualified sale-leaseback transaction. A qualified saleeaseback transaction is a sale-leaseback which meets certain requirements. The seller-lessee must have attained the age of 55
before the date of the transaction. In addition, the seller-lessee
must sell property which was owned and used by the seller-lessee
as his principal residence at the time of the transaction and which
had never been depreciable real property in his hands. The sellerlessee must retain occupancy rights in such property pursuant to a
written lease requiring the payment of a fair rent. Finally, the purchaser-lessor must be a person contractually responsible for the
risks and burdens of ownership 5 after the date of the transaction,
For this purpose, the term "occupancy rights" means the right to
occupy the property for a term which equals or exceeds one-half
the life expectancy of the seller-lessee (or the joint life expectancies
of the seller-lessees in the case of jointly-held occupancy rights) at
the dace of the transaction. The right must be continually renewable by the seller-lessee (or the surviving spouse in the case of
jointly held occupancy rights) and must terminate no later than
the death of the seller-lessee (or the surviving spouse in the case of
jointly-held occupancy rights). For this purpose a fair rental is any
r(lnt which is determined on the date of the sale-leaseback transaction and which equals or exceeds 80 percent of the appraised fair
market rent for the term of the occupancy rights.
The bill's sale-leaseback safe harbor is not intended to create any
inference as to the correct treatment of any transactions falling
outside such safe harbor.
Depreciation
Under the bill, the purchaser-lessor in any qualified sale-leaseback transaction would be allowed any depreciation on the property as if he were the sole owner of the property.6
Exclusion from gross income and amount realized
For purposes of section 121, a sale or exchange would include the
sale of a principal residence in a ualified sale-leaseback transaction. Thus, in such a case, the seller could elect to exclude from
gross income $125,000 of gain from the sale or exchange.
In addition, new section 121A would be added to the Code. This
provision would exclude from gross income of the seller the excess
of the fair market value of any occupancy rights reserved or retained by the seller in a qualified sale-leaseback over the rent
charged under the lease. Furthermore, none of such excess would
be included under section 1001 as an amount realized on the sale.
6 While the bill refers to risks and burdens of ownership, it is intended that the purchaserlessor must be entitled to the benefits of ownership as well.
6 It is intended that the property involved in a qualified sale-leaseback transaction would be
recovery property in all events.
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In addition, new section 121A would exclude from the gross income
of the purchaser any rent discount.
Application of installment sale provisions-receiptof annuity
The bill would provide a special rule for certain cases in which
part or all of the consideration paid to the seller-lessee by the purchaser-lessor in a qualified sale-leaseback transaction is in the form
of an annuity. In the case of an annuity purchased from a third
party by the purchaser-lessor for the seller-lessee in a qualified
sale-leaseback transaction, the cost to the purchaser of the annuity
would be deemed to be the amount of the payment received by the
seller. In addition, that amount would be deemed to be received by
the seller in the year of the sale, even if payments on the annuity
were deferred and contingent.
If the seller-lessee in connection with a qualified sale-leaseback
transaction receives an annuity, the amount paid by the purchaserlessor for the annuity would be treated as an investment by the
seller-lessee in the annuity contract for purposes of section 72.
Transactionengaged In for profit
Any qualified sale-leaseback transaction would be presumed to
be one engaged in for profit unless the Secretary of the Treasury
establishes to the contrary. Thus, the purchaser-lessor would be allowed to deduct otherwise deductible expenditures without regard
to the limitations applicable to transactions not entered into for
profit.
Business use of principal residence rented under qualified saleleaseback transaction
Under the bill, rent paid by a seller-lessee under lease constituting part of a qualified sale-leaseback transaction by the purchaserlessor would not be subject to the business expense limitations imposed on persons making a business use of a residence.
Effective Date
The provisions of this bill would apply to sales after the date of
enactment in taxable years ending after such date.
b. S. 831: Tax treatment of sale of principalresidences with
retention of life estate
Under the bill, Code section 121 would be amended to provide
that the sale by a taxpayer of a remainder interest (following a life
estate) in his principal residence would qualify for treatment under
that provision.
In addition, any sale of a remainder interest qualifying under
section 121 would also receive special treatment under the depreciation provisions of the Code. The purchaser of the remainder interest would be treated as the absolute owner of the property for depreciation purposes (including for accelerated cost recovery purposes).
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Effective Date
The provisions of this bill would apply to sales or exchanges after
the date of enactment in taxable years ending after such date.
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3. S. 842-Senator Weicker, Heinz, Boren, Baucus, Durenberger,
and Others
Tax Treatment of Small Business Participating Debentures
Present Law
Under present law, an investor who receives periodic distributions (i.e., interest) from a business with respect to a debt instrument is taxed at ordinary income rates on that income. Similarly,
an investor who receives periodic distributions with respect to an
investment in common or preferred stock (i.e., dividends) in the
business is normally required to treat such income as ordinary
income (to the extent that an exclusion or deduction for dividends
received is not available).I
Further, in the case of an investor (other than a dealer), a loss on
the worthlessness, sale, or other disposition of a debt instrument or
share of preferred stock purchased for investment is ordinarily a
capital loss. Similarly, a loss on the worthlessness, sale, or other
disposition of a share of common stock is ordinarily a capital loss
unless section 1244 applies. Under-section 1244, an individual may
treat losses oh certain common stock issued by a small business as
an ordinary loss (subject to certain limitations). This ordinary loss
treatment under section 1244 is not available to an investor who
invests in preferred stock or debt.
Under present law, a taxpayer may deduct interest paid or accrued on business indebtedness; however, a corporation is not entitled to deduct amounts paid as dividends on preferred or common
stock.
Issues
The principal issue is whether tax incentives should be provided
to encourage the issuance of, and the investment in, securities
issued by small businesses which are characterized by participation
in the current earnings of the business but not the underlying ap-preciation of the business. If so, a second issue is whether the types
of incentives created by the bill are appropriate. A third issue is
how a qualified small business should be defined.
-*

Explanation of the Bill

In general
The bill would provide tax incentives for the creation of, and investment in, a new type of security, the Small Business ParticipatAn individual is generally allowed an exclusion for up to $100 of dividends annually. Corporations are entitled to a dividends received deduction for 85 or 100 percent of the dividends received.
(18)
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ing Debenture (SBPD). Under the bill, an SBPD could be issued
only by a qualified small business and would be an instrument
having characteristics of both debt and equity. A holder of an
SBPD would treat interest payments received under the SBPD as
ordinary income. Payments received as a share of the issuer's earnings would be treated as long-term capital gain. A loss incurred on
the worthlessness, sale, or other disposition of an SBPD issued to
an individual would generally be treated as if it wei a a loss on section 1244 stock. A small business issuing an SBPD would be permitted to treat all payments made under the SBPD as interest and,
thus, would be allowed to deduct the amounts paid as shares of its
earnings as interest (under sec. 163).
Definitions of SBPD and qualified small business
The bill defines an SBPD as a written debt instrument issued by
a qualified small business which (1) is a general obligation of the
business, (2) bears a stated rate of interest not less than the rate
prescribed by the Secretary under section 483(cX1XB), 2 (3) has a
fixed maturity, (4) grants no voting or conversion rights in the
qualified small business to the purchaser, and (5) provides for the
payment of a share of the total earnings of the issuer.
A qualified small business would be any domestic trade or business (whether or not incorporated) which (1) has equity capital not
exceeding $10 million immediately before the SBPD is issued, and
(2) has no securities outstanding which are subject to regulation by
the Securities and Exchange Commission. Further, for a small business to be treated as a qualified small business, the face value of
all the outstanding SBPDs issued by the business (including the
SBPD being issued) must not exceed $1 million. For purposes of determining qualification as a qualified small business, the equity
capital and outstanding SBPDs of all members of a controlled
group would be taken into account. A controlled group would consist of all businesses under common control with the issuing corpo
ration within the meaning of section 1563(a), except that a morethan-50-percent test would be applied rather than the 80-percent
test. The same general principles would be applied to commonly
controlled businesses which are not incorporated.
Tax treatment by the investor of income, gains, losses, etc., on the
SBPD
Amounts received by a taxpayer (other than a taxpayer with a
10-percent equity interest in the business) as a share of the issuer's
earnings on th SBPD would generally be treated as long-term capital gain. For the purpose of determining the tax treatment of any
loss on the SBPD, the taxpayer would treat the loss as if it were on
a loss on section 1244 stock. Thus, the taxpayer could be allowed an
ordinary loss rather than a capital loss from the worthlessness or
sale or exchange of the SBPD.
Tax treatment by the qualified small business of SBPD payments
Generally, both the amounts paid as interest and the amounts
paid as a share of the issuer's earnings would be treated as interest
I That rate

is presently nine percent.
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and deductible under section 163 by the qualified small business
which has issued the SBPD.
Effective Date
Generally, the provisions of the bill would apply to taxable years
beginning after December 31, 1982, and to SBPDs acquired after
the date of the enactment of the bill. However, the provisions of
the bill would not apply to any SBPD issued before or during the
calendar year 1983, if the proceeds of such SBPD are used to repay
any loan of the issuing small business other than a loan with a
stated rate of interest in excess of the prevailing rate of interest for
*businesses in the area where the business is located and which is
secured by its inventory or accounts receivable.
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4. S. 1231 - Senators Boren, Matsunaga, Mitchell, Symms,
Baucus, Wallop, and Pryor
Exemption From Excise Tax on Heavy Trucks and Trailers for
Certain Piggyback Trailers and Semitrailers

Present law
A 12-percent excise tax is imposed on the first retail sale of truck
chassis and bodies, truck trailer and semitrailer chassis and bodies,
and highway tractors used in combination with a trailer or semitrailer (including, in each case, related parts or accessories). Truck
chassis and bodies are taxable only if suitable for use with a vehicle whose gross vehicle weight exceeds 33,000 pounds. Truck trailer
and semitrailer chassis and bodies are taxable only if suitable for
use with a trailer or semitrailer whose gross vehicle weight exceeds
26,000 pounds. A 12-percent retail tax also applies to the installation of nonreplacement parts and accessories on a taxable article, if
installation occurs within 6 months after the article was placed in
service and the aggregate value of installed parts (including installaton costs) exceeds $200 (Code sec. 4051).
Certain articles, including chassis and bodies (and related parts
of accessories) of trailers and semitrailers designed for use both as
a highway vehicle and as a railroad car (rail trailers), are exempt
from the excise tax. In addition to their capacity to ride on the
highways, the exempt rail trailers are equipped with train wheels
which enable them to ride on rails. Piggyback trailers and semitrailers, which ride only on the highway, but are equipped to be
lifted onto flatcars in order to travel by rail are not specifically
exempt from the excise tax because they are not designed for use
as a railroad car (Code sec. 4053).
The Highway Revenue Act of 1982 'the Act) converted the prior
law 10-percent manufacturers excise tax on trucks and trailers into
the 12-percent retail excise tax of present law, effective April 1,
1983. In addition, the Act provided the present exemption for rail
trailers, effective January 7, 1983, and allowed refunds of the 10percent tax to manufacturers for rail trailers purchased by the ultimate consumer after December 2, 1982.
The retail c.xcise tax on trucks and trailers is scheduled to expire
on October 1, 1988.
Issues

The primary issue is whether piggyback trailers are more properly treated as highway trailers, which are subject to the 12-percent
retail excise tax, or as rail trailers, which are exempt from the tax.
A second issue, relating to the yield and administration of the tax,
is whether the additional cost of equipping a trailer to be a piggyback trailer is large or small relative to the value of excise tax ex(21)
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emption. A third issue is whether any exemption for piggyback
trailers should be effective retrospectively (to the effective date of
the present exemption for rail trailers) or prospectively.
Explanation of the Bill
The bill would exempt piggyback trailers and semitrailers (including parts or accessories) from the 12-percent retail excise tax
on heavy trucks and trailers. A piggyback trailer or semitrailer
would include any trailer or semitrailer which is designed for use
principally in connection with trailer-on-flatcar rail service. The
seller of the trailer or semitrailer would be required to certify that
it would be used principally in connection with trailer-on-flatcar
service, or incorporated into an article which will be used in this
manner.
Effective Date
The bill would be effective as if included in that provision of the
Highway Revenue Act of 1982 which exempted rail trailers. Thus,
the exemption would apply to the 12-percent retail excise tax from
its effective date of April 1, 1983, and to the previous 10-percent
manufacturers excise tax from January 7, 1983, until its replacement by the retail tax on April 1, 1983. In addition, refunds of the
10-percent excise tax would be allowed to manufacturers of piggyback trailers sold to ultimate consumers after December 2, 1982.
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5. S. 1807-Senators Percy and Dixon
Exclusion of Certain Foreign Agricultural Commodity Income as
Foreign Personal Holding Company Income
PresentLaw
In the Revenue Act of 1962, Congress enacted legislation intended to tax certain tax haven and other tax avoidance income of foreign corporations established by U.S. taxpayers. Before this legislation, a U.S. taxpayer could accumulate income outside the United
States or engage in tax avoidance transactions through a foreign
corporation (often located in a tax haven country) and not pay U.S.
tax on that income until the corporation paid a dividend to the
U.S. shareholder.
Under the 1962 legislation (Code secs. 951 through 964, often referred to as subpart F) U.S. shareholders of controlled foreign corporations are subject to current taxation on their proportionate
share of certain categories of undistributed profits from tax haven
type activities and certain other activities of controlled foreign corporations (subpart F income). Foreign taxes paid on income taxed
to the shareholders can be credited against any U.S. tax imposed.
One category of subpart F income is foreign base company income.
Foreign base company, income includes foreign personal holding
company income. Dividends and other passive income are considered foreign personal holding company income. Generally, a dividend received by a controlled foreign corporation is treated as subpart F income taxable to the U.S. shareholders even if the payor
corporation's income is not subpart F income. Foreign base company sales income includes income of a foreign corporation from the
purchase and sale of personal property where the property is produced outside the country of incorporation of the corporation and it
is sold for use, consumption, or disposition outside of that country.
The rule applies if either the seller to or the purchaser from the
foreign corporation is related to it. Income received by a controlled foreign corporation is not taxable under subpart F if it is
established to the satisfaction of the Secretary of the Treasury that
the foreign corporation was not formed or availed of to reduce
taxes.
In 1975, the definition of foreign base company sales income was
amended to exclude from taxation income of a controlled foreign
corporation from the sale of agricultural commodities which are
not grown in the United States in commercially marketable quantities.
Issues
The issue presented is whether dividend income received by a
U.S. corporation's foreign sUbsidiary should be excluded from the
(23)
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Explanation of the Bill
For purposes of subpart F, the bill would exclude from foreign
personal holding company income certain dividends received by a
controlled foreign corporation from another foreign corporation if
certain conditions are met. These conditions are:
(1) The dividends are out of the earnings and profits of the payor
corporation for a taxable year in which at least 70 percent of its
gross income (other than gross income taken into account in determining subpart F income) is from the purchase or sale of agricultural commodities which were not grown in- the United States in
commercially marketable quantities;
(2) The two corporations are members of the same affiliated
group;
(3) A U.S. shareholder owns (within the meaning of Code section
958(a)) more than 50 percent of the stock of both corporations;
(4) The dividend-receiving corporation and either the payor corporation or another foreign corporation controlled by the payor corporation on the date of acquisition' was in existence for at least
the five years immediately before the acquisition of its stock by the
U.S. shareholder; and
(5) The payor corporation or the other foreign corporation controlled by it was engaged in the active conduct of a trade or business during the five-year period just described.
Thus, provided the above conditions are met, when agricultural
commodities which are not grown in the United States in commercially marketable quantities are purchased or sold by a foreign corporation and that corporation pays a dividend to a related controlled foreign corporation, the dividend would not be considered
foreign personal holding company income for purposes of subpart F
and would not be subject to taxation to the U.S. shareholders.
It is understood that Consolidated Foods Corporation would be
the primary beneficiary of this amendment although other similarly situated taxpayers would also be affected.
Effective Date
The provisions of the bill would apply to taxable years of foreign
corporations which begin after 1983 and to taxable years of U.S.
shareholders within which or with which the taxable years of the
foreign corporations end.

The date of acquisition referred to here in the bill is apparently the date of acquisition of
the payor corporation's stock by the U.S. shareholder.

26
98TH CONGRESS
1ST SESSION
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[Report No. 98-221
To require the usage of tax-exempt financing in connection with the Small
Business Administration's section 503 loan program.

IN THE SENATE OF THE UNITED STATES
FEBRUARY

16 (legislative day, FEBRUARY 14), 1983

Mr. D'AMATO (for himself, Mr. LEVIN, Mr. TSONOAS, Mr. HUDDLESTON, Mr.

ROTH, and Mr. WHCKER) introduced the following bill; which was read
twice and referred to the Committee on Small Business
MARCH 11 (legislative day, MARCH 7), 1983
Reported by Mr. D'AmATo, with an amendment
(Strie out lH after the enacting cause and insert the part printed in italic)

(legislative day, MAY 9), 1983
Referred, pursuant to Rule XXV(oX2) of the Standing Rules of the Senate, to the
Committee on Finance
MAY 11

A BILL
To require the usage of tax-exempt financing in connection with
the Small Business Administration's section 503 loan program.
1

Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congres asembled,
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SECTION 1. This Act may be cited as the "Certified

20 Development Company Improvement Act".
21

SEC. 2. Section 503(a)(2) of the Small Business In-

22 vestment Act of 1958 is amended by striking "Such guaran23 tees" and inserting in lieu thereof "Except as provided in
24 subsection (e), such guarantees ".

S 4" RcS
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8
1

SEC. 8. Section 503(a)(4) of the Small Business In-

2 vestment Act of 1958 is amended to read as follows:
8

"(4) Any debenture issued by any State or lca devel-

4 opment company with respect to which a guarantee is made
5 under this section, or any loan made with the proceeds of
6 such debenture guaranteed under this section7

"(A) in the case of financings for projects which

8

include or are collateralized by obligations described in

9

section 103(b) of the Internal Revenue Code of 1954,

10

shall be subordinated by the Administration to any

11

such obligation; and

12

"(B) in case of financing. for projects which do

13

not include and are not collateralized by obligations de-

14

scribed in section 103(b) of the Internal Revenue Code

15

of 1954, may be subordinated by the Administration to

16

any other debenture, promissory note, or other debt or

17

obligation of such company. ".

18

SEc. 4. Section 503 of the Small Business Investment

19 Act of 1958 is amended by adding at the end thereof the
20 following new subsection:
21

"(e)(1) The Administration shall not decline to partici-

22 pate in a financing of a project under this section which oth23 erwise meets the requirements of this section because sources
24 of financing for the project include or are coUateralized by

8 M am
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1 obligations described in section 103(b) of the Internal Ree.
2 nue Code of 1954.
3

"(2) The Administration and any other agency or offi.

4 cial of the Federal Government shall not restrict the use of
5 debentures guaranteed under this section with obligations de6 scribed in section 103(b) of the Internal Revenue Code of
7 1954 if the project being so financed otherwise complies with
8 the requirements of this section. ".
9

SEc. 5. (a) Seciion 102 of the Small Business Invest.

10 ment Act of 1958 is amended by inseiting "(a)" after the
11 section number, and adding at the end thereof the following:
12

"(b) With respect to the program authorized by sections

18 404 and 405 of this Act, it is the declared policy of the Con14 gress that the guarantee of payments for use of pollution con15 trol facilities would not cause the interest on tai-exempt obli16 nations to finance such facilities to be included in the gross
17 income of the bondholders.".
18

(b) Section 404(b)(1) of the Small Business Investment

19 Act of 1958 is amended by striking the phrase "the guarantee
20 authorized in the case of pollution control facilities or proper21 ty may be issued" and inserting in lieu thereof "and subject
22 only to the existence of qualified guarantee applications of
28 eligible small business concerns and within the authority
24 available to the administration, the administration shall not

4 R"
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1 decline to i.w the guarantee authorized in the case of pollu2 tion control facilities or property ".

Amend the title so as to read: "A bill to require the
usage of tax-exempt financing in cor-nection with the Small
Business Administration's section 503 loan program and
Pollution Control Equipment Contract Guarantee Program.".

8 4" Re
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To amend the Internal Revenue Code of 1954 to allow home equity conversions
through sale-life tenancy arrangements.

IN THE SENATE OF THE UNITED STATES
MAB O 16 (legislative day, MAZcH 14), 1983
Mr. Sprsma introduced the foUowing bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to allow home
equity conversions through sale-life tenancy arrangements.

1

Be it enacted by the Senate and House of Representa-

2 tires of the United States of America in Congres assembled,
3 That (a) subsection (d) of section 121 of the Internal Revenue
4 Code of 1954 (relating to one-time exclusion of gain from
5 sale of principal residence by individual who has attained age
6 55) is amended by adding at the end thereof the following
7 new paragraphs:
8

"(9) SALE OR EXCHANGE DEFINBD.-For pur-

9

poses of this section, the term 'sale or exchange' shall

32
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1

include a transaction in which the seller retains a life

2

tenancy in the property.".

3

(b)Subsection (h) of section 167 of such Code (relating

4 to depreciation for life tenants and beneficiaries of trusts and
5 estates) is amended to read as follows:
6

"(h) Luz TENTS.-

7

"(1) GENEB A BLE.---In the case of property

8

held by one person for life with remainder to another

9

person, the deduction shall be computed, except in a

10

transaction described in paragraph (2), as if the life

11

tenant were the absolute owner of the property and

12

shall be allowed to the life tenant.

13

"(2) SECTION 121 SALE OR EXCHANGE.-In the

14

case of property held by one person for life with re-

15

mainder to another person, pursuant to a sale or ex-

16

change under section 121, the deduction shall be cor-

17

puted as if the remainderman were the absolute owner

18

and shall be allowed to the remainderman;".

19

(c) Section 167 of such Code (relating to depreciation) is

20 amended by adding after subsection. (h) the following new
21 subsection:
22

"(i) BENFIcI

S OF TRUSTS AND ESTATES.-

23

"(1) BENEFIoIxBS OF TBUSTS.-In the case of

24

property held in trust, the allowable deduction shall be

25

apportioned between the income beneficiaries and the
8 53.18
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1

trustee in accordance with the pertinent provisions of

2

the instrument creating the trust, or, in the absence of

8

such provisions, on the basis of the trust income

4

allocable to each.

5

"(2) BBNmFicuIn

Es OF BSTATEF.-In the case

6

of an estate, the allowable deduction shall be appor-

7

tioned between the estate and the heirs, legatees, and

8

devisees on the basis of the income of the estate alloca-

9

ble to each.".

10

(d) The amendments made by this Act shall apply to

11 sales or exchanges after the date of the enactment of this
12 Act, in taxable years ending after such date.

ss8
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To amend the Internal Revenue Code of 1954 to provide tax incentives for the
issuance of small business participating debentures.

IN THE SENATE OF THE UNITED STATES
MARCH 17 (legislative day, MARCH 14), 1983
Mr. WBicKRz (for himself, and Mr. D'AMATo, Mr. HzmNz, Mr. NumN,

Mr.

BoREN, Mr. BAUCUS, Mr. HATCH, Mr. STRVENS, Mr. RUDM", Mr. HomiINOs, Mr. CocHRAN, and Mr. HUDDLEsTON) 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 provide tax
incentives for the issuance of small business participating
debentures.

1

Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congres assembled,
3 SECTION 1. TREATMENT OF INCOME, GAINS, LOSSES, ETC. ON
4

SMALL

5

TURES.

6

BUSINESS

PARTICIPATING

DEBEN.

(a) CAPITAL GAINs TREATMENT OF EARNIos.-Part

7 IV of subchapter P of chapter 1 of the Internal Revenue
8 Code of 1954 (relating to special rules for determining capital

35
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1 gain and loss) is amended by adding at the end thereof the
2 following new section:
3 "SEC. 1256. EARNINGS DISTRIBUTIONS UNDER SMALL BUSI.
4
5

NESS PARTICIPATING DEBENTURES.
"(a) IN GENrRAL.-For purposes of this subtitle

6 amounts actually paid during the taxable year to a taxpayer
7 in respect of a small business participating debenture which
8 constitute the distribution of a share of the earnings of the
9 issuer, shall be treated as long-term capital gain.
10

"(b) SPEcIAL RULES FOR PAYMENT.-For purposes of

11 this section and section 163(e)12

"(1)

TIME FOR PAYMENTS. -Payments

under

13

subsection (a) shall be deemed to have been made on

14

the last day of a taxable year if the payment is on ac-

15

count of such taxable year and is not made later than

16

the time prescribed by law for the filing of the return

17

for such taxable year (including extensions thereof).

18

"(2) ORDER OF PAYMENTS.-Any payment in re-

19

spect of a small business participating debenture shall

20

be treated first as a payment of interest until all inter-

21

est required to be paid under the debenture for such

22

taxable years is paid and then. as a payment of earn-

23

ings.

24

"(C) SMALL BusiNEsS PARTICIPATING DEBENTURE

25 DEFINED.-

8 842 is
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1

"(1) IN OENERAL.-The term 'small business par-

2

ticipating debenture' means a written debt instrument

3

issued by a qualified small business which-

4

"(A) is a general obligation of the qualified

5

small business,

6

"(B) bears interest at a rate not less than the

7

rate prescribed by the Secretary under section

8

483(cXl)(B),

9

"(0) has a fixed maturity,

10

"(D) grants no voting or conversion rights in

11

the qualified small business to the purchaser, and

12

"(E) provides for the payment of a share of

13

the total earnings of the issuer.

14

"(2) QUALIFIED SMALL BUSINESS.-

15

"(A) IN GENERAL.-The

term 'qualified

16

small business' means any domestic trade or busi-

17

ness (whether or not incorporated)-

18

"(i) the equity capital of which does not

19

exceed $10,000,000 immediately before the

20

small business participating debenture

21

issued,

is

22

"(ii) with respect to which, at the time

23

the small business participating debenture is

24

issued, the face value of all outstanding small

25

business participating debentures issued (in-

S 842 1
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1

eluding such debenture) does not exceed

2

$1,000,000, and

3

"(iii) which has no securities outstand-

4

ing which are subject to regulation by the

5

Securities and Exchange Commission at the

6

time of issuance of the small business partici-

7

pating debenture.

8

"(B) CONTROLLED OROUPS.-For purposes

9

of determining under subparagraph (A) the equity

10

capital and outstanding small business participat-

11

ing debentures of-

12

"(i) a member of the same controlled

13

group of corporations (within the meaning of

14

section 1563(a), except that 'more than 50

15

percent' shall be substituted for 'at least 80

16

percent' each place it appears in section

17

1563(aXl)), and

18

"(ii) a member of a group of trades or

19

businesses (whether or not incorporated)

20

which are under common control, as deter-

21

mined under regulations prescribed by the

22

Secretary which are based on principles simi-

23

!ar to the principles which apply under

24

clause (i),

842
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1

the equity capital and outstanding debentures of

2

all members of such group shall be taken into ac-

3

count.

4

"(C)

5

this paragraph-

EQUITY CAPITAL.-For purposes of

6

"(i) CORPORATION.-In the case of a

7

corporation, the term 'equity capital' means

8

the aggregate amount of money and other

9

property (taken into account, in an amount,

10

equal to the adjusted basis to the corporation

11

of such property for determining gain, re-

12

duced by any liabilities to which the property

13

was subject of which were assumed by the

14

corporation at such time) received by the

15

corporation for stock, as a contribution to

16

capital, and as paid in surplus.

17

"(ii)

NONCORPORATE

BUSINEB8.-In

18

the case of a trade or business which is not

19

organized as a corporation, equity capital

20

shall be determined under regulations pre-

21

scribed by the Secretary which are based on

22

principles similar to the principles which

23

apply under clause (i).

24

"(D) SECURITIES SUBJECT TO REGULATION

25

BY THE SECURITIES AND EXCHANGE

8"$42 IS

COMMIS-
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2

sIoN.-For purposes of this paragraph, the term
'security subject to regulation by the Securities

3

and Exchange Commission' means a security-

1

4

"(i) registered on a national securities

5

exchange under section 12(b) of the Securi-

6

ties Exchange Act of 1934;

7

"(ii) registered or required to be regis-

8

tered under section 12(g) of such Act (or

9

which would be required to be so registered

-- 10

except for the exemptions in subparagraphs
(B) through (H) of such section); or

11

12

"(iii) issued by a company subject to the

13

reporting requirements of section 15(d) of

14

such Act.

15

"(d) RELATED PARTIES; PERSONAL HOLDING COMPA-

16 NIS."(1)

17

DEBENTURES

ISSUED

BY

A RELATED

18

PARTY.-Subsection (a) shall not apply to amounts

19

paid in respect of a small business participating deben-

20

ture issued by a small business in which the taxpayer

21

has an interest.

"(2) DEBENTURES ISSUED BY PERSON HOLDING

22
23

TAXPAYER' S DBBENTUES.-If-

24

"(A) a taxpayer acquires a small business

25

participating debenture from a small business, and

8 u1 M
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1

"(B) such small business or a person with an

2

interest in such small business acquired, before

3

the acquisition described in subparagraph (A), any

4

such debenture from the taxpayer or any small

5

business in which the taxpayer has an interest,

6

subsection (a) shall not apply with respect to any pay-

7

ment in respect of a debenture or portion of a deben-

8

ture which is equal to the amount of the proceeds of

9

any such debenture acquired from the taxpayer or the

10

small business in which the taxpayer has an interest.

11

"(3) INTERESTED TAXPAYBB.-For purposes of

12

this subsection, a taxpayer shall be considered as

13

having an interest in the issuer of a small business par-

14

ticipating debenture if-

15

"(A) in the case of a small business partici-

16

pating debenture issued by a corporation, the tax-

17

payer is considered, under section 318, to own"(i) 10 percent or more in value of the

18

19

stock, or

20

"(ii) stock which represents 10 percent

21

or more of the voting rights;

22

in the corporation or in a corporation which is a

23

member of the same controlled group of corpora-

24

tions (within the meaning of section 1563(a)), or

8us i
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1

"(B) in the case of a small business partici-

2

pating debenture issued. by a small business not

3

organized as a corporation, the taxpayer owns, or

4
5

is considered to own (under regulations prescribed

6

scribed under section 318), more than 10 percent

7

of the profits or capital in the business.".

8

by the Secretary similar to the regulations pre-

(b) INTEREST

DEDUCTIBLE

AS

INTEREST

Ex-

9 PENSE.-Section 163 of such Code (relating to interest) is
10 amended by redesignating subsection (e) as () and by insert11 ing after subsection (d) the following new subsection:
12

"(e) INTEREST AND OTHER AMOUNTS PAID ON SMALL

13 BUSINESS PARTICIPATING DEBENTUBE.-For purposes of
14 this section (other than subsection (d)), amounts paid as inter.
15 est, and amounts paid as a share of earnings, on a small
16 business participating debenture (as defined in section
17 1256(b)) shall be treated as interest.".
18

(c) TREATMENT OF ORIGINAL IssuE DISCOUNT IN-

19 TEREST. -Section

1232 of such Code (relating to bonds and

20 other evidences of indebtedness) is amended by adding at the
21 end thereof the following new subsection:
22

"(e)

SMALL

BUSINESS

PARTICIPATING

DEBEN-

23 TURES.-Any small business participating debenture (as de24 fined in section 1256(b)) issued by a trade or business other

S 84t 1
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1 than a corporation shall be treated, for purposes of this sec2 tion, as if it were issued by a corporation.".
3
4

(d) LOSSES ON SMALL BusINEsS PARTICIPATING DEBENTURE8 TREATED AS ORDINARY

Loss.-Section 1244 of

5 such Code (relating to losses on small business stock) is
6 amended by adding at the end of subsection (d) the following
7 new paragraph:
8
9

"(5) SMALL BUSINESS
TUBES TREATED SAME

PARTICIPATING

DEBEN-

tS SECTION 1244 STOCK.-

10

For purposes of this section, any loss on a small busi-

11

ness participating debenture (as defined in section

12

1256(c)) issued to an individual shall be treated as if it

13

were a loss on section 1244 stock issued to that indi-

14

vidual.".

15

(e) CLERICAL AMENDMENT.-The table of sections for

16 such part is amended by adding at the end thereof the follow17 ing new item:
"See. 1256. Earnings ditributions under small business pezticipating debentures.".
18

19

SEC. 2. EFFECTIVE DATE.

(a) IN GENERAL.-Except as provided in subsection (b),

20 the amendments made by this Act shall apply with respect to
21 taxable years beginning after December 31, 1982, and to
22 small business participating debentures acquired after the
23 date of enactment of this Act.

8142 s
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1

(b) PROCEEDS USED To REPAY LoANs.-The amend-

2 ments made by this Act shall not apply to any small business

3 participating debenture issued before or during calendar year
4 1983 if the proceeds of such debenture are used to repay any
5 loan of the issuing small business other than a loan6

(1) with a stated rate of interest in excess of the

7

prevailing rate of interest for businesses in the area in

8

which such small business is located, and

9
10

(2) secured by the inventory or accounts receiv-able of such small business.

S 842 1
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To amend the Internal Revenue Code of 1954 to exempt certain piggyback
trailers and semitrailers from the tax on motor vehicles.

IN THE SENATE OF THE UNITED STATES
MAY 6 (legislative day, MAY 2), 1988
Mr. BORBN (for himself, Mr. MATSUNAOA, Mr. MITCHELL, Mr. 8yMs, and Mr.

BAUCUS) introduced the following bil; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to exempt certain piggyback trailers and semitrailers from the tax on
motor vehicles.
1

Be it enacted by the Senate and House of Representa-

2 tites of the United States of America in Congr

assembled,

3 That (4)paragraph (8) of section 4068(a) of the Internal Rev4 enue Code of 1954 (relating to exemptions for specified arti5 cles) is amended to read as follows:
6
7

"(8) RAM TBAILBES, RAIL VANS AND PIGGYBACK TRAILERS.-

45
2
1
2

"(A) IN oBNBRAL.-The tax imposed by
section 4061 shall not apply in the case of-

3

"(i) any chassis or body of a trailer or

4

semitrailer which is designed for use both as

5

a highway vehicle and a railroad car,

6

"(ii) any chassis or body of a piggyback

7

trailer or semitrailer, and

8

"(iii) any parts or accessories designed

9

primarily for use in connection with an arti-

10

cle described in clause (i) or (ii).

11

"(B)

PIGOYBACK TRAILER OR SEMITRAILER

12

DEFINED.-For purposes of this paragraph, the

13

term 'piggyback trailer or semitrailer' means any

14

trailer or semitrailer-

15

"(i) which is designed for use principally

16

in connection with trailer.on-flatcar service

17

by rail, and

18

"(i) with respect to which the seller

19

certifies, in such manner and form and at

20

such time. as the Secretary prescribes by reg-

21

ulations, that such trailer or semitrailer-

22

"(1) will be used, or resold for use,

23

principally in connection with such serv-

24

ice, or
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1

"(II) will be incorporated into an

2

article which will be so used or

3

resold.".

4

(b) The amendment made by subsection (a) shall take

5 effect as if included in the amendment made by section
6 512(aX3) of the Highway Revenue Act of 1982.

8
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S. 1807

To amend the Internal Revenue Code of 1954 to clarify the taxation of certain
income derived from agricultural commodities not grown-in the United States
in commercially marketable quantities.

IN THE SENATE OF THE' UNITED STATES
AUOUST 4

(legislative day, AUoUST 1), 1983

Mr. PscY (for himself and Mr. DIXON) 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 clarify the
taxation of certain income derived from agricultural commodities not grown in the United States in commercially
marketable quantities.
1

Be it enacted by the Senate and House of Reptesenta-

2 tive, of the United State. of America in Congress assembled,

3 That (a) section 954(cX4) of the Internal Revenue Code of
4 1954 (relating to certain income received from related per5 sons) is amended:
6

7

(1) by adding at the end thereof the following new
subparagraph:

48

1

2
dividends received from a related

"(D)

2

person, but only if-

3

"(i) the recipient and payor of such divi-

4

dends are foreign corporations that are mem-

5

bers of the same affiliated group (as defined

6

in section 1504(a), but without the applica-

7

tion of section 1504(bX3)),

8

"(ii) a United States shareholder owns

9

(within the meaning of section 958(a)) more

10

than 50 percent of the stock of both corpora-

11

tions,

12

"(ill) the recipient and either the payor

13

or another foreign corporation controlled by

14

the payor on such date of acquisition was in

15

existence for at least the 5-year period

16

ending immediately prior to the date of ac-

17

quisition of its stock by the United States

18

shareholder,

19

"(iv) either the payor or such other for-

20

eign corporation was engaged in the active

21

conduct of a trade or business during such 5-

22

year period described in clause (iii), and

23

"(v) such dividends are paid out of the

24

earnings and profits of such person for a tax-

25

able year in which at least 70 percent of its
8 1867 1
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1

gross income (other than gross income taken

2

into account in determining the amounts de-

3

scribed in section 952(a)) was derived from

4

the purchase or sale of agricultural commod-

5

ities which were not grown in the United

6

States in commercially marketable quantities

7

(within the meaning of subsection (dX1)).";

8

(2) by striking the "and" at the end of subpara-

9

graph (B); and
(3) by striking the period at the end of subpara-

10
11

graph (C) and adding in lieu thereof "; and".

12

(b) The amendment made by subsection (a) shall apply

13 to taxable years of foreign corporations beginning on or after
14 January 1, 1984, and to taxable years of United States
15 shareholders within which or with which such taxable years
16 of such foreign corporations end.

8 1M 18
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To amend the Internal Revenue Code of 1954 to facilitate home equity
conversions through sale-leaseback transactions.

IN THE SENATE OF THE UNITED STATESOCTOBER 3, 1983

Mr. SPsc'r3n 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 facilitate home
equity conversions through sale-leaseback transactions.
I

Be it enacted by the Senate and House of Representa-

2 tive8 of the United State. of America in Congrs asembled,
8 SECTION 1. SHORT TITLE.

4

That this Act may be cited as the "Home Equity Con-

5 versions Act of 1983".
6 SEC. 2. DEPRECIATION
7

8

IN QUALIFIED SALE.LEASEBACK

TRANSACTIONS.

Section 167 of the Internal Revenue Code of 1954 (re-

9 lating to depreciation) is amended by inserting after subsec10 tion (h)the following new subsection:

51
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1

"(i) QUALIFD 8u-LBAsBnAOK TRANSAOTION.-

2

"(1) IN OBNnPA.-In the case of property in-

3

volved in a qualified sale-leaseback transaction, the de-

4

duction shall be computed as if the purchaser-lessor

5

were the absolute owner of the property and shall be

6

allowed to the purchaser-lessor.

7
8

"(2) DnrmirxoNs.-For purposes of this subsection-

9

"(A) QuALIMD

-ALB-LABBBACK.-The

10

term 'qualified sale-leaseback' means a transaction

11

in which-

12

"(i) the seller-lessee"(1) has attained the age of 55

18

14

before the date of such transaction,

15

"(01)

sells property which was

16

owned and used by such seller-lessee

17

solely as a principal residence and not

18

as section 1250 property before the

19

date of such transaction, and

20

"(1I)

retains occupancy rights in

21

such property pursuant to a written

22

lease requiring a fair rental, and

23

"(ii) the purchaser-lessor-

24

"(1) is a person, and

8 1914 1
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1

"(11) is contractually responsible

2

for the risks and burdens of ownership

8

after the date of such transaction.

4

"(B) OcOupAtoy RIoHT.-The term 'occu-

5

pancy rights' means the right to occupy for a

6

term which-

7

") equals or exceeds one-half of the

8

life expectancy of the seller-lessee at the

9

date of the qualified sale-leaseback transac-

10

tion (and his spouse, in the case of jointly-

11

held occupancy rights),

12.

"(ii) is subject to a continuing right of

18

renewal by the seller-lessee (or his surviving

14

spouse in the case of jointly-held occupancy

15

rights), and

16

"(i) terminates no later than the date

17

of death of the seller-lessee (or his surviving

18

spouse in the case of jointly-held occupancy

19

rights).

20

"(0)

FA= wN'rAL.-The

term 'fair rental'

21

means a rental pursunt to a qualified sale-lease-

22

back transaction which is determined at the date

23

of such transaction and equals or exceeds 80 per-

24

cent of the appraised fair market rent.".

8 1914 1
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1 SEC & CAPITAL GAINS EXCLUSION IN QUALIFIED SALELEASEBACK TRANSACTIONS.

2

Subsection (d) of section 121 of the Internal Revenue

8

4 Code of 1954 (relating to one-time exclusion of gain from
5 sale of principal residence by individual who has attained age
6 55) is amended by adding at the end thereof the following
7 new paragrph:
8

"(9) SALB O

-_

BXOHANOB DBFINBD.-For pur-

9

poses of this section, the term 'sale or exchange' shall

10

include a qualified sale-leaseback transaction as defined

11

in section 167M).".

12 Sm 4. INCOME TO SELLER IN QUALWII

18
14

SALE.LEASEBACK

TRANSACTION.

(a) Gsoa INooM.-Part HI of subchapter B of chap-

15 ter 1 of subtitle A of the Internal Revenue Code of 1954

16 (relating to items specifically excluded from gross income) is
17 amended by inserting after section 121 the following new
18 section:
19 "Sc. IIA. OCCANCY RIGHTS IN QUALFIED SAU&LELASEBACK TRANSACTIONS

20

21

"Gross income does not include any value of occupancy

22 rights or fair market price discount attributable to retained
28 occupancy rights received in a Oualified sale-leaseback trans24 action as defined in section 167().".
25

(b) GAin oz Loss.-Subsection (b)of section 1001 of

26 such Code is amended9 114

10
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5
1

(1) by striking out "and" at the end of paragraph

2

(1),

8

(2) by striking out the period at the end of pars-

4

graph (2) and inserting in lieu thereof ", and", and

5

(8) by inserting after paragraph (2) the following

6

new paragraph:

7

"(3) in the case of a qualified sale-leaseback

8

transaction (as defined in section 167(i))-

9

"(A) there shall not be taken into account

10

any value of occupancy rights or fair market price

11

discount attributable to retained occupancy rights,

12

and

13

"(B) there shall be taken into account the

14

cost of any annuity purchased for a seller.".

15

(c) CLERCAL AMzDmzMTr.-The table of sections for

16 part I of subchapter B of chapter 1 of subtitle A of such
17 Code is amended by inserting after the item relating to sec18 tion 121 the following new item:
"8o. 121A. Occpaney rots inqufid mle-kubAk tmmCtio.n".

i9 sc. L INSrTAUM
20

ULM INQUAUF

SALLE.ASEBACK

TAACNION&

21

Section 458 of the Internal Revenue Code of 1954 (re-

22 latino to installment method) is amended28

(1) by redesignating subsection () as 8ubsection

24

(k), and

S

II43w

J
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6

(2) by inserting after subsection 6) the following

1
2

new subsection:

8

"6) APPLICATION WITH SBOTION 167(i).-

4

"(1) IN onNwAL.-In the case of en installment

5

sale in a qualified sale-leaseback transaction (as defined

6

in section 167(i)), subsection (a) shall apply.

7

"(2) SPicwi

BULE FOR ANNurrmI.-In

the

8

case of an annuity purchased for the seller-lessee by

9

the purchaser-lessor in a qualified sale-leaseback tran-

10"

action, the purchase cost of such annuity shall consti-

11.

tute the amount of consideration received by such

12

seller-lessee attributable to rch annuity and shall be

18

deemed received in the year of disposition.".

14 sc. s. BASIS

OF ANNUITY

15

EASEBACK TRANSACTION.

RECEvED

IN QUAIFIED SALE.

Subparagraph (A) of section 72(cX1) of the Internal

16

17 Revenue Code of 1954 (relating to annuities) is amended by
18 inserting before the comma includingn g such amount paid by
19 a purchaser-lessor in a qualified sale-leaseback transaction
20 defined in section 167(0)".

21

SE

7. QUALIFIED SAL.LEASEBACK TRANSACTION EN.

22
28

GAGED IN FOR PROFIT.

(a) Foa PROFIT PRBSUMPION.--SOtiOn 188 of the

24 Internal Revenue Code of 194 (relating to activiies not en,25 gaged'in for profit) is amended-816l418

-
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7

1
2

(1) by striking out "If" in subsection (d) and insorting in lieu thereof "(1) IN oENBAL.-If",

8

(2) by inserting after paragraph (1) of subsection

4

(d) (as designated by paragraph (1)) the followifg new

5

paragraph:

6

"(2)

QUALIFIED

SALB-LBASBBAOK

TRANSAO

7

TION.-Any

8

fined in section 167(1), unless the Secretary establishes,

9

to the contrary, shall be presumed for purposes of this

10

chapter to be an activity engaged in for profit.", and

11

"(8) by inserting "(1)" after "subsection (d)" each

qualified sale-leaseback transaction as de-

12

place it appears in subsection (e).".

18

(b) Usa or DWELLING UmNT.-Subparagraph (B) of

14 section 280A(dX8) of such Code (relating to disallowance of
15 certain expenses in connection with business use of home,
16 rental of vacation homes, etc.) is amended to read as follows:

17

"(B) SPuOwAL

18

BULBS FOB BENTAL TO

PERSON HAVING INTBREBST IN UNIT.-

19

"1i) RENTAL AGRBMINT.-Subpara-

20

graph (A) shall apply to a rental to a person

21

who has an interest in the dwelling unit only

22

if such rental is pursuamt-

28

"(1) to a shared equity financing

24

agreement, or

a im.
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"(11) to an agreement entered into

1.
.2
•8

pursuant to a qualified saleleaseback

.4

"(ii)

tansaction defined in section 167(i).
DBTERMINATION

OF

FAIR

5

BENAL.-Fair rental shall be determined as

6

of the time the agreement is entered into

7

and-

8

"(1) in the case of a shared equity

9

financing agreement, by taking into ac-

10

count the occupant's qualified ownership

11

interest, and

12

..

(l) in the case of an agreement

13

entered into pursuant to a qualified

14

sale-leaseback transaction, by complying

15

with

16

167(iX2X).".

17
18

the

requirements

of

section

. s. FFC
DAT
The amendments made by this Act shall apply to sales

19 after the date of the enactment of this Act, in taxable years
20 ending after such date.
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DAVE DuWIwoE ON S. 842
As a cosponsor of S. 842, I want to thank the chairman and members of the subcommittee for allowing me an opportunity to express my thoughts about small business participating debentures and especially for its cooperation in soliciting testimony with gard to this bill.
Mr. Chairman, few of us present today would deny that small businesses are
proven technological innovators and job creators, two vital economic stimuli sorely
missed in today's economy. It is high time Congress devoted them the legislative attention they justly deserve.
Even more so than their corporate cousins, "The President's Report to Congress
on the State of Small Business, noted that they are equity rich and cash poor. The
high debt-toequity ratio often carried by these businesses clearly indicates that they
depend extensively on current debt.
Debt reliance, especially in light of the high risk nature of new small businesses,
means that small business owners must depend upon inflexible, expensive sources of
financing. In addition this means they are subject to the aims of economic chae
beyond their control. This explains why high interest rates have decimated existing
small businesses, evidenced by our alarming bankruptcy rate, and hindered investment in new business ventures.
Unfortunately, they have no financing alternative. While existing small businesses are often equity rich, they currently have little leeway in utilizing it to generate
less expensive, more flexible capital without giving up control over their company to
outside investors.
Small business participating debentures provide them a new opportunity to raise
valuable inexpensive, longer term capital. They allow business owners to share
some of their risk but let the investor reap part of the profit generated as a result.
S. 842, as you will hear in upcoming testimony also contains safeguards guaranteeing that SBPDS will not be abused and will aid only those for whom it is intended, America's small businesses.
You are going to hear a lot more about participating debentures from this list of
truly stellar witnesses. In the meantime, a lot of our small business owners eagerly
await help from the cavalry in the form of SBPDS.
SrAT zMNT Or SENATeo

SrATaMn OF SENATOR BOR N ON S.

842

Mr. Cha-*,man: Your Subcommittee is considering legislation today that, has significant implications for the ability of our nations' small businesses to continue to
grow and prosper during these uncertain economic times. I am an original co-sponsor of S. 842, an act to amend the Internal Revenue Code of 1954 to provide tax
incentives for the issuance of small business participating debentures.
I want to thank the Chairman of the Small Business Committee, Senator
Weicker, for taking the lead in introducing this bill. Senator Weicker first introduced SBPD legislation in July of 1979 and his persistence in pushing this concept is
certainly commendable.
I also want to thank the Chairman of this Subcommittee, Senator Packwood for
agreeing to hold hearings on this important bill.
S. 842, which creates a SBPD, will be new source of capital for small businesses.
During these difficult economic times, it has been hard, if not imposible, for small
businesses to find adequate and affordable capital for expansion. Interest rates
charged by banks and other lending institutions have made it virtually impossible
for small businesses to obtain needed capital for growth.
lhe SBPD, a unique cross between a stock and a bond, will allow small businesses
to gain capital for expansion without having to go public through a stock offering. A
small business will administer the SBPD and will issue it as a general obligation
with-a fixed maturity date. The SBPD will carry a fixed nominal rate of interest
and offer the investor a varying share of the company's profits for the period the
SBPD is in effect. The SBPD will allow the owner to retain full control of the business, receive low-cost capital and deduct as a business expense both the interest payments and the share of the earnings paid to the investor.
The investors interest on the SBPD will be taxed as ordinary income, but the
share of the company's earnings would be taxed at the more preferential long-term
capital gains rate.
It has been estimated that as many as 2,000 small businesses across the country
would take advantage of the SBPD.
Mr. Chairman, for our nation to continue on the-road to economic recovery, small
businesses must play a major role in this process. But they can't play this role with-
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out the needed capital to expand. During the last decade, small businesses provided
almost 90 percent o l new jobs. It is apparent that our continued economic recovoy dop
on the health of the small business sector.
5.842 will be a step in the right direction toward helping our small businesses
survive.
STATIM&NT OF SMATOR DAVID L BoRmn ON S. 1231
Mr. Chairman: Back in December during the closing hours of debate on the Surface Transportation Act of 1982, I became aware of a gross inequity that exempted
from the 12% Federal sales tax a rail vehicle known as RoadRauler to the exclusion
of a vehicle made and used for the same purpose, a Piggyback trailer.
Today, I would like to discuss measures to correct this inequity and take this opportunity to briefly outline the background and facts.
Piggyback trailers pay the full 12% Federal sales tax even though they travel the
same ow mileage as a RoadRailer, and are designed and serve the same purpose as
a RoadRailer. Both RoadRailer and Piggyback trailer travel from the loading dock
to the rail yard to be transferred for the long haul by rail. The basic difference between the RoadRailer and a Piggyback trailer is that the RoadRailer has a set of
train wheels to travel on the rail, while the Piggyback trailer is lifted onto a flat car
to travel on the rail. Both types of trailers are specifically designed and manufactured to serve the same purpose. In addition, both types of trailers travel the same
land mileage, which usually aver es less than 3,000 miles a year. As a result of the
difference in tax treatment for vehicles doing the same job, Piggyback trailers are
put at a competitive disadvantage to the RoadRailer.
The Department of Transportation states in its Final Report on Federal Highway
Cost Allocation, "Consideration should be given to relieving truck trailers that are
manufactured for use as Piggyback trailers from the new truck excise tax."
Piggyback trailers cost more to build and weigh about one thousand pounds more
than an over-the-road trailer, and are certified to travel on the rail by the American
Association of Railroads. They therefore would not represent an enforcement
burden if exempted from the sales tax as is their competitor the RoadRailer.
The 13 million dollars a year loss of revenue for exempting Piggyback trailers
would be offset by savings in wear and tear to the national highways, and statistics
show it is immersurably safer than over the road trailer transportation.
I hope this committee will support me in putting equity to work in the interest of
transportation policy by correcting-this oversight in the 1982 Act

Senator PACKWOOD. The committee will come to order.
We are about 5 minutes early, but Senator Weicker is here, and
we have a good many witnesses testifying and I fear we are going
to be interrupted with votes today. As long as Senator Weicker is
here and ready to go, I would just as soon start.
Senator Weicker, the chairman of the Small Business Committee.
STATEMENT OF HON. LOWELL WEICKER, U.S. SENATOR FROM
THE STATE OF CONNECTICUT
Senator WitcxzR. Thank you very much, Mr. Chairman. I appreciate your kindness in allowing me to testify at this time.
It is a pleasure to be here today as the Senate Finance Committee considers two bills of enormous importance to small business
and the goal of increased job creation in our society.
I have a longer statement which I would like to have inserted in
the record, but for the purposes of time I will summarize the main
points of that testimony now.
I am not going to talk very much about S. 499; that's Senator
D'Amato's bill. And while I'm a supporter of that legislation, I
have complete confidence in the ability of Al to argue convincingly
on its behalf.
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Let me just say that 499 links two of the most effective and productive economic development tools available today: IDB's, and the
SBA's 503 program, in order to give small businesses long-term fi.
nancing for bricks and mortar development at-and this is important-reasonable rates of interest. It's a good solid piece of legislation that was unanimously reported out of the Small Business
Committee over 6 months ago.
Now, as to S. 842.
I can't tell you how pleased I am, Mr. Chairman, to see the Finance Committee holding a hearing on this legislation. It has been
a long drawn-out process to bring us to this point, and I can't help
but feel encouraged and somewhat vindicated to see we have come
this far.
I first introduced legislation to create a small business participating debenture in 1979. As then ranking minority member on the
Small Business Committee, I was concerned that owners of small
businesses needed a way to get necessary external capital without
having to plunge deeply into debt at ridiculously high interest
rates or sell off part of their business to finance the loan.
The idea for this originally came from people at Arthur Andersen who we were working with, and as you know it was one of the
highest-priority items at the White House Small Business Conference that took place in Washintn-and it still is one of the highest-ranking items on the Small Business legislative agenda. The SBPD would operate as a cross between a stock and a bond.
Small business owners who want to expand but who for a variety
of reasons do not want to go public or use official financing would
issue the SBPD themselves as a general obligation with a fixed maturity date. The SBPD would carry a fixed nominal rate of interest
and would offer the investor a negotiated share of, or participation
in, the company's profit for the period it was in effect.
The advantages of this kind of instrument are many. It allows a
small business owner to retain total ownership and management
control of his business, while at the same time providing him with
the external capital he needs.
It offers the investor a chance to put his money in a successful
growing business, with his share of the earnings taxed at the preferential long-term capital gains rate.
As with any debt, the investor's interest on the SBPD of course
would be taxed as ordinary income. The business owner would be
allowed to deduct both interest payments and share on earnings on
the SBPD as a regular business expense.
In the 5 years since I introduced this concept, the SBPD has been
the subject of considerable study and scrutiny by a wide-ranging assortment of people both in the public and private sectors.
My colleague from our other distinguished body, Congressman
Eckart, has won substantial House support for the SBPD as a
result of his strong advocacy in its behalf.
The White House Conference on Small Business, which brought
together educators, legislators, tax policy experts, and small business owners named the SBPD one of its top-10 recommendations in
1980.
Last year the Government Business Forum on Capital Formation, a nationwide think tank held by the SEC, voted the SBPD
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first among its recommendations for improving capital access for
small firms; and in May of this year Small Business United, a coalition of grassroots small business groups across the country, came
to Washington with a list of five priorities, and No. 1 was to pass
the SBPD bill.
Mr. Chairman, I know this committee doesn't base its decisions
or its actions on how popular a particular issue is, and I hope that
no one here thinks that that is what I'm advocating. I recognize
that some very real concerns have been raised in connection with
this bill, particularly in terms of its revenue impact.
The Treasury Department has indicated that this bill would be a
revenue loser for the Federal Government, and I know that concerns you. Frankly, it concerns me, because I am one of the guys
who has been out there shouting the loudest that we've got to do
something to bring our deficits down and increase our revenues.
But I don't think I'm being inconsistent by advocating this-bill
today. In my opinion the SBPD is a revenue-raiser, not a loser. In
fact, in 1980 the Joint Tax Committee specifically stated that their
revenue loss calculations do not reflect additional tax revenues
generated from the small business sector financed through SBPD's.
According to the Joint Tax Committee, if you assume a 10-percent return on the SBPD, there will be no loss to the Federal
Treasury due to the enactment of this bill. With a 12-percent
return and factoing in tax on shareholder income, this bill could
raise as much as $2.2 billion.
Needless to say, there is a large disparity of view on this essential question. I am not a tax expert, Mr. Chairman, and there are
witnesses who will follow me who are much better qualified than I
to discuss the intricacies of revenue estimate methodology and the
like; let me just say, however, that in drafting the bill it was never
our intention that it be used economywide. Indeed, given its unique
nature and limited appeal, we envisaged that it would be used
mainly by newer small businesses who have not yet built up their
credit base enough to receive preferential treatment from traditional lending sources. As a result, it was our assumption that in only
rare occasions would any single issue go above $500,000.
I believe in this concept. I think it's important, Mr. Chairman,
that we get it on the books. However, I am also sensitive to the
constraints with which this committee has to work and the concerns which these revenue-loss estimates must raise for you.
I would like to suggest two things: The first is, I would be happy
and willing to have my staff work with yours in any way necessary
to bring those revenue-loss figures down; and second, I would like
to request the Joint Tax Committee staff be instructed to prepare a
detailed cost breakdown of all the provisions of the bill-in other
words, breaking out the cost of each provision, so that we will have
some idea of what to tinker with, if further tinkering needs to be
done.
Mr. Chairman, that is the essence of my testimony. I think, in
conclusion, that there have been some pretty steep prices to be
paid because of the economics of the past several years. Unemployment, which you have been so concerned with, certainly has been
one of them; the fallout in major corporations that we read about
every day in the newspapers has been another. But the price that
28-040 0 - 84 - 5
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has been paid by small businesses has been staggering, absolutely
staggering, in terms of their being put out of business, in terms of
their bankruptcies and failures. And the outyear cost of that is
going to be tremendous, because many of those small businesses
will not be on the scene to compete let's say 10 years out. And 'as
the competition diminishes, the products get worse and the prices
go higher. So, that really is the price that is going to be paid.
Now, there is capital out there; nobody is going to argue that
point. I emphasize that "reasonable," "affordable" capital, that's *a
different story to a small business.
Now, this may be a tough recession on IBM, ATT, and Mobil Oil,
but they've got the money and they'll weather it. These small businesses have not been able to weather it. They now need reasonable,
affordable capital so that indeed they will be on the scene, to
insure that competition will be there, and the products will be
there in the outyears.
I would hope that this legislation wouldn't get buried because of
the sense that "this isn't the time to do it." This is the very time to
do it. And done correctly, I think the revenue losses will be minimal, if indeed at all. And with a strong, healthy small business
economy, I think the moneys coming into the Government will
more than match whatever-losses are incurred.
I thank you for your attention, and I hope you do something.
[Senator Weicker's prepared statement follows:]

-
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EXPANOBD STATEMENT OF SENATOR LOWRLL WICKER,

JR.

BEFORE THE SUBCOMMITTEE ON TAXATION
ON S. 842 AND S. 499
OCTOBER 28, 1983

Good morning, Mr. Chairman.

It's a pleasure to be up here

today, as the Pinance Committee considers two bills of enormous
importance to small business and the goal of increased job creation in our society.

I would like to talk first about S. 842,

and then move on to Senator O'Amato's bill, S. 499.

As to S. 842, 1 can't tell you how pleased I am to see the.
Finance Committee holding a hearing on this legislation.

It's

been a long, drawn-out process to bring us to this point, and I
can't help but feel encouraged and somewhat vindicated to see
that we have come this fat.
I first introduced legislation to create a small business
participating debenture in 1979.

As then-rankiqq minority member

on the Small Business Committee, I was concerned that owners of
small businesses needed a way to get necessary external capital
without having to plunge deeply into debt at ridiculously high
interest rates, or to sell off part of their business to finance
the loan.

The SBPD is a new, hybrid financing instrument uniquely
suited to the needs of small business.

By making affordable capi-

tal available, the SBPD will help small firms expand, and thus,
will aid in creating the jobs so necessary to maintain our
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national economic rec-. :y.
The SBP) would operate as a cross between a stock and a
bond.

Any "qualifying" domestic small business which wants to

expand, but which* for whatever reason, does not want to go public, or does not have access to traditional debt financing* would
issue the SBPD as a general obligation with a negotiated fixed maturity date.

The SRPD would carry a negotiated fixed, nominal

rate of interest (not less that the standard imputed rate as determined by the Secretary of the Treasury (currently 6 percent)),
as well as offer investors a negotiated share of, or participation in, the company's profits for the period it is in effect.
Rut, an SBPD would not grant any voting or conversion rights in
the company.
The advantages to this kind of instrument are many.

It al-

lows the small business owner to retain total ownership and management control of his business, while at the same time providing
him with the external capital he needs.

And, it offers the inves-

tor a chance to put his money in a growing business, with his
share of the earnings taxed at preferential long-term capital
gains rates.

hs with any debt, the investor's interest on the

SBPD would be taxed as ordinary income.

The business owner would

be allowed to deduct both interest payments and share of earnings
on the SBPD as regular business expense.

Conversely, since the

SRPD would be treated as section 1244 stock, an individual investor would generally treat a loss on an SRPn as an ordinary loss.
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So, in effect, the SBPD would have the status of a debt security with a stated rate of interest, but would also provide an inducement for the investor by returning to him a share of the company's earnings during the period the SBP) is outstanding.

Be-

cause the SRPO would provide for a specific redemption date, the
issuing company would effectively be paying a premium for the use
of the capital, but only for the period of use.
The SBPD would thus differ from stock warrants and rights,
which as a result of the shares issued pursuant to their terms,
effectively participate in-earnings lonq after the comoany has experienced its critical need for funds and repaid them.
The specific terms of the SBPD, such as the interest rate,
maturity date and share *. earnings, would be determined through
arms-length negotiations between the issuer and the investor.
Pursuant to the legislation, however, no preferential tax treatment would be afforded where the taxpayer is, or becomes, a
"related party" to the company issuing the SBPD.

The taxpayer

would be deemed to be a "related party" if he has more than a
10-percent interest in the business.
In the five years since I introduced this concept, the SBPD
has been the subject of considerable study and scrutiny by a
wide-ranging assortment of people, both in the public and private
sectors.

Tn 1980 the White House Conference on Small Business,

which brought together educators, legislators, tax policy experts
and small business owners, named the SBPD one of its top 5 recommendations for improving capital access for small firms.
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At last fall's SEC Government-Business Forum on Capital Formation, the SBPD was the top recommendation of over 250 independent small business representatives nation-wide.

And again, in

May of this year, Small Rusiness United, a coalition of grassroots small business groups from across the country, came to
Washington with its top priority being to pass the SBPD bill.
Congressman Eckart and Marriott who have epch introduced similar
legislation in the House have attracted substantial support Lor
the SBPD as a result of their strong advocacy on its behalf.
I recognize that some real concerns have heen raised in connection with this bill, particularly in terms of its revenue impact.

The Treasury Department has indicated that this bill would

be a revenue loser.

However, I find fantastic their projection

of an over.5-times greater loss with the SBPD than they foresee
from reducing the holding period for long-term capital gains ($3
billion vs. $570 million through 1988).
is a revenue raiser, not a loser:

In my opinion, the SBPD

In 1980, the Joint Committee

on Taxation specifically noted that their revenue loss
calculations (Exhibit 1):
do not reflect additional tax revenues that would be
generated from expanded business from the small business sector financed through the small business debenture proposal.

If it is assumed that a small busi-

ness entity can earn pre-tax profits of only 101 of
the amount of debentures issued, additional tax revenues would be generated at the corporate level sufficient to offset the revenue loss estimate of the
Joint Committee. [emphasis mine)
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The Joint Committee determined further that:
If the business entity can earn 12% on funds received
throuqh the (SBPO),_additional corporate taxes would
be $3.3 billion for FY 85 (the then out year), roughly
$500,000,000 more than the estimated revenue loss.
if we also add the tax that would be imposed at the
shareholder level when these earnings are distributed
to the owners of the businesses, between $2.2 billion
and $2.7 billion could be generated.

So, obviously, there is a large disparity of view on this esrential question.

I am not a tax expert, and there are others

better qualified than I to discuss the intricacies of revenue estimating methodology.

But, I nonetheless maintain that a large

negative revenue loss estimate simply highlights a fundamental
misunderstanding of the inherent nature of the SBPD.

The provi-

sions of this bill changing existing law (i.e., both the investor
capital gains treatment and the issuer deductibility of the
profit participation share), which might adversely impact Treasury revenue, become operative only if and when the borrowing
business earns a profit.
I can appreciate that existing governmental revenue impact
forecasting methodology does not generally recognize "reflow";
however, the SRPD does automatically trigger reflow because the
borrowing business must earn a profit before there is any possible revenue impact.
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I am more than willing to adjust different provisions of
this bill to ameliorate any undue revenue loss highlighted by the
estimate.

However, if this is to occur, I would request, and I

believe it is imperative that the Joint Committee provide a more
detailed breakdown of costs and assumptions used in preparing
their impact estimate.
It was never contemplated in the drafting of this bill that
the SRPD be used economy-wide.
and limited appeal --

Indeed, given its unique nature

it requires a business owner to essentially

qive away, to a complete stranger, the right to participate, or
share, in the borrowing business's profits.

Any small business

resorting to such financing obviously would not have access to
conventional fixed-rate debt through more usual lending channels.
Immediately coming to mind are new, emerging businesses which
have not yet had sufficient time to establish the steady income
record necessary to satisfy the debt service projections of.most
financial institutions.
A 1981 study, commissioned by the SBa's Office of Advocacy,
looked at so-called "informal risk capital" lending

--

the kind

of private, non-institutionalized financing the SBPD is designed
to attract.

This study found that the average investment by

these private sources was no greater than $25,000 in 62 percent
of the cases, and in 85 percent of the cases was under $100,000.
Thus, only in very rare cases would any single issue of SBPD's go
above $500,000.

Even though the legislation does currently allow

for issues up to $1 million, I certainly don't expect the norm to
be anywhere near this maximum.
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ADDITIONAL COMMENTS ON TECHNICAL ASPECTS OF THE BILL

Pdssive Income
It is not the understanding or the intention of the sponsors
of this bill that the SBP

be used by companies that exist primar-

ily on "passive income", such as personal holding company income
(as defined in IRC Section 543 (a)) or Subchapter S corporation
massive investment income (as defined in IRC section 1362
(d)(3)(O)).

All of the supporters of this bill are agreed that

the main purpose of the SRPD is to provide jobs and recycle
capital back into the economic pipeline by making financing available to active, operating domestic businesses and trades.

The

SBPD is not meant for companies that exist on passive income,
whose owners might issue the instruments solely to further leverage or layer their current investment portfolios through
"commission" or contingency participation financing, and I am certainly agreeable to putting specific language in the bill to make
this very clear.
Personal Use

Similarly, it is not the intention of this bill to allow unincorporated businesses, including sole proprietorships, to issue
the S8PD and use the loan proceeds for-any personal purpose.

Un-

der the existing language, it might be possible for a business-to
borrow for its owner's benefit against the business' assets,
while still enjoying the benefits of SOPO treatment.

Such

non-business use of the SRPD should be specifically prohibited under the legislation as finally enacted.
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Securities Outstanding Subject to Registration

The intent of this legislation is to open up new sources of
capital for our nation's small businesses, especially those that
have no desire to go public for external capital; thus, there is
a limitation on what constitutes a "qualified small business" for
purposes of issuing an SBPD.

Attached is a letter, dated

July 23, 1980, from the General Counsel of the Securities and
exchange Commission (Exhibit II),

in which the SEC offers a tech-

nical suggestion on an earlier version of this legislation to
"remove uncertainty as to its scope".

It should be noted that

S. 842 would add a new section to the Internal Revenue Code which
incorporates this recommendation.

Suboaragraph (0) of Section

1257(c)(2) would more precisely define "the type of small
non-public company whose securities should be afforded special
tax treatment under the 8il1".

Security Registration

This legislation does not amend federal securities law; it
is expected that SRPOs will be offered under the new (1982) limited offering exemption from registration, Regulation D (17 CFR
230.501-506).

Further, given the expectation that in most cases,

$500,000 will be the maximum face value of SBPDs offered at any
one time, such offerings should satisfy Rule 504 (230.504), which
provides an exemption from registration for any offering by
non-SRC reporting companies which does not exceed $500,000 within
the twelve months before and during the offering.

While the
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traditional
apnly,

no

antifraud provisions of Federal securities
specific disclosure is

law still

requiredI; nor is there any

limitation on the investment soohiktication or notmhor of persons

(as undo-r former Rule 146) purchasinq the securities.

No form oF

general a4vertisinq or solicitation, including newsoAner advertisem nts or .nass meetinqs,

shall be allowed

(unless the offering

is made in states that provide for the reqistration of the
securities and the delivery of 9 disclosure document).

Further,

the resale of the securities are "restricted" (Rule 144),

for at

least two years.
Lastly, worm D notices (230.500) must be filed with the SC
main office within 15 days of the first sale, and within 10 Jays
after the last sale; in cases where the offering is completed
within a 15 day period, only one notice need be filed to comply.

State "Rlue Sky" Laws

Federal and state governments each have separate and autonomous securities laws and regulations.

A company selling

securities must comply with the laws of each state in which it
Intends to offer its securities, as well as the existing Federal
securities laws.

In addition, the fact that a particular of-

fering may be exempt from certain provisions of Pederal secttrities law does not necessarily mean it is exempt from the notice
and filing requirements of any particular state laws.
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Opinion of the Comptroller of the Currency

Attached is a letter, dated May 21, 1980, from the
Comptroller of the Currency (Exhibit III), in which he offers his
opinion on whether national banks would be eligible to invest in
SBPOs issued by a qualified small business.

He concludes:

It is our opinion that a national bank could
Purchase the debentures in question, however,
not as investment securities but as a means
of making a loan to the issuing small bosiness. In making such purchases, the batik
would not run afoul of the prohibition against buying shares of stock of a corporation. A debenture is a security, not a
share of stock.
The Comptroller also notes:
Clearly a national bank that purchased SRPDs
for its own loan portfolio would not be engaged in dealing in or underwriting securities... This Office would not consider the
occasional resale of SBPDs by a national bank
to another lending institution, perhaps to
gain better liquidity in its assets position,
as rising to the level of secondary market activity that is prescribed by the Glass-Steagall
Act (of 1933(12 U.S.C. 24,377,378 and 78))
Technical Corrections
UDon review of S. 842, my staff has pointed out that there
are some technical errors that should be corrected:
*

Whenever the bill refers to IRC section 1256, it
is in fact referring to proposed section 1257.
Likewise, whe-,uver section 163(e) is mentioned,
section 163 (Q) is intended;
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*

On line 13 of page S of the bill, mention is made
of corporate equity capital, "...to which the property was subject of"..."of" should read "or"...;
and

*

paragraph (2) (line 22, page 6) was initially inserted in an earlier version of this bill (S.
1481, 96th Cong., lst Sess.) when the bill was
structured to include a tax credit.

This para-

graph, despite some subsequent reworking, was
solely intended for the tax credit.

Since it is

inconsequential to this bill, it should be deleted.

CONCLUSION

This legislation would go a long way toward helping our Nation's small sized businesses obtain the capital they need for
growth.

The SBPO concept recognizes the fact that an infusion of

new equity into a small business is not necessarily the answer to

the capital needs of a business, and provides an alternative form
of financing.

William C. Penick, testifying on behalf of the

National Small Business Association, told the Small Business
Committee in 1979 that financing in the form of SBPOs would be of
tremendous assistance in solving the small business capital formation problem.

His analysis is worth repeating today:

The business community typically equates capital with
equity participation. For years, many have taken for
granted the infusion of new equity in a small business as the logical answer to its capital needs.
Rut, with the exception of some venture oriented businesses such as those in high technology areas, equity
may be inappropriate for the following reasons:
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1.)
Small business entrepreneurs generally look with
disfavor on selling equity interests. They are independent individuals who dislike regulations at all
levels of government. They wish to maintain the confidentiality of their financial positions And operating results. They do not wish to have others tell
them how to operate their businesses, even though
occasionally they may need outside counsel. They often view outside shareholders as a threat to their
freedom of action.
2.) As equity, interest in a small company is generally difficult to liquidate at a fair price. From
the viewpoint of the investor, with uncertainty of
dividends, little or no voice in management, and no
established market for securities, the value of a
minority equity interest is often only slightly higher than worthless. On the other hand, the outside
shareholders of a small, publicly held company may
find the market for his shares so thin that its
volatility hinders prudent monitoring as well as current evaluation of its worth.
3.)
In what does a minority shareholder of a small
business share? Though they may have "gone public"
to the extent that less than 50 percent of the voting
interests have been purchased by outsiders, many small
companies are managed in almost the same-manner as
when they were privately held. Thus, policy decisions
are predicated on the same criteria as before, which
often are influenced by the tax and financial postures
of the principal shareholders. A minority equity owner is often in an unenviable position.
Banks have traditionally provided a capital needed
for growth and expansion of small businesses. This
is typically in the form of short-term debt secured
by receivables, inventory, of plant and equipment.
Term loans, for periods of five to seven years, have
have become increasingly difficult to negotiate participate for'a small business operations. As such
loans ofter utilize all of the available collateral,
there is little opportunity for a small business to
obtain additional financing when needed, since few
investors are interested in unsecured debt.
For reasons discussed above, investment in small
business equity securities is similarly rare...
As neither debt nor equity securities have succeeded in meeting the capital needs of many small
companies, it seems logical that small business
may need a new investment vehicle, a new security
acceptable and attractive to both the investing
community and to small business...
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The Small business Participating Debenture proposal.., would create an investment vehicle,
not presently available, that would be attractive to both lenders and borrowers, and should
channel more capital funds !nto small business
entities.
Mr. Chairman, I strongly urge careful consideration of this
legislation.

If we are to shore up our economy, we must ensure

that the foundation --

small business --

is sound.

At present,

the small business community is starving for capital.
lation will --

at little cost to the Government --

This legis-

be of tremen-

dous assistance in providing our Nation's small businesses with
the growth capital they urgently need.

S. 499

S. 499 also addresses the need for small business financing
to stimulate economic development and job creation.

As reported

out by the Small Business Committee on March 19, 1983, it concerns two vitally important programs for small businesses authorized under the Small Business Investment Act of 1958:

the sec-

tion 503 Certified Development Company Program and the Pollution
Control Equipment Contract Guarantee Program.

Both programs are

designed to get affordable, long-term capital to small business.
Unfortunately, these important programs have been severely
restricted by the Administration's policy on tax-exempt
financing.
R. 499 would reverse that ill-advised and counter-productive
policy by allowing firms to use tax-exempt Industrial Development
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Bonds (IDB's) to finance their share of costs for projects funded
under the 501 or pollution control program.
Under section 503, the SqA is authorized to guarantee debentures issued by qualified development companies to finance the
purchase of land, plants and equipment, i.e.,

fixed assets, for

the expansion of an identifiable small business concern.

The sec-

tion 503 loan can be for as much as 50 percent of the project
costs up to $500,000.

The other 50 percent must come from the

private sector, usually the small business concerns and a bank.
The idea of the program is to leverage the SBA guaranteed loan to
encourage the private sector to make long-term capital available
to small businesses on reasonable terms to create and retain jobs
in local communities.
When Congress approved the section 503 program in 1980, the
conferees specifically stated that SRh should,not decline participation in projects solely because the non-SMA guaranteed portion
of the financing came from tax-exempt obligations.

In their regu-

lations on the program, SBA followed the Congressional policy.
However, in implementing the program, SBA's standard operating
procedures, at the insistence of the Department of Treasury and
OMB,

have been amended to preclude the use of tax-exempt

financing with 503 projects.

From Committee hearings, it is

clear that the Congressional policy needs to be reaffirmed by
amending the law.
S. 499 provides that SBA shall participate in qualified 503
projects which use tax-exempt financing; that 503 debentures
shall be subordinated to tax-exempt obligations; and that no oth-
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er department or agency shall restrict the use of 503 debentures
in cases were tax-exempt financing is also a source of funds for
the project.
In the 2 1/2 years the program has been operating, 445 entities have been licensed as certified development companies under
Many of these companies are still getting off the ground,

503.

but nonetheless, as of September 30, 2,006 loans, representing a
federal guarantee of $384.6 million, had been made under the program.

As of October of last year, SBA reported 28,846 documented

jobs have been created as a result of 503 financings, with an
average cost to the government of only $3,990 per job.

And, as

the number of jobs created climbs, the corresponding cost per job
drops steadily lower.

In every qua-ter since the creation of the

503 program, more and more jobs have been created and the federal
commitment per job has declined.
Understandably, this "jobs" program has been strongly su,ported by Congress.
million of funds.

In FY 1982, the Congress appropriated $2O
Unfortunately, the Administration only expcnd-

ed $99.6 million of the appropriated amount, largely due to t,.,
restrictions of tax-exempt financing.
In the "jobs bill", P. L. 98-8, passed by Congress this pAit
spring, Congress restated its support for this program by incr)asinq the authorized level of funding for FT 1983 from $250 million
to $350 million.

To insure that the program reaches its full po-

tential, P. L. 98-8 also directed the Administration to reverse
its policy on the use of tax-exempt financing with 503 projects.
Although the official figures are not yet available, S8

28-040 0 - 84 - 6

esti-
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mates that around $270 million of the appropriated funds were
used.
I think it's important to point out that when S. 499 was called up to be considered by the Senate floor in April, prior to
the time the Pinance Committee asked for its referral, some concerns were expressed by Senator Metzenbaum and the Finance
Committee staff, over certain of its provisions.
it,

As I understand

the Senator had essentially two concerns with the bill as re-

ported by the Small Business Committee, wIhich were:

one, that in

the event of a default and subsequent liquidation of a project,
the Federal government's investment be protected when tax-exempt
financing is used; and two, that tax-exempt financing not become
the only method of funding 503 projects to the exclusion of all
other forms of financing.

While I suspect that the data will

show that less than 10 percent of the projects financed in FY 83
involved tax-exempt financing, we have sought to address Senator
Metzenbaum's concerns.

After extensive negotiations, we agreed

upon language that would amend S. 499 and addressed both of those
concerns, while at the same time preserving the basic intent of
the bill as reported out by the Committee.

With respect to the

concerns raised by Finance Committee, an agreement was made to
accept a committee amendment to delete Section 404(b)(1) of the
bill.

I have attached to this statement copies of the language

of both amendments for inclusion in the Finance Committee's
record.

(Exhibits IV and V]

It is important to note that these amendments to S. 499
would leave intact the recognition of the need for ID

financing
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in the S3A section 503 certified development program, and would
assure that if certain conditions are met, the debentures guaranteed by the Federal government and issued by any state or local
development company participating in this program, maybe subordinated to sources of financing for the project which include or
are collateralized by tax-exempt obligations.
The amendments would also leave intact critical language in
the bill which insures that SBA cannot refuse to participate in a
oroject simply because financings for the project includes, or
are collateralized by, tax-exempt obligations.

Language making

clear congressional intent that no other arm or agency of the Federal government shall restrict the use of IDB's in connection
with this program, as did the Office of Management and Budget in
the past, is also maintained.
The amendment Senator Metzenbaum indicated would be acceptable as far as his objectives are concerned, deals not with whether InB financing is available in the section 503 program -- because S. 499 clearly spells out that it is and may not
be restricted by the Administration -- but rather, the circumstances under which an IDB is given a senior or junior lien position to the debenture issued by the state or local development
company.

The suggested amendment would provide, in essence, that

the debenture issued by the state or local development company
shall take a junior lien position to the TOB when two conditions
are met by the state or local development company:

first, the

state or local development company must certify that financing is
unavailable without subordination of the tax-exempt obligations;
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and second, it must certify that an alternative means of financing at comparahle rates and terms does not exist without
financing which includes or is collateralized by tax-exempt obligations.

When the state or local development company certifies

these two conditions, then all debentures issued by the state or
local development company and guaranteed by the government must
be subordinated to the tax-exempt obligations.
In addition, this amendment-would establish as a reserve
against losses to the government a revolving fund into which a
one time, one percent fee is paid by the borrower when a project
is financed in conjunction with tax-exempt obligations.

Based on

the excellent track record of the orogram to date, it is anticipated that this fund would not have to be drawn upon very often,
if at all.

The amendment would also include a sunset of the

bill's subordination provision to take effect January 1, 1987, in
order to evaluate the results.
I am confident that those amendments would not alter the
ability of the-vast majority of our certified state and local development companies to utilize this invaluable source of financing on a frequent basis and would recommend that they be
considered when the finance Committee reports-out S. 499.

And

the result should be that this unique, job creating program, rather than operating at less than half-capacity, will use the full
program authorized by Congress.
Last week, the House Ways and Means Committee reported out
H. R. 4170, which would impose further restrictions on the use of
IDR's beyond those imposed under the Tax Equity and Fiscal Respon-
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sibility Act of 1982.

As if that was not bad enough, H. R. 4170

renders moot the thrust of this bill.

Clearly, members of both

Houses have concerns about the use of

OB's.

However, I urge

this Committee to note in their consideration of this hill, the
beneficiaries of the SBA 503 program and the pollution control
program are small businesses.

That exception should be

recognized even if some feel compelled to impose further restrictions on

Ons.

In addition to amending section 503, S. 499 would revitalize
the SRA Pollution Control Equipment Contract Guarantee Program,
which, for all intents and purposes, has been dead since
January 1, 1982, when the Administration instituted a new policy
refusing to allow a government guarantee of a tax-exempt bond.
By amendments in 1976 to the Small Business Investment Act
of 1958, Congress authorized the Small Business Administration to
guarantee 100 percent of-the payments-due from eligible small
businesses under qualified contracts for the planning, design,
financing or installation of pollution control facilities or
equipment mandated by governmental pollution control regulations.
Contract financing is normally obtained from the proceeds for the
sale of tax-exempt bonds issued by state or municipal authorities.
By using tax-exempt, SBA guaranteed pollution control revenue bonds, SBh cooperates with commercial and investment banks
and local and state authorities to provide access to long-term,
low-interest financing available to eligible small businesses in
the same manner that large corporations obtain financing for pol-
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lution facilities.
The Small Business Committee has extensively reviewed the
benefits of this program.

A May, 1981 oversight hearing, and-

testimony received by the Committee at its February 12, 1982 review of the President's FY 1983 Budget, reconfirmed that this is
one of the most successful Small Business Administration programs.
Since the 1976 initiative, there have been few losses in the
program and the initial $15 million capital contribution to the
pollution control bond revolving fund has nearly tripled through
both fees charged for guarantees, and agency investments of idle
funds.
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The Honorable Lowell Weicker, Jr.

United States Senate
Washington,

D.

C.

20510

Dear Senator Weicker:
This is in response to your request for a revenue
estimate of legislation creating small business
In accordance with a
participating debentures (SPD's).
conversation with Kr. Stan Twardy of your staff, we are
providing an estimate for S. 2981 rather than for S. 1401,
which has, as an additional incentive, a credit against tax
for investment in SBPD's.
Below is listed the estimated reduction in fiscal
year receipts for S. 2981 assuming enactment in October,
1980.
1931

1902

1933

1934

1985

15 billions)
0.1

0.4

1.0

1.8

2.8

Sincerely,

Bernard x. Shapiro
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SMALL BUSINESS PARTICIPATING DEBENTURE
REVENUE ESTIMATE CONSIDERATIONS

1.

The criteria for qualification for SBPD's

a.
million;

Equity capital not to exceed $25
and

b.
Total debentures outstanding at any
one time of no more than $1 million.
2.

The essential tax aspects are:

a.
A stated interest rate, not to exceed
the rate imputed under IRC Section 48, which
would be deductible by the borrower and fully
taxable to the lender; and
b.
A profit partilcipatioa feature, the
payment of which would be deductible by the
borrower and taxable to the lender as capital
gain.

-

The first tax element, stated interest, involves
no change from present law and should have no revenue
effect. The second feature would create a deduction to
the borrower (a change from existing law) and capital
gain to 4he lender, thereby reducing the income taxable
to the lender by 60% of the amount paid. These changes
would reduce tax revenues.
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3.
Offsetting the tax revenue losses from
these changes would be:
a.
Taxes on the additional profits generated
by the borrower through investment of the funds
secured through SBPD's.
b.
Taxes on wages paid to persons employed
through expansion of business financed by SDPD's.
c.
Taxes on profits generated by suppliers
of materials and services purchased by the
borrower for such expanded operations.

4.
The tentative revenue loss calculations made
by the Joint Committee are as follows:
Millions
$ 100

a.

FY 81

b.

FY 82

400

c.

FY 83

1,060

"d.

FT 84

1,800

e.

FY 85

2,800
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Assumptions made in arriving at these
estimates include:
a.
Five percent of all eligible firms
would participate in fiscal 1981, increasing
to 30% by fiscal 1985.
b.
The average size of the issue for each
participating taxpayer would start at
$300,000, increasing to $400,000 by fiscal 1985.
a.
The dividend or profit participation
element is assumed to be 5% of the face amount
of the debenture.
d
Twenty-five percent of the SBPD's issued
would replace existing debt.
5. On a "worst case" basis, under which the borrower
would receive tax benefit from the profit participation
•
element at 46% and the lender would receive tax benefit from
capital gain treatment at a 70% rate, the effective tax rate
to be applied to the amount of debentures outstanding to
arrive at the revenue loss would be 4.6%. Assuming more
modest tax benefit Cactors (a 25% benefit to the borrower
and a 35% tax rate to the lender), the overall tax benefit
percentage would be 2.3%. Translating this into (1) the number
of taxpayers uqing the small business debenture proposal and
(2) the total amount oF debentures that must be outstanding to
create the revenue losses estimated by the Joint Committee,
...
theoFollowing results are determined:
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Fiscal Years
81

83

82

84

(Millions)
JCT Rev.
estimate

$

100

$

400

$

1,000

$

1,800

$

2,800

Volume ( $)
of SBPD's
required to
generate est.
losses
orst case

by 2.3%)

4,400

17,400

43,500

78,300

121,700

(# by 4.6%)

2,200

8,700

21,800

39,100

60,900

11,000
50,500

43,500
21,800

108,800
54,400

195,800
97,900

304,300
152,100

(

<

Ib'6

Best case

If average issue
is $400,000
number of
companies will
be
-Wwrw4 case

4cf$S-

B-

ase

6.
These calculations do not reflect additional
tax revenues that would be generated from expanded business
from the small business sector financed through the small
business debenture proposal. If it is assumed that a small
business entity can earn pre-tax profits of only 10% of the
amount of debentures issued, additional tax revenues would
be generated at the corporate level sufficient to offset the
revenue loss estimate determined by the Joint Committee. If
the business entity can earn 12% on funds received through
the small business debenture route, additional corporate
taxes would be $3.3 billion for FY 85, roughly $500,000,000
more than the estimated revenue loss.
If we also add the tax that would be imposed
at the shareholder level when these earnings are distributed
to the owners of the businesses, between $2.2 billion and
$2.7 billion could be generated.
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Exhibit 11
SECURIIES AND EXCHANGE COMMISSiON
WASHMGTON. O.C. =0
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The Honorable Loell P. Weicker
United States Senate

313 Russell Senate Office Building
Washington, D. C. 20510
Re:

S. 1481

Dear Senator Weickere
This rm;r -A to your request for the Comisslon's conents on
S. 1481 ('the Bill'), which wold mend the Internal evemm Code of 1954
to provide a credit against tax for investnant in mall bumins participating debentures (Odebenbtres') and to provide additional tax incentives
for the iasan of much debentures. We understand that.th purpose of
this Bill is to aid capital fomation of privately-held mall businesses,
and the Comision strongly supports that goal. _V Since the Bill does not
amend the federal securLties laws Ad bodies coqplex tax provisions we
have no view on whether the road taken in the Bill to provide certain
tax incentives is an qprcprate one. _V
We do, hower, have a technical suggestion. An interpretive problem
may be caused by the fact that the Bill uses the phrase "secuitie regulated by the Seauritese and ftchnuI ComisLon& in the context of excluding
the preferential tax treatment available for investor, in the debentue
if issuing compnLes have such saritiee outstanding. Beomm e
phrasee is undefined, we prqpose a teduniotl ambsent to the Bill to temove uniertainty as to its scope.
consistent with our understanding that the purpose of the Bill is to
limit favorable tax treatment to securities of small nmv-public coqpnies,
we believe that 6a security subject to regulation by the Securities and

_k/

For% summay of the Ca

ssi0on's recent efforts to reduce unnecessary
burdens lmoed by the federal securities laws on capital raising by
mall bLnaesa, See Testim ny of Stepen J. Friedman, Comiioner,
Securities and
*xd
oe
mission, Before the Subo~m ttee on Securities of the Senate Cinittee on Banking, Housing and Urban Affairs,
Kay 16, 190, at pp. 5-6 (ocpy enclosed).

y

Beosuse the Bill does not amend the federal securities laws, Lf the
debetures are issued, they would be subject to registration under
the Secuities Act of 1933 unlesa sme exeqtion were available.
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Exchange Cammission" should be defined to include:
many security

(A) registered on a national securities exchange
under Section 12(b) of the Securities Exchange
Act of 1934; or
(B) registered or required to be registered under
Section 12(g)of such Act (or which would be required to be so registered except for the exemptions
in s paragraphs (B) through (H) of such section); or
(C) issued by a comany subject to the reporting
requirements of Section 15(d) of such Act.* 3/
Th effect of the parenthetical phrase in clause (B) would be to
exclude from the favorable tax teaUnt afforded by the Bill the securities of publicly held issuers which are exempt from the reporting
requirements of the Securities Exchange Act because they: (a) are
regulated by state and federal authorities in a manner ob eating the
imposition of additional requirements under the Act; or (b) are
organized and operated for religious, educational, charitable or other
eleeuKmynary purposes; or (c) are certain agricultural or other
specified cooperative organizations. $/ It does not appear that those
characteristics are relevant factors in deteminirn whether an entity

3/

This definition couldbe inserted in propsed Section 44D(e)(3) of
the Internal Reenue Code, as added by the Bill. Present Section
4D(e)(3) could be reumbered (e)(4).

J/

Section 12(b) allows a security to be Mistered on a national
securities exchange upon aplicatLon to the exchange.
ach exchange
sets its own listing requiteo ts, which generally include sudh
factors as the size of copay assets and revenues and number of
securities holders.
Section 12(g) requires that every issuer having assets exeing
$1,000,000 and a class of equity security (other than an exempted
security) held by 500 or more shareholders, register such security
with the Comision.
Section 12(g)(2)(B) exempts from Section 12(g) registration any
security ismsed by an investmnt company gistered pursuant bo
Section 8 of the Investawt Cony Act of 1940.
Subparagraph (C) eempts any security, other than a security
evidencing nowithdrawable capital, issued by a savings and loan
association or similar institution which is supervised or examined
by State or Federal authority.
Sutparagraph (D) except any security issued by a religiousedcational, charitable or other eleeomsynary oranization.
(footnote continued)
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is the type of small non-pblic oany whose securities should be

afforded special tzx treatment under the Bill.

Therefore, wt believe

it would be appropriate to include securities of those issuers in the
definition of securities subject to regulation by the Comission for
purposes of the Bill.
The opinions here expressed are those of the Commission, and do not
necessarily reflect the view of the President. These comments are being
transmitted to the Office of Manageamt and Budget, and we will inform
you of any advice received from that office concerning the relationship
of our views to the program of the Administration.
Thank you for giving us the opportunity to comment on the Bill.
Please let me know if we can be of any further
distance.

General

cc:

Mr. Bernard Martin
Office of Kaiagement and Budget

4

(footnote continued)

IIe

Subparagraph (E)exempts any security issued by a ooperative
association as defined in the Agricultural Marketing Act or a
federation of s
cooperative associations.
any security issued by a nonprofit
Subparagaph (F) exea
mutual or coogerative organization which splies a ocxmdity or
service primarily for the benefit of its mera, issued to purchasers of its mandities or services.
p(G)
exerts any security issued by an Insurance
any
such compny is regulated by its dcuiciliary state and
is required to file an annual statement with such regulator.
I

subparagrap (H) exxemt any interest or participation in any
collective trust fund maintained by a bank or an insurance oany
issued in onnection with sbtokkonust pension or pzofitsharing
plan meeting the requirments of Section 401 of the Internal RPevenue
Code or an amity plan under Section 404(a)(2) of sudh Code.
Also, issuers who register their securities for sale to the public
under the Securities Act of 1933 are subject to the reporting
requirents of Section 15(d) of the Securities Exchange Act aid
must file periodic and other reports as the Couission requires by
tule.
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Exhibit III

Comptroller o1 the Currency
AdOmt1itraloo of National Banks
Washirglon.O. C. 20219
May 21,

1980

Dear Senator Weicker:

This is in response to your letter of March S, 1980, requesting
this Office's opinion on whether national banks would be eligible to invest in small business participating debentures
issued by qualified small businesses if proposed S.1481 is
enacted.
That bill would authorize qualified businesses to issue small

business participating debentures (OSBPDO) subject to special
tax incentives in order to assist small- and medium-sized
businesses to obtain capital necessary to finance growth. The
proposed legislation would provide investors with incentives to
invest in small businesses by allowing a tax credit for such
investments. SBPDs, as defined by the proposed legislation, are
written debt instruments which are general obligations of the
qualified small business issuer. SBPDs would bear a stated rate
of interest, have fixed maturities, provide for the payment of a
share of the total earnings of the Issuer, and would not be
granted voting or conversion rights in the issuer's business.
The statute governing the powers of national banks, 12 U.S.c. S
24(7), provides in relevant part that a national bank shall
have power
(tjo exercise by its board of directors
or duly authorized officers or agents,
subject to law, all such incidental
powers as shall be necessary to carry
on the business of banking; by discounting and negotiating promissory notes,
drafts, bills of exchange, and other
eviadances of debt by receiving deposits
by buying and selling exchange, coin,
and bulliong by loaning money on
personal security; and by obtaining,
issuing, and circulating notes according
to the provisions of this chapter.
The business of dealing in securities

-
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and stock by the association shall be
limited to purchasing and selling such
securities and stock without recourse,
solely upon the order, and for the
account of, customers, and in no case

f4.,r
its own account, and the association

shall not underwrite any issue of
securities and stock: Provided, That the
association may purchase for its own
account investment securities under such
limitations and restrictions as the
Comptroller of the Currency may by
regulation prescribe. .

.

. Except as

hereinafter provided or otherwise
permitted by law, nothing herein contained
shall authorize the purchase by the
association for its own account of any
shares of stock of any corporation.
(emphasis added)
By virtue of the Glass-Steagall Act, the provisions of which
are embodied in the 12 U.S.C. 5 24(7) language quoted above,
a national bank is generally prohibited from purchasing
shares of stock of any corporation for its own account. A
national bank may, however, purchase for its own account
investment securities, including certain bonds and debentures,
subject to such limitations and restrictions as the Comptroller
may prescribe.
This Office has defined the term *investment security* as a
marketable obligation in the form of a bond, note or debenture
which is commonly regarded as an investment security. The
term does not include investments which are predominantly
speculative. The types of securities which have been generally
defined as investment securities include: Type I, obligations
of the United States, general obligations of any State or
any political division thereof, and other obligations listed
in 12 U.S.C. S 24(7); and Type II, obligations of the
International Bank for Reconstruction and Development, the
Inter-American Development Bank, the Asian Development Bank,
and the Tennessee Valley Authority, and obligations issued
by any State or political subdivision for housing, university,
or dormitory purposes. National banks may also make certain
limited investments in Type III securities, including obligations purchased predominantly on the basis of reliable estimates.
See 12 C.F.R. S 1 (1979).
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It is not apparent from the proposed legislation, however,
that SBPDs will be readily marketable. Moreover, no reliable
estimate of the ultimate performance of an issuer of such
obligation is likely to be possible. The debentures would
appear to be predominantly speculative and unavailable for
purchase as investment securities by national banks.
It is our opinion that a national bank could purchase the
debentures in question, however, not as investment securities
but as a means of making a loan to the issuing small business.
In making such purchases, the bank would not run afoul of
the prohibition against buying shares of stock of a corporation.
A debenture is a security, not a share of stock. The definitional sections of the Securities Act of 1933 and the
Securities Exchange Act of 1934 highlight this distinction
by listing the items separately. Both statutes define the
term "security" to encompass a *note, stock, Treasury stock,
bond, debenture . . .*

and the like.

(emphasis added)

See

15 U.S.C. SS 77b(l) and 78c(10). Further support for the
distinction in the present instance stems from the fact that
the debentures are not convertible and carry no voting rights.
There is thus no equity interest involved other than a
potential share in earnings. The bank would be relying on
the successful operation of the business enterprise in the
same way that it relies on the successful operation of any
corporate borrower to repay a loan.
The Comptroller's Interpretive Ruling 7.7312 (12 C.F.R. S
7.7312) provides as follows:
57.7312 Loan agreement providing for share in
profits, income or earnings.
A national bank may take as consideration for
a loan a share in the profit, income or earnings from a business enterprise of a borrower.
Such share may be in addition to or in lieu
of interest. The borrower's obligation to
repay principal, however, shall not be conditioned upon the profit, income or earnings
of the business enterprise.
A loan or extension of credit takes many forms. The ruling
merely recognizes the fact that repayment of a loan is not
necessarily limited to the bank's receipt of principal and a
specified amount of interest on a demand or installment
basis over time.
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Clearly a national bank that purchased SBPDs for its own
loan portfolio would not be engaged in dealing in or underwriting securities. The dealing in or underwriting question
would only arise if the bank subsequently sold SBPDs to other
purchasers. Banks do often buy and sell loans, as an incidental banking power, through the use of loan participations
and other vehicles. The Glass-Steagall issue that would
have to be addressed in the context of the present discussion
is to what extent a national bank can sell a borrower's
debt - evidenced by a note, debenture or other debt instrument without thereby being characterized as engaged in the business
of dealing in securities or underwriting an issue of securities.
The inquiry focuses on secondary market activity. This Office
would not consider the occasional resale of SBPDs by a national
bank to another lending institution, perhaps to gain better
liquidity in its assets position, as rising to the level of
secondary market activity that is proscribed by the GlassSteagall Act. In any event, the subject of resales goes
beyond the question you have posed concerning the authority
of national banks to make loans to qualified small businesses
by purchasing their nonconvertible debentures.
I trust that this reply is responsive to your inquiry.
Very %rul1y xous,

yerr

John G. Heimann
Comptroller of the Currency

The Honorable
Lowell P. Weicker, Jr.
United States Senate
Washington, D.C. 20510
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Exhibit IV

AMENDMENT NO...........----------------.
To delete section 5 (a)

Ex..------.
Caenda No.

40

of the Committee amendment

Puoe................................................................-.......................

.....................--

...--------------------------------------------

IN THE SENATE OF THE UNITED STATES-

S .... .---------------H.R-- - -

..26..b. Cont.,

.. Sa..

(or Treaty ------

---

(-- )-- ..--o.--------..
------------------. ....
....
.. ............

with the Small Business Administration's section 503 loan program.
-.-----w.
..... . ........ ............ .... .-------. t
..-.-----.°.-.---------o------------------........

.

..................

.........................................

..........

----------------------

( ) Referred to the Committee on -------------

I

and ordered to be printed
( ) Ordered to lie on the table and to be printed
INTEDE~obenonoedb
Mr. Weicker
NDED to be proposed by .
-----.----- ...... ...............................

Viz:
1

On page 4, strike all from line 4 through line 13, and insert

2 in lieu thereof "SEC. S. Section 404(b)(1) of the Small Business
3 Investment".
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Exhibit V

0898 10. 171
Calendar

AMENDET XO.

C,

__.

Purpose: To modify the orovisions relating to subordination.
1K THE SEIPTE CF T1E

UNITED STATES--98tt Cong., 1st Sess.

S. 499
To require the usage of tax-exempt financing in connection with
-the Small Business Alminlstration's section 51r3 loan program.

Referred to the Cotmittee on

and

ordered to be printed
Ordered tc lie on the table and to be printed
Amendments Intended to be proposed by P.---------------Yiz:
1

On page 2, line 22, after ''Sec. 3.'' insert ''(a)".

2

On page 3, strike line 7 and insert In lieu thereof tlhe

3 following: ''such obligation, but with respect to any
4

particular project, only if the State or local development

5

company certifies that financing for such project Is not

6

available vith~out subordination, and that an alternative

7

means of financing at comparable rates and terms does not

8

exist without financing which includes or is collateralized

9

by an obligation described In section 103 (b) of the Internal

l

11

Revenue Code cf 195o; and''.

On page 3, between lines 13 and 1Q, insert the following:

12

''in addition tc any charges imposed by the Administration

13

pursuant to subsection (c) of this section, the

I

Administration shall require the small business concern to

15

pay into the revolving fund established pursuant to section 4

16

(c) (1) (C) of the Small Business Act a one-time fee equal to

17

1 per centum

18

this section for the financing of a project which Includes or

19

Is collateralized by an obligation described in section 103

20

(b) of the Internal Revenue Code of 1954 where the guaranteed

of the amount of the debenture guaranteed under

98
1 debenture is subordinated by the Administration to any such
2 obligation. SLch fee shall be available to the Administration
3

solely as a reserve against its losses In connection with

4

such financings.".

5

(b) Effective January 1, 1987, section 503 (a) (4) of the

6

Small Business Investment Act of 1958 Is amended to read as

7

It

read immediately before the enactment of this Act.

8

At the end cf the bill, add the following:

9

Sec.

1,

Is

6. (a)

Section 4 (c)

(1) of the Small Business i-ct

amended-by striking out ''and''

before ''(B)'';

11

(1)

and

12

(2) by striking out the period at the end and

13

Insertlnq ir lieu thereof

1,4

reserve fcc the Administration's losses In conjunction

15

with finarclngs under section 503 (a)

16

Sall Business Investment Act of 1958; and (C) a

17

certified development company program fund which shall be

18

available solely as a reserve for the Administration's

19

losses In ccnjunctlon with financinvs under section 503

2Z

(a)

21

for projects which Include or are collateralized by

22

oligatiors described In sector 103 (M) of the Tnternal

23

Revenue Ccde of

2u

subordinated by the Administration to such

25

oligatiors.

26

(b) Effective January 1, 1987,

(4)

'',

except witn respect to the

(4)

(A)

of the

(A.)of the Small Business Investment Act of 1958

1954 where the guaranteed debenture is

''.

section u (c) of the Small

27

Business Act Is amended tc read as it read immediately before

28

the enactment of this Act. Unexpended balances In the

29

certified development company orogram fund shall be

30

transferred Irtc the business loan and investment fund cf the

31

Small Business Administration.
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Senator PACKWOOD. Lowell, let me say this. Having served with
you on the Small Business Committee, I know the record and th,
foundation you have laid on this. I think the arguments are compelling. I don't think there is a revenue loss; although I know what
Treasury's position will be, as they are on many of these bills. I
think I can also say with some confidence, we have passed a good
many other bills that Treasury doesn't necessarily like.
Senator WEICKER. Thank you very much, Mr. Chairman, for the
opportunity to appear before and to work with you again.
Senator PACKWOOD. Thank you very much for coming. We appreciate it.
Just as you finish, I see Senator D'Amato arrive on the scene.
Senator WEICKER. Now if you want to hear operatic eloquence,
this is your chance. [Laughter.]
Senator PACKWOOD. Will the record please show that?
STATEMENT OF HON. ALFONSE M. D'AMATO, U.S. SENATOR FROM
THE STATE OF NEW YORK

Senator D'AMATO. Mr. Chairman, thank you so much for affording me the opportunity of testifying on S. 499
Let me simply suggest that Senator Weicker has been absolutely
indispensible in keeping the SBA 503 program operating. The fact
is that the program has been incapacitated as the result of OMB's
directive prohibiting the use of IDB's in the 503_program. This occurred in the face of a strong congressional intent.
That is why, Mr. Chairman, I introduced S. 499, which would
make congressional intent unequivocally clear. IDB's should be
used in the 503 program so that small businesses can obtain desperately needed capital for economic development.
Mr. Chairman, I have a long prepared speech, and I'm wondering
if I might be able to submit it for the record so that we could get
on with other testimony.
Senator PACKWOOD. Of course. Your statement will be in the
record in its entirety.
[Senator D'Amato's prepared statement follows:]
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STATEMENT BY SENATOR ALFONSE D'AMATO ON S. 499
BEFORE THE FINANCE COMMITTEE
OCTOBER 28, 1983

MR. CHAIRMAN, I APPRECIATE THE OPPORTUNITY TO TESTIFY
TODAY ON S. 499 AND S. 842.

SENATOR WEICKER AND 1, IN THE

INTEREST OF TIME, HAVE DIVIDED OUR RESPONSIBILITIES. HE
WILL PRIMARILY DISCUSS S. 842

I WILL CONCENTRATE MY

REMARKS ON S. 499, LEGISLATION TO ASSURE THE USE OF
INDUSTRIAL DEVELOPMENT BONDS (IDBs) IN CERTAIN SMALL
BUSINESS ADMINISTRATION (SBA) PROGRAMS.
HOWEVER, I WOULD LIKE TO BRIEFLY COMMENT 6N S. 842,
WHICH WAS INTRODUCED BY THE DISTIGUISHED CHAIRMAN OF THE
SMALL BUSINESS COMMITTEE, SENATOR WEICKER,
SENTIMENTS ON THIS BILL.

I ECHO HIS:-

THE CREATION OF SMALL BUSINESS

PARTICIPATING DEBENTURES IS THE LEADING INITIATIVE OF MOST
SMALL BUSINESS GROUPS.

CLEARLY, THE GREATEST OBSTACLE

CONFRONTING SMALL FIRMS IS THE ACQUISITION OF CAPITAL.
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WITHOUT THE INFUSION OF REASONABLY PRICED FINANCING, NEW
IDEAS SPAWNED BY EMERGING BUSINESSES MAY NEVER BECOME
REALITY.

THE SMALL BUSINESS COMMUNITY IS THE LINCHPIN OF

THE ECONOMY.

IF THESE COMPANIES CANNOT RAISE LONG-TERM

CAPITAL, THE ECONOMY AS A WHOLE WILL SUFFER, THE
CREATION OF SMALL BUSINESS PARTICIPATING DEBENTURES WILL
GUARANTEE THE AVAILABILITY OF VENTURE CAPITAL,

I AM PROUD

TO BE A COSPONSOR OF S. 842 AND I SUPPORT SENATOR WEICKER IN
HIS EFFORTS TO ENACT THIS LEGISLATION.
TURNING TO THE OTHER LEGISLATION WE ARE ADDRESSING, MR.
CHAIRMAN, S. 499 BECAME NECESSARY BECAUSE OF OMB'S ATTEMPT
TO PROHIBIT THE USE OF IDBs IN THE SBA SECTION,503 AND
SECTION

404(B) PROGRAMS. THE OMB ERRONEOUSLY CONTENDS THAT

IDBs ARE A GOVERNMENT HANDOUT, WHICH ACCOMPLISH NOTHING THAT
WOULD NOT OTHERWISE BE ACCOMPLISHED BY THE PRIVATE SECTOR.
THE OMB CONTENDS THAT IDBs USED IN CONJUNCTION WITH SBA'S
DEVELOPMENT PROGRAMS CREATE NO ADDITIONAL JOBS, SPUR NO
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ADDITIONAL ECONOMIC DEVELOPMENT, AND BRING NO ADDITIONAL
PROJECTS TO FRUITION. MR. CHAIRMAN, THE OMB IS WRONG,
FOR THIS SPECIOUS REASON, HOWEVER, THE SBA, AT THE
SPECIFIC INSTRUCTION OF THE OMB, CIRCUMVENTED CLEARLY
SPELLED OUT CONGRESSIONAL INTENT AND DENIED THE USE OF IDBs
IN THESE SBA PROGRAMS,

I WILL COMMENT ONLY ON THE

LEGISLATION AS IT PERTAINS TO THE 503 PROGRAM.

SENATOR

LEVIN WILL ADDRESS THE 404(B) POLLUTION CONTROL PROGRAM.
THE SBA 503 CERTIFIED DEVELOPMENT COMPANY PROGRAM WAS
,.STABLISHED ON JULY 2, 1980, AS A MEANS OF FOSTERING LOCAL
ECONOMIC DEVELOPMENT. THIS PROGRAM IS INTENDED TO ENCOURAGE
SMALL BUSINESSES TO UNDERTAKE COMMUNITY DEVELOPmENT PROJECTS
WHICH WILL INCREASE EMPLOYMENT.

THE 503 PROGRAM BRINGS

TOGETHER SMALL BUSINESS, LOCAL GOVERNMENT, AND THE SBA TO
FINANCE WORTHWHILE LOCAL VENTURES.
SECTION 503 OF THE SMALL BUSINESS INVESTMENT ACT CALLS
FOR THE SBA TO LEVERAGE ITS GUARANTEED DEBENTURES AS A
STIMULUS FOR PRIVATE INVESTMENT. GENERALLY SBA PROVIDES 40%

-
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OF THE FINANCING IN A PROJECT, PRIVATE SOURCES SUPPLY
ANOTHER 50%, AND THE PARTICIPATING SMALL BUSINESS INFUSES
THE REMAINING 10%. THE SBA GUARANTEE OFFERS SUFFICIENT
COMFORT TO LENDERS TO ENCOURAGE THEIR PARTICIPATION.

IN

MOST CASES, THE AFFECTED SMALL BUSINESS COULD NOT OBTAIN
PRIVATE FUNDING AT COST EFFECTIVE RATES,

AS YOU KNOW, MANY

WORTHWHILE ENDEAVORS ARE ABANDONED FOR REASONS OTHER THAN
PROJECT VIABILITY.
SECTION 503 AUTHORIZES THE SBA TO GUARANTEE DEBENTURES
ISSUED BY CERTIFIED DEVELOPMENT COMPANIES (CDC's) TO ASSIST
IN THE FUNDING OF WORTHY PROJECTS. ONLY THE PURCHASE OF NEW
PLANT AND EQUIPMENT MAY BE FINANCED UNDER THE 503 PROGRAM;
WORKING CAPITAL CAN NOT BE AUGMENTED.

THE LIFE OF THE LOANS

ARE GENERALLY FROM FIVE TO TWENTY-FIVE YEARS AND THE SBA MAY
ONLY PARTICIPATE UP TO A $5OOOO0

MAXIMUM IN ANY ONE

PROJECT.
SBA BEGAN CERTIFYING CDCs IN LATE 1980. AT THE END OF
FISCAL YEAR 1983, 33,618 DOCUMENTED JOBS HAD BEEN CREATED
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WITH AN AVERAGE SBA INVESTMENT PER JOB OF ONLY $5,083,

THIS

REPRESENTS 904 GUARANTEES MADE BY SBA WITH A TOTAL VALUE OF
$170.9 MILLION.
DESPITE THE FORMIDABLE FIGURES RELATING TO JOB CREATION
IN THE 503 PROGRAM, OMB HAS FORBIDDEN THE SBA FROM OFFERING
ITS GUARANTEE TO ANY 503 PROJECT UTILIZING IDBs. THIS IS
CLEARLY CONTRARY TO EXPRESSED CONGRESSIONAL MANDATE
STIPULATED WHEN 503 WAS CONCEIVED, ALLOW ME TO QUOTE
DIRECTLY FROM THE CONFERENCE REPORT ESTABLISHING THE 503
PROGRAM:
"SBA SHOULD NOT DISAPPROVE THE GUARANTEE
OF ANY DEBENTURE, OR ANY LOAN MADE WITH T)E
PROCEEDS OF A DEBENTURE ISSUE, SOLELY BECAUSE
THE PROCEEDS WOULD BE USED IN A PROJECT WHOSE
OTHER SOURCES OF FINANCING INCLUDE, OR ARE
COLLATERALIZED BY; INDUSTRIAL REVENUE OR
DEVELOPMENT BONDS."
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CONGRESSIONAL INTENT WAS UNEQUIVICAL; IDBs AND SBA
GUARANTEED DEBENTURES ARE NOT MUTUALLY EXCLUSIVE FINANCING
VEHICLES,
WE HAVE TWO IMPORTANT ISSUES TO CONSIDER:

CLEAR

CONTRADICTION OF CONGRESSIONAL AUTHORITY BY THE EXECUTIVE
BRANCH

AND THE CONCOMITANT DETERIORATION OF 503 GUARANTEE

ACTIVITY.

OBVIOUSLY, WE SHOULD NOT ALLOW CONGRESSIONAL

INTENT TO BE SO RUDELY CAST ASIDE,

ALSO, AND IN SOME WAYS

MORE IMPORTANTLY, THE USE OF IDBs IN THE 503 PROGRAM, AS
MANDATED BY CONGRESS IN THE EMERGENCY JOBS BILL, ENDED ON
SEPTEMBER 30t 1983.

THE RESULT IS THAT AMERICA'S ECONOMY IS

THAT MUCH WORSE OFF,
THE PROVISIONS OF S. 499 WILL FOSTER THE USE OF IDBs IN
SECTION 503 LOANS AS ORIGINALLY INTENDED BY CONGRESS.

AT

THIS STAGE OF OUR ECONOMIC RECOVERY, IT IS OF PARAMOUNT.
IMPORTANCE THAT ECONOMIC DEVELOPMENT BE ENCOURAGED, THE SBA
SECTION 503 PROGRAM ALLOWS SMALL BUSINESSES TO PLAY A ROLE
IN SUCH ECONOMIC DEVELOPMENT,
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MR. CHAIRMAN, SINCE BEING INTRODUCED ON FEBRUARY 16o
1983, S, 499 HAS HAD AN INTERESTING LEGISLATIVE HISTORY.
THE SMALL BUSINESS COMMITTEE UNANIMOUSLY REPORTED OUT THE
LEGISLATION BY A VOTE OF 16 TO 0. THE FINANCE COMMITTEE
STAFF RAISED AN OBJECTION TO SOME OF THE LANGUAGE ADDED IN
MARKUP TO S. 499, THE LANGUAGE IN QUESTION WAS STRICKEN.

ON

THE SENATE FLOOR, SENATOR METZENBAUM RAISED AN OBJECTION TO
S, 499, AND THE BILL HAD TO BE PULLED FROM CONSIDERATION,
AM PLEASED TO SAY, THAT A COMPROMISE HAS BEEN REACHED WITH
SENATOR METZENBAUM.
NOW, A NEW THREAT TO S. 499 HAS BEEN PRESENTED BY THE
WAYS AND MEANS COMMITTEE.

AS YOU KNOW, MR. CHAIRMAN, THE'

COMMITTEE HAS PROPOSED MAJOR RESTRICTIONS ON THE USE OF
IDBs,

TERMING THE WAYS AND MEANS ACTIONS AS "MAJOR

RESTRICTIONS" IS BEING TOO GENEROUS.

IN EFFECT, THE

COMMITTEE HAS DESTROYED THE ECONOMIC USEFULLNESS OF IDBs,

I
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MANY OF THE PROVISIONS IN THE WAYS AND MEANS BILL ARE A
DIRECT ASSAULT ON SMALL BUSINESS INTERESTS, WHICH INCLUDE
THE FOLLOWING:
1) A STATE BY STATE $150 PER CAPITA VOLUME CAP ON THE
USE OF IDBS.

ACCORDING TO TREASURY DEPARTMENT

STATISTICS, WHICH ARE OF DUBIOUS QUALITY, FOR THE
FIRST HALF.-OF 1983, 15 STATES EXCEEDED THE VOLUME
CAP.

OF COURSE, SINCE IDB VOLUME IS DOWN IN 1983--

DUE TO A LATE 1982 "RUSH TO MARKET" PRIOR TO THE
IMPLEMENTATION OF THE TEFRA RESTRICTIONS-- OTHER
STATES WILL NO DOUBT ALSO EXCEED THE THRESHOLD
IN THE FUTURE,

THESE STATES WILL HAVEJO

CHOOSE WHO SHOULD, AND SHOULD NOT, UTILIZE IDB
FINANCING.

IN ALL LIKLIHOOD, SMALL FIRMS WOULD

BE THE FIRST CUT OUT OF THE PROGRAM,
2) THE ARBITRAGE RULES FOR MORTGAGE REVENUE BONDS, FOR
THE FIRST TIME, WOULD APPLY TO IDBs,

THIS WOULD

LIMIT ARBITRAGE INCOME TO NO MORE THAN 1 1/8% OVER
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THE STATED INTEREST RATE ON THE BONDS. THIS
PROVISION WILL ONLY HURT SMALL ISSUE IDBs.
SMALL COMPANIES WILL NOT BE ABLE TO ABSORB THE
INCREASED COSTS ASSOCIATED WITH A BOND ISSUANCE
THAT ARE USUALLY COVERED THROUGH ARBITRAGE,
3) A PROHIBITION AGAINST THE PURCHASE OF
STRUCTURES WITH THE PROCEEDS OF IDBs.

IN A

DEVELOPED STATE SUCH AS NEW YORK, THE PURCHASE OF
EXISTING STRUCTURES,

FREQUENTLY ABANDONED DUE TO

PLANT CLOSURES, IS CRITICAL TO ECONOMIC DEVELOPMENT.

FOR-MOST SMALL FIRMS, THE COSTS OF PURCHASING

AN EXISTING STRUCTURE CAN BE UNDERTAKEI.ONLY IF
REASONABLY PRICED FINANCING IS OBTAINED,

WITHOUT

THE AVAILABILITY OF IDBs, SMALL FIRMS WOULD NOT
EXPAND INTO AN EXISTING STRUCTURE OR ENTER A
COMMUNITY WHICH MAY HAVE LOST ITS ONLY MAJOR
EMPLOYER.
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FINALLY, WAYS AND MEANS INCLUDED A PROVISION THAT WOULD
DISALLOW THE TAX-EXEMPT STATUS OF IDBs IF THERE IS AN
INDIRECT OR DIRECT FEDERAL GUARANTEE INVOLVED, THE SBA HAS
INFORMED ME THAT THIS PROVISION WOULD EFFECTIVELY TERMINATE
THE USE OF IDBs IN THE 503 PROGRAM,

WAYS AND MEANS HAS

DECIDED TO STIFLE ECONOMIC DEVELOPMENT BY KILLING S. 499,
EVEN PRIOR TO ITS ENACTMENT,
MR, CHAIRMAN, IDBs ARE NECESSARY TO FOSTER ECONOMIC
DEVELOPMENT.

MY BILL, S. 499, WOULD UTILIZE IDBs IN THE SBA

SPRO GRAM AS !'IANATED B-' CONGRESS, THIS IS NT AN AEUSE
THE PROGRAM IS A LEGITIMATE MEANS OF IMPROVING ECONOMIC
DEVELOPMENT.

UNFORTUNATELY, ACTIONS IN THE HOOE HAVE SET

BACK THE CAUSE OF ECONOMIC DEVELOPMENT THOUGHOUT THE NATION.
MR. CHAIRMAN, I APPRECIATE THE OPPORTUNITY TO TESTIFY,
AND I WOULD BE PLEASED TO ANSWER ANY QUESTIONS.

28-040 0 -
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Senator D'AMATO. Let me commend you, Mr. Chairman, for holdIg these hearings so that we can really look at what I think are
the benefits that accrue to small business and to our economy.
This is not the time to do away with the industrial revenue
bonds, particularly as it relates to the small businesses which so
desperately need it. They don't borrow at prime rate-they borrow
at prime rate plus.
I would suggest to those who are attempting cost cutting that
there are different manners by which we can undertake that cost
containment. This is not going to be the elimination of the 503 program, a prudent fiscal investment. I think industrial revenue bonds
are a prudent fiscal investment, particularly as it relates to the
small business and the small business community. If there are
abuses, I challenge the Ways and Means Committee and even our
own Senate Finance Committee to deal with the particular abuses,
but not to just simply sever these programs.
That's why S. 842 and S. 499 are so particularly important.
I thank the chairman for his courtesy.
Senator PACKWOOD. I might say, in addition to your argument, I
am further persuaded by the fact that I have received a letter from
the Governor of the State of Oregon specifically endorsing your
bill. I am submitting it for record.
Senator D'AMATO. Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you very much.

[The letter from the Governor of Oregon follows:]
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VICTOR ATI'.EH

OFFICE

OF

THE

STATE
SALEM

GOVERNOR

CAPITOL

ORGON

973110

October 27, 1983

The Honorable Bob Packwood
U.S. Senate
259 Russell - Senate Office Building
Washington, D.C. 20510
Dear Bob:
It has come to my attention that Senate Bill 499 is presently under consideration in the Finance Committee. The bill would allow continued use
of industrial development revenue bonds in conjunction with Small Business Administration Certified Development Corporation ('503") financing.
This is an important bill for Oregon tnd I encourage you to support it.
This year, the state Legislature passed by a overwhelming margin and I
signed into law, a bill authorizing a new Umbrella Revenue Bond program.
The pro grm makes revenue bonds available for smaller projects (approximately $00,000 to $I million) that had not previously been economically
feasible. The projects financed by these bonds will generally be for
small businesses in conjunction with the SBA 503 program. Oregon's
Umbrella Revenue Bond program will allow these smaller businesses access
to the sae revenue bond market to which firms with larger projects have
access. Combining Industrial Revenue Bonds with SBA 503 financing can
create a package that is affordable, while without the combination, the
expansion would not be undertaken.
Our goal is to create new jobs and expand Oregon's economy and it is the
small businesses that create I majority of the jobs. I seethin nee on a
daily basis for affordable long-term financing for Oregon business and
businesses looking to locate in Oregon. I strongly urge your support for
Senate

Si

11 I

erel

Victor Atlyeh
Governor
VA:

.
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Senator PACKWOOD. I don't see Senator Levin. I don't see Senator
Specter, and I don't see Congressman Eckart. So let's take Robert
Woodward, the Tax Legislative Counsel for the Department of the
Treasury.
Mr. Woodward, I may interrupt you for one of the Senators or
Congressmen when they come in.
As usual, your entire statement will be in the record, and to the
extent you can abbreviate it, I would appreciate it.
STATEMENT OF ROBERT WOODWARD, TAX LEGISLATIVE
COUNSEL, DEPARTMENT OF THE TREASURY, WASHINGTON, D.C.
Mr. WOODWARD.

Thank you, Mr. Chairman.

I am pleased to present the views of the Treasury Department on
the bills before your subcommittee this morning.
The first bill I will discuss is S. 499, which would require direct
or indirect Federal guarantees of tax-exempt obligations under the
Small Business Administration section 503 development company
program, and the SBA pollution control financing guarantee program. The administration opposes this bill.
Under the SBA pollution control financing program, SBA has authority to guarantee 100 percent of payments due under loan
agreements, leases, or other contracts entered into by small businesses to acquire pollution control equipment.
Before 1982, State and local governmental bodies issued taxexempt IDB's that could be secured by SBA-guaranteed agreements
under which small businesses acquire pollution control equipment.
Thus, tax-exempt IDB's were secured by federally guaranteed collateral, creating a security as desirable as if SBA had guaranteed
the bonds directly. Because of the general policy against federally
guaranteed tax-exempt bonds, since the beginning of 1982, SBA has
issued its guarantees only in connection with taxable pollution control financings.
SBA section 503 projects, which involve financing of land, plant,
and equipment for small businesses, are joint financing ventures
that are financed with a combination of SBA-guaranteed debentures and other obligations which are not guaranteed by the SBA.
We understand that no fee is charged by the SBA for guaranteeing
the debentures.
In a typical transaction, the SBA-guaranteed debentures are
issued by a development company which acts as an intermediary
between the sources of capital anda small business, and are sold to
the Federal Financing Bank. The debenture or a loan made with
the proceeds of the debenture is subordinated- to outside financing
of the business.
Some of the projects eligible for the section 503 loan program
could be financed in part with tax-exempt small issue IDB's, and
the debentures guaranteed by the SBA could be subordinated to
the tax-exempt IDB's in the event of default. In such a case, the
SBA probably would be forced, in effect, to pay off the tax-exempt
financing in order to protect its junior position with respect to the
financed property.
The SBA has viewed such arrangements as an indirect guarantee
of the IDB's, and since September 30, 1983, has declined to guaran-
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tee or participate in section 503 loans for projects in which taxexempt financing is used, unless the SBA guarantees debentures on
a parity with or has a lien superior to the tax-exempt financing.
S. 499 would prohibit SBA from declining to guarantee obligations or to subordinate its guaranteed obligations or loans made
with the proceeds of those obligations, merely because tax-exempt
financing-Senator PACKWOOD. Mr. Woodward, we would appreciate it if you
wouldn't read your entire statment.
Mr. WOODWARD. I don't intend to, Senator.
We have strong policy objections against Federal guarantees for
tax-exempt securities. Guaranteeing a tax exempt creates a security that is superior in the market to direct Treasury obligations It
also creates a security that has a distinct competitive advantage
over GO obligations of State and local governments. There is a
longstanding policy reflected in the Public Debt Act and other legislative enactments against Federal guarantees of tax exempts.
We also think that both the tax exemption and the guarantee is
an unnecessary duplication of Federal subsidies, particularly
during times of budgetary constraint.
There are a number of other arguments that we make in the
written statement against the use of Federal guarantees in connection with tax-exempt financing. We believe that an appropriate response in this area is reflected in a bill, S. 1061, which was introduced by Senator Dole on behalf of the administration in a slightly
different context. That bill is designed to deny tax-exempt status to
obligations backed by Federal deposit insurance provided by FDIC
or FSLIC. Conceptually, that arrangement is essentially the same
as the SBA guarantee, except the SBA guarantee is a stronger
guarantee even than that of FDIC or FSLIC.
For those reasons, the administration opposes S. 499.
Next, I will discuss two bills together, S. 831 and S. 1914.
Both of these bills deal with tax incentives for individuals who
have attained age 55 and wish to convert equity they have invested
in their homes into cash while they continue to reside in their
homes.
The Treasury supports the amendment to code section 121 that
would be made by these bills; however, we oppose the other
changes proposed by the bills because we believe they would provide inappropriate tax benefits to investors.
The biils are quite detailed. Our statement goes at some length
to discuss the reasons we oppose the provisions other than the
amendment to section 121.
If you would like, I could go into that analysis, but the bottom
line of that is that there are a number of changes that would be
made. We believe that they primarily would redound to the benefit
of the tax shelter investors in these homes.
Senator PACKWOOD. Let me ask you this: Do you like the concept
of trying to keep people in their declining years in their homes?
Mr. WOODWARD. We certainly have no objection to that concept.

Indeed, the section 121 amendment would clarify existing law to
make it certain that a homeowner would be able to sell a remainder interest, retaining a life estate-the right to occupy the home
for life-without any tax problem under section 121.
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The .rest of the provisions of these bills, however, are designed to
shift depreciation deductions to tax-shelter investors who are
having either no income from the property because there is no rent
being paid, in the case of S. 831, or a below fair-market value rent,
as in the case of S. 1914. We think this creates some distortions to
which we have objections. We think this is somewhat analagous to
the sale and leaseback transactions involving municipal property
which have been the subject of legislation before the Senate Finance Committee recently. And we think that, while the elderly
homeowner is not a nontaxable person, he certainly would typically be in a lower tax bracket than the investor who would be
buying-the wealthy doctor or what have you who would be buying
the home and attempting to obtain depreciation deductions and the
hope of future capital appreciation.
We understand, indeed, that there are some groups representing
the elderly who have some problems with this bill, in that they
have concerns about the types of transactions which would be promoted under this mechanism. I think that whether or not the bills
would really benefit the elderly is not something that we are in a
position to comment on. But there is concern that the tax-motivated investors and those who are promoting those types of investments might be able to take unfair advantage of elderly homeowners in many cases. I don't think that this concern really enters into
our analysis of the tax aspects of the bills, but I think it does relate
to considerations which would be significant to this committee.
The next bill is S. 842, which Senator Weicker has testified
about. We oppose this bill, as you know. The revenue loss associated with the bill, which we estimate will be approximately $3 billion
through 1988, is unacceptable. There have been a lot of changes in
the Tax Code recently to assist all businesses, including small businesses, in the Economic Recovery Tax Act, primarily.
In addition, the Subchapter S Revision Act of 1982 alleviated the
burden of double taxation on small business corporations. We believe that those changes are sufficient.
We also have serious tax policy objections to the bill. It would
authorize a security that combines the best features of debt securities and equity investments without the concomitant detriments of
either. It would, in fact, provide better tax treatment than is available to either debt or equity investments, in many cases.
For example, issuers of SBPD's would be allowed to deduct as interest the amount paid to holders, which represents a distribution
of corporate profits, notwithstanding the fact that present law does
not permit corporations to deduct dividends or amounts paid to
redeem stock. And holders of SBPD's would receive capital gain
treatment with respect to those distributions. We certainly think
that consistency requires that if there is a deduction at the payor
level, there be ordinary income at the recipient level. We don t see
any justification for the different treatment here. We much prefer,
in designing tax incentives, that they not be narrowly targeted to
particular industry groups. Rather, we prefer across-the-board
changes that don't result in the economic distortions that would
result from this bill. This bill would create a clear incentive-we
would consider it a distortion -channel investments into the types
of businesses that would qualifty to issue this tax-favored security.

115
Senator PACKWOOD. Let me ask you this: If this committee decided that it wanted to tilt in the direction of small business, would
this particular bill achieve that?
Mr. WOODWARD. I think that we at the Treasury Department
would have other types of changes that we would prefer to be
made, in the nature of assisting small business.
I note in my testimony that we have done a lot of that alreadywe have the expensing provision that was part of the ACRS
changes, which was a small business oriented provision. I think the
lowering of tax rates generally is something that small businesses
certainly benefit from uniformly, whether or not they are in the
market for borrowing capital or not.
You would have to realize that there are certainly a lot of small
businesses which may be operating on equity capital. This bill
deals with only one category of small businesses to the exclusion,
perhaps, of other small businesses which may not want to incur
the risk of going into the capital market to make leveraged investments.
If the committee is interested in assisting small businesses,
though, I think that we certainly would want to work with you to
see what other alternatives might achieve the results you desire,
with less problems for us.
The next bill I will discuss is S. 1231, which would provide an
exemption for piggyback trailers and semitrailers from the 12-percent sales tax on heavy trucks and trailers.
Treasury opposes this bill, as does the Department of Transportation.
The proponents of the bill argue that piggybacks should be exempted from tax because they generally travel less than 3,000
miles per year on the highways and thus do not contribute much to
highway damage. We don't have sufficient data to prove or disprove that allegation, but there is some question that has been
raised about it at the Department of Transportation.
Senator PACKWOOD. Let me ask you this: If that data were true,
would you support the bill?
Mr. WOODWARD. Mr. Chairman, I think that you would have to
raise a question of at what point in time the data is determined. A
major concern here is what the behavioral response would be to
this exemption.
We think that piggyback trailers, if exempted from the 12-percent sales tax, could be used as over-the-road vehicles-it would be
economically feasible to do so.
Senator PACKWOOD. Well, I understand that.
Mr. WOODWARD. But they would be substituted for regular trailers.
Senator PACKWOOD. We exempt road railers because the presume
that they are going to be used most of the time off road.
Mr. WOODWARD. That is correct.
Senator PACKWOOD. And all I am saying is, if the facts indicated

that the piggybacks were going to be used 95 percent of the time

off the road, you could justify treating them like road railers. Your
question really is one of fact.
Mr. WOODWARD. Yes, Mr. Chairman. That is the question. I think
that the experts at the Department of Transportation believe there
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would be a substitution although it's somewhat difficult to make
those kinds of determinations. But that essentially is the basis for
not excluding those from the tax in the original bill.
Senator PACKWOOD. All right. Let's move on to 1807.
Mr. WOODWARD. The last bill is S. 1807. It would provide that
dividends received by controlled foreign corporations are excluded
from the recipient's subpart F income, where the dividends are
paid out of income derived from certain agricultural commodities.
The Treasury also opposes this bill.
The controlled foreign corporation provisions of the code were
enacted generally to eliminate tax deferral with respect to income
of U.S.-controlled foreign corporations where the income was derived from transactions with related persons and did not otherwise
originate in the foreign country of incorporation. Thus, as a general rule, dividends received by a CFC are treated as subpart F
income.
This bill would create an exception to that rule. We do not believe that there is a compelling basis for making that exception in
this case, and therefore we oppose this bill.
Senator PACKWOOD. Let me ask this question:
If Consolidated Foods, operating through its first-tier subsidiary,
has income from food not grown in commercial quantities overseas,
it's exempt from taxation?
Mr. WOODWARD. That is correct, Mr. Chairman.
Senator PACKWOOD. So why should it be subject to tax if it is a
second-tier corporation?
Mr. WOODWARD. There are many circumstances in which income
generated by one corporation within an affiliated group is not itself
subpart F income, but becomes subpart F income when shifted
around within that group in the form of dividends. And the mere
fact that there would be an exemption had the dividend-receiving
corporation conducted the activity itself is generally not sufficient
grounds for the exemption under the whole theory of the subpart F
rules.
Senator PACKWOOD. After your statement I will insert a statement from Senator Percy in support of this bill. Mr. Woodward, I
have no more questions.
Mr. WOODWARD. Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you.
[Mr. Woodward's statement and Senator Percy's statement
follow:]
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Mr. Chairman and Members of the Subcommittee:
I am pleased to present the views of the Treasury
Department on the following bills:
S. 499, which would require the usage of tax-exempt
financing in connection with loan guarantee programs of
the Small Business Administration;
S. 831 and S. 1914, which would provide special rules
for the tax treatment of *home equity conversions" in
which a homeowner sells his or her principal residence
while retaining the right of occupancy
S. 842, which would provide tax incentives for the
issuance of small business participating debentures;
S. 1231, which would exempt certain piggyback trailers
and semitrailers from the excise tax on heavy trucks and
trailers; and
S. 1807, which would provide an exclusion from subpart F
income for certain dividends paid from. agricultural
commodities income of foreign corporations.
I will discuss each of these bills in turn.

.#V
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S. 499
Use of Tax-Exempt Financing in
Connection with SBA Loan Programs
S. 499 would require direct or indirect Federal
guarantees of tax-exempt obligations under the Small Business
Administration ('SBA") section 503 development company
program and the SBA pollution control financing guarantee
program. The Administration strongly opposes S. 499.
Background
Under present law, State and local obligations that are
used in a private trade or business and that are classified
as industrial development bonds ("IDBsu) qualify for
tax-exempt status if they are used for certain enumerated
purposes. One such purpose is for air and water pollution
control facilities. In addition, tax-exempt *small issue"
IDBs may be issued fQor the acquisition or improvement of land
or depreciable property (with several exceptions).
Under the SBA pollution control financing guarantee
program, SBA has authority to guarantee 100 percent of the
payments due under loan agreements, leases, or certain other
contracts entered into by small businesses, to acquire
pollution control equipment. Before 1982, State and local
governmental bodies issued tax-exempt IDBs that were secured
by SBA-guaranteed agreements under which small businesses
acquired pollution control equipment. Thus, tax-exempt IDBs
were secured by Federally guaranteed collateral, creating a
security as desirable as if SBA had guaranteed the bonds
directly. Because of the general policy against Federally
guaranteed tax-exempt bonds, since January 1, 1982, SBA has
issued its guarantees only in connection with taxable
pollution control financings.
SBA section 503 projects, which involve financing of
land, plant and equipment for small businesses, are joint
financing ventures that are financed with a combination of
SBA-guaranteed debentures and other obligations which are not
directly guaranteed by the SBA. We understand that no fee is
charged for the SBA gua-antee of the debentures. In a
typical transaction, the SBA-guaranteed debentures are issued
by a development company, which acts as an intermediary
between the sources of capital and the small business, and
are sold to the Federal Financing Bank. The debenture (or a
loan made with the proceeds of the debenture) is subordinated
to the outside financing of the business. Some of the
projects eligible for the section 503 loan program could be
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financed in-part with tax-exempt small issue IDBs, and the
debentures guaranteed by the SBA could be subordinated to the
tax-exempt IDBs in the event of default. In such a case, the
SBA probably would be forced in effect to guarantee the
tax-exempt financing in order to protect its junior position
with respect to the financed property. The SBA has viewed
such arrangements as an indirectguarantee of the IDBs, and
since September 30, 1983 has declined to guarantee or
participate in section 503 loans for projects in which
tax-exempt financing is used, unless the SBA-guaranteed
debentures are on a parity with (or have a lien superior to)
the tax-exempt financing.
Description of S. 499
S. 499 would prohibit SBA from declining to guarantee
obligations or to subordinate its guaranteed obligations (or
loans made with the proceeds of those obligations) merely
because tax-exempt financing is used for projects qualifying
under either the pollution control or section 503 programs.
Discussion
The Administration opposes this bill for several
reasons.

Placing the credit of the United States behind a
tax-exempt obligation creates a security which, because of
the tax exemption, is superior in the market to direct
obligations issued by the Federal government. A Federally
guaranteed tax-exempt obligation, because it has no risk of
nonpayment, also has a distinct competitive advantage over
all other tax-exempt obligations issued by State and local
governments. As a result, Federal guarantees of tax-exempt
IDBs increase the borrowing coats of Federal, State and local
governments. Because of these and other considerations,
there is a long-standing Federal policy against Federal
guarantees (direct or indirect) of tax-exempt obligations.
Reflecting this policy, the Public Debt Act of 1941 prhibits

the Federal government from issuing tax-exempt obligations
directly.

In numerous other statutes, Congress has precluded

Federal guarantees of tax-exempts in other contexts.
In addition, Federal guarantees of tax-exempt securities
add a second implicit subsidy to the substantial subsidy
already created by the tax-exemption of the interest paid. A
Federal guarantee reduces the risk premium incorporated in
the interest rate charged to the borrower. The implicit

subsidy is the cost to the Federal government of the
guaranteed projects that default over the fees paid for the
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guarantee. In the SBA section 503 program, no fee is charged
for the guarantee. Once granted, the subsidies are
uncontrollable for the life of the guaranteed obligations.
In these times of budgetary constraint, we believe that the
doubling up of Federal benefits (the Federal guarantee plus
the tax exemption of the bond interest) for a single project
is unwarranted.
These arguments against Federal guarantees of tax-exempt
obligations apply regardless of whether the Federal guarantee
is direct or indirect. Under the SBA section 503 program,
subordination of the Federal government's security interest
to the security interests of the holders of the tax-exempt
obligations would give the holders of the tax-exempt
securities preferred status in the event of a default. The
tax-exempt obligations would be paid in full before there
would be any payment on the subordinated obligations
guaranteed by SBA. SBA would be taking most, if not all, of
the credit risk of the business, and the holders of the taxexempt securities thus effectively would be guaranteed by the
Government.

There are several additional reasons that we oppose
Federally guaranteed tax-exempt bonds. Tax exemption of
interest is an inefficient means of providing Federal
assistance. The revenue loss to the Treasury from the use of
IDB financing significantly exceeds the interest savings to
the users of IDB proceeds.
In the case of long-term taxexempt bonds, one-third or more of the benefit of tax-exempt

financing generally is captured by the financial institutions
and other investors who hold the bonds, rather than by the
intended beneficiaries. Adding a Federal guarantee to these
bonds will increase their: popularity and thus exacerbate the
loss caused by the inefficiency of the bonds.
It is often argued that Federal assistance for
construction of pollution control facilities is justified
because pollution control requirements are special-burdens
imposed on businesses by government.
However, in our view
the cost of controlling pollution should be regarded as part
of the cost of producing goods and should be reflected in
market prices. The consumption of goods produced by
techniques that create air or water pollution as a by-product
will be excessive if the market prices of those goods do not
reflect all production costs. Thus, providing tax-exempt
financing or Federal guarantees (at below cost) for
investments in pollution control facilities produces a higher
level of investment in polluting industries and a lower level
of investment in other economic activities. Another result
of the subsidy is that part of the cost of controlling
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pollution is borne by taxpayers in general, rather than by
the purchasers of the goods produced.
Federal subsidies for pollution control facilities also
have been justified in the past by the need to assist
businesses in bringing existing plants into compliance with
new pollution control requirements. Now, however, most
pollution control bonds are issued to finance facilities for
new plants rather than existing plants. Thus, the
*transition rules argument for Federal assistance is no
longer applicable in the majority of cases. Furthermore, it
is difficv't in many cases to determine what portion of a
newly constructed plant constitutes pollution control
facilities, particularly if the plant employs new or
innovative processes or equipment rather than facilities of a
type that previously have been recognized as qualifying for
tax-exempt financing. This inevitably creates an undesirable
bias against new technology and in favor of particular types
of pollution control equipment which are recognized as
eligible for tax-exempt financing. Adding a Federal
guarantee to tax-exempt pollution control bonds exacerbates
these problems.
Some people have argued that tax-exempt financing for
small businesses creates new jobs and economic activity, and,
to the extent that Federally guaranteed tax-exempt bonds
(such as indirectly guaranteed bonds under the SBA section
503 program) are more attractive-than bonds that are not
guaranteed, they will produce even more jobs. We believe
that this argument is not correct for several reasons. While
this argument may be correct for a particular business or
segment of the economy, it does not hold for the entire
economy.
If the funds Vere not spent on the tax-exempt bond
financed project, they would have been invested elsewhere in
the economy. Shifting these funds to a tax-exempt financed
project creates a offsetting loss of investment and
employment in unsubsidized sectors of the economy.
Furthermore, even if there were a net increase in employment,
that benefit to the economy would be offset by the
inefficiency of the misallocation of resources caused by the
narrow tax exemption. General tax cuts are a much better
means of creating economic incentives, since they avoid the
distortions caused by narrowly targeted benefits.
We believe that an appropriate response by Congress to
the problem of Federally guaranteed tax-exempt bonds is to
provide that obligations directly or indirectly guaranteed by
the Federal government generally will be ineligible for
tax-exempt status. This would be consistent with the
approach of S. 1061, a bill introduced by Senator Dole on

122
behalf of the Administration to deny tax-exempt status to
obligations backed by Federal deposit insurance provided by
FDIC or FSLIC. It should be noted that Section 722 of H.R.
4170 (the Tax Reform Act of 1983), as reported on October 21
by the House Ways and Means Committee, expands upon the
approach of the FDIC/FSLIC legislation by denying tax-exempt
status to a wide variety of Federally guaranteed obligations.
Since S. 499 would move in the opposite direction by
increasing the use of Federally guaranteed tax-exempt bonds,
the Administration strongly opposes the bill.
S. 831 and S. 1914
Home Equity Conversions by Individuals

Who Have Attained Age 55
Although S. 831 and S. 1914 differ in scope, both bills
would provide tax incentives for individuals who have
attained age 55 to convert equity they have invested in their
homes into cash, while they continue to reside in their
homes. The Treasury Department supports the amendment to
Internal Revenue Code Section 121 made by these bills.
However, we must oppose the other changes proposed by the
bills because we believe that they would provide
inappropriate tax benefits to investors.
Background

S. 831 is intended to amend the Internal Revenue Code to
promote houe equity conversions through sale-life tenancy
arrangements. A homeowner would be able to use a sale-life
tenancy arrangement as a device to convert his home equity
into current cash, while he continues to reside in the home,
by selling the home in a transaction in which he retains a
life estate in the property. In effect, therefore, the
homeowner would sell only the remainder interest in the
property and would continue to reside in the home, without
any obligation to pay rent, pursuant to the retained life
estate.
The division of real property into life estates and

remainder interests is in some respects recognized by the
Internal Revenue Code. Section 167(h) of the Code, for
example, has provided since 1928 that the depreciation
deduction must be computed as if the life tenant were the
absolute owner of the property. Thus, the holder of a
remainder interest in depreciable property is not entitled
under present law to claim any depreciation. At the time
that the life tenant dies and the remainderman takes
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possession of the property, however, the remainderuan is
permitted to claim depreciation with respect to his basis in
the property.
The provisions of section 121, which are intended to
provide a one-time exclusion from gross income for a portion
of the gain realized from the sale of a residence, do not
explicitly recognize the division of a fee simple interest
into a life tenancy and a remainder interest. Section 121
provides only that 'gross income does not include gain from
the sale or exchange of property,* if the property has been
owned and used by the taxpayer as his principal residence for
three of the five years preceding the sale. Under section
121, it is not clear whether gain from the sale of a
remainder interest in a residence can qualify.for the
exclusion.
The tax treatment of the seller of a remainder interest
was considered by the internal Revenue Service in Rev. Rul.
77-413, 1977-2 C.B. 298. The ruling held that the sale of
real property by a taxpayer who retained a right of use and
occupancy constituted a-sale of only a remainder interest,
rather than a sale of the entire interest for an amount equal
to the sum of the purchase price and the value of the
retained interest. Accordingly, the amount realized by the
seller did not include the value of the retained possessory
interest in the property. The ruling did not consider the
applicability of section 121 to the sale.
A more sophisticated form of home equity conversion may
be accomplished by a sale-leaseback transaction. A
traditional sale-leaseback transaction would involve the sale
of a residence by the-homeowner to an investor at its fair
market value. The homeowner typically would receive a cash
down payment and an installment note pursuant to which the
purchaser-lessor would make monthly payments of principal and
interest. The purchaser-lessor would then lease the
residence back to the seller-lessee pursuant to a standard
residential lease agreement at a fair market value rent.
Under existing law, the tax consequences of such a
transaction are clear. The seller-lessee, if he otherwise
meets the requirements of section 121, would be able to
exclude from gross income up to $125,000 of any gain
resulting from the sale. In addition, if the seller-lessee
received an installment obligation as part of the sale
proceeds, he generally would be eligible to report any
taxable gain on the installment method pursuant to the
provisions of section 453. The seller-lessee also would be
required to report as ordinary income the interest paid by
the purchaser-lessor on the installment obligation.
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The purchaser-lessor in this transaction would be
considered the owner of the residence under existing law. Re
thus could deduct depreciation pursuant to tho applicable
provisions of section 167 or section 168 and all related
expenses pursuant to section 162 or section 212, so long as
the investment were considered to be an activity engaged in
for profit. While such a determination is inherently factual
in nature, the Tax Court has held that the purchase and
leaseback of a principal place of residence can be an
activity entered into for profit. See Langford v.
Commissioner, 42 T.C.M. 1160 (1981). Moreover, the
purchaser-lessor would be able to deduct interest paid to the
seller-lessee on the installment obligation. Finally, the
purchaser-lessor would include in gross income the rental
paid by the seller-lessee.
While the tax consequences of the traditional saleleaseback transaction described above are clear under
existing law, such a transaction is not advisable for many
homeowners because of the absence of suitable protection for
the seller-lessee.
For example, because the required rental
payments would be set at fair market value, the purchaserlessor may increase the rent at a faster rate than the
seller-lessee's income increases. As a result, the sellerlessee may be forced to relinquish his occupancy rights in
the house he formerly owned.
Because of the existence of
such risks, we understand that few residential sale-leaseback
transactions have been consummated.
In an attempt to provide some protection for elderly
homeowners who might contemplate a sale-leaseback
transaction, an alternative plan has been proposed by several
promoters. Under this alternative plan, the seller-lessee
would sell his home to an investor at a discount from its
fair market value. The purchaser-lessor, in addition to
paying a cash down payment and executing an installment note,
would purchase a deferred annuity for the seller-lessee. The
annuity would be intended to provide an income stream from
which the seller-lessee can pay rent after the installment
note has been fully satisfied.
The seller-lessee, under a lease agreement with the
purchaser-lessor, would rent the home for a rental below the
appraised fair market rental value. The required rental
payment would be up to 20 percent below the fair market rent
in the year of sale, and subsequent rental increases would be
limited or prohibited.
The discount on the purchase price
paid by the purchaser-lessor for the home is designed to
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compensate the purchaser-lessor for i) the delay between
purchase and ultimate possession of the residence and (ii)
the below market rent paid by the seller-lessor. The
purchaser-lessor would be contractually liable for the risks
and burdens of ownership after the purchase and would be
entitled to all benefits of ownership other than the sellerlessee's retained occupancy rights.
While the transaction described above, depending on the.
precise facts, might constitute a sale-leaseback that would
be recognized for tax purposes under existing law, the
overall transaction should be treated for tax purposes
according to its true economic substance. Unlike the sale of
a remainder interest, where the life tenant retains the risks
and burdens of-ownership, the seller-lessee in a saleleaseback has shifted most of the benefits and all the
burdens of ownership to the purchaser-lessor. In substance,
the seller-lessee in such a transaction has received value,
in addition to the stated sales price, equal in amount to the
purchase price discount and has paid that amount back to the
purchaser-lessor as prepaid rent. See Alstores 7 llt.t
nder this
Corporation v. Commissioner, 46 T.C. 363 (1966).
characterization of the transaction, the seller-lessee would
be required to include the purchase price discount in the
amount realized for purposes of computing gain upon the sale
of the residence and the purchaser-lessor would have to
include the discount in taxable.income as prepaid rent.
Description of S. 831
S. 831 would amend section 121 to provide that the term
*sale or exchange* includes a transaction in which the seller
retains a life tenancy in the property. Thus, a taxpayer who
has reached age 55 could sell a remainder interest in his
home, in a sale-life tenancy arrangement, and qualify for the
section 121 exclusion. S. 831 also would amend section 167
to provide that in the case of property held by one person
with a remainder interest acquired by another person pursuant
to a sale or exchange qualifying for special treatment under
section 121, the depreciation deduction would be computed as
if the remainderman were the absolute owner of the property.
Description of S. 1914
The changes sought to be made by S. 1914 are much more
extensive than those proposed by S. 831. S. 1914 is intended
to establish a safe harbor for residential sale-leaseback
transactions structured in the alternative form described
above.
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S. 1914 would first amend section 167 of the Code to
provide the definition of a Oqualified sale-leaseback
transaction.= A qualified sale-leaseback transaction would
be one in which the seller-lessee (i) attained the age of 55
before the date of the transaction, (ii) sold property which
was owned and used solely as his principal place of
residence, and (iii) retained certain 'occupancy rights in
the property pursuant to a written lease requiring a *fair
rental.' The *occupancy rights* that would have to be
retained by the seller-lessee in a qualified sale-leaseback
transaction are defined by S. 1914 as the right to occupy the
residence for a term which (i) equals or exceeds one-half of
the life expectancy of the seller-lessee on the date of the
sale, (ii) is subject to a continuing right of renewal by the
seller-lessee, and (iii) terminates no later than the date of
death of the seller-lessee or his surviving spouse. The term
'fair rental" is defined to mean a rental that is determined
at the date of the sale to equal or exceed 80 percent of the
appraised fair market rent. The purchaser-lessor in such a
qualified sale-leaseback transaction also would be required
by S. 1914 to be contractually responsible for the risks and
burdens of ownership after the date of the sale.
If all the requirements of a qualified sale-leaseback
were met, the purchaser-lessor would be treated under S. 1914
as the absolute owner of the property and would be entitled
to claim depreciation with respect to the property. Second,
S. 1914 would add section 121A to the Code to exclude from
the purchaser-lessor's income any value attributable to the
fair market price discount. Therefore, while the purchaserlessor would in fact receive the equivalent of prepaid rent
through the reduction in the purchase price, he would not be
subject to tax on that aluount. Third, S. 1914 would amend
section 183 to establish a rebuttable presumption that any
qualified sale-leaseback transaction is an activity engaged
in for profit. Thus, the purchaser-seller generally would be
able to deduct all expenses incurred in connection with his
ownership and rental of the residence.
The seller-lessee in such a transaction also would be
entitled to special tax treatment under S. 1914. First, as
under S. 831, the seller-lessee would be entitled to elect
the one-time exclusion of gain provided in section 121.
Moreover, new section 121A wuld provide that gross income

would not include any value or purchase price discount
attributable to retained occupancy rights received in a
qualified sale-leaseback transaction. Similarly, S. 1914
would amend section 1001(b) to provide that the sellerlessee's amount realized on the sale would not include any
purchase price discount attributable to the retained

127
occupancy rights. Under amended section 1001(b) and new
section 121A, therefore, although the seller-lessee receives
valuable occupancy rights from the purchaser-lessor, the
seller-lessee would not be required to include any such value
in income.
In addition to the provisions referred to above, S. 1914
would amend sections 453 and 1001 to provide that if an
annuity were purchased for the seller-lessee by the
purchaser-lessor, the cost of the annuity would constitute
the amount of consideration received by the seller-lessee
attributable to the annuity and that cost would be deemed to
have been received in the year of disposition. Moreover,
section 72(c)(1)(A) would be amended to state clearly that
the cost of the annuity would represent the seller-lessee's
"investment in the contract.0 Finally, section 280A would be
amended to avoid the restrictions of that section of the Code
where there is a qualified sale-leaseback between related
parties.
Discussion
The Treasury Department supports the amendment that S.
831 seeks to make to section 121. By enacting section 121,
Congress sought to allow an individual who had attained age
55 to remove his investment from his old residence while
avoiding tax on the portion of any capital gain up to
$125,000, without reinvesting the proceeds from the sale in
another residence. We see no reason not to make the section
121 exclusion available where a qualifying homeowner
withdraws part of his equity by selling a remainder interest
in the residence.
We oppose, however, the amendment to section 167(h)
proposed by S. 831. The underlying theory of the
depreciation deduction is to permit the proper matching of
income and expenses. The holder of a remainder interest
cannot realize any income from the property until the
remainder interest becomes possessory some time in the
future. Such a person should be able to claim depreciation
with respect to his basis in the remainder interest only when
the property is available to produce income for him.
Moreover, to qualify for a depreciation deduction, the
owner of property must prove that he has a depreciable
interest in the property, in the sense that he has made an
investment in the property and will suffer the economic loss
resulting from deterioration through obsolescence or use.
While the property may deteriorate in value as it is used by
the life tenant, the remainderman presumably suffers no
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economic loss as a result .f that deterioration. The price
paid for the remainder interest would take into account the
fact that the property would ultimately be received by the
remainderman in the deteriorated condition. Thus, a
remainderman does not suffer economic loss from obsolescence
or use and should not qualify for the depreciation deduction.
Moreover, as discussed below with respect to S. 1914,
the allowance of depreciation for a remainder interest in a
residence would permit depreciation of the property even
though it is producing no gross income for tax purposes
(because the imputed rental income of the life tenant would
not be treated as gross income). Section 167(h) properly
prevents this result.
With the exception of the amendment to section 121, the
Treasury Department also opposes S. 1914. The tax benefits
arising from a qualified sale-leaseback transaction as
defined by S. 1914, other than the change sought in section
121, would accrue primarily to the purchaser-lessor. First,
real property, which is owned and used for personal purposes
and is thus not subject to depreciation, is shifted to an
owner who is able to claim depreciation. The tax
consequences arising from such a transfer of property to the
depreciable sector are similar to the consequences arising
from the sale and leaseback of property by a tax-exempt
entity, such as a municipality, to taxable investors.
Second, the bill permits tax bracket arbitrage by shifting
deductible property tax expense from the low-bracket seller
to the high-bracket purchaser. Similarly, tax bracket
arbitrage is achieved because interest expense is paid and
deducted by the high-bracket purchaser and included in income
by the low-bracket seller. Finally, and perhaps most
significantly, the value attributable to the purchase price
discount, which in substance represents additional purchase
price paid to the seller and prepaid rent paid. to the
purchaser, is not taxed to either party.
We believe that the tax treatment provided by existing
law is correct and comports with the true economic substance
of the transaction. Therefore, it should not be changed.
Moreover, it should be recognized that the tax exemption for
the value attributable to the purchase price discount, while
in form accruing to the benefit of both the seller-lessee and
the purchaser-lessor, would, for two reasons, be of almost
exclusive benefit to the purchaser-lessor. First, the value
attributable to the retained occupancy rights, if treated as
additional sales proceeds to the seller-lessee, would often
be excluded from the seller-lessee's income pursuant to
section 121. Thus, the tax benefit provided by the amendment
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that S. 1914 seeks to make in section 1001(b) would be of no
value to many elderly homeowners. Second, because the value
inherent in the purchase price discount is, in substance,
prepaid rent to the purchaser-lessor, S. 1914 has the effect
of exempting ordinary income from tax. Therefore, unlike the
seller-lessee who derives little tax advantage from the
exclusion provisions of S. 1914, the purchaser-lessor
realizes a significant tax benefit from those provisions.
While it is possible that the purchaser-lessor would share
his tax benefits with the seller-lessee by paying a higher
purchase price, we question whether this would in fact occur
in many cases.
For the reasons discussed, the Treasury Department
opposes S. 831 and S. 1914, with the exception of the
proposed amendment to section 121.
S. 842
Small Business Participating Debentures
S. 842 would provide special tax incentives for
investments in small business participating debentures.
Treasury opposes S. 842.
Background
Present corporate tax rules provide substantially
different tax treatment for investments-in stock and debt of
corporations. Generally, distributions of money or other
property by a corporation with respect to its stock are not
deductible by the corporation-and are taxed as ordinary
dividend income to the holder of the stock. Distributions by
a corporation to a shareholder in redemption of his stock may
qualify for capital gains treatment, but the corporation is
not entitled to deduct any part of the redemption price. In
contrast, interest paid or accrued with respect to
indebtedness generally is deductible by the payor and is
ordinary income to the recipient.
Other tax consequences turn on the distinction between
debt and equity investments. Losses on the sale, exchange,
or worthlessness of corporate stock generally are capital
losses. one exception provides ordinary loss treatment for
losses incurred by individuals on Osection 1244 stock m issued
by certain "small business corporations," subject to a
$50,000 per taxpayer annual limitation ($100,000 on a joint
return). In contrast, losses incurred by debt holders (other
than certain financial institutions) from the sale or
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exchange of debts generally are capital losses. Losses from
worthlessness of debts (that are not evidenced by securities
with coupons attached or in registered form) are ordinary
losses, except that 'nonbusiness* bad debts owed to taxpayers
other than corporations are short-term capital losses.
Nonbusiness bad debts generally include losses on loans made
primarily with investment motives that are not made in
connection with a trade or business of the taxpayer.
These corporate tax rules have the effect of imposing a
double tax -- tax at both the corporate level and the
shareholder level -- on corporate income that represents a
return on equity investments of shareholders. On the other
hand, earnings paid out in the form of interest to holders of
debt are taxed only once --

to the holder of the debt --

as

ordinary income. This disparity between the treatment of
debt and equity has been a significant feature of our system
of corporate taxation for many years.
Congress has provided limited relief from this double
taxation of corporate earnings for corporations which qualify
for "S corporation" status. The shareholders of an electing
S corporation are taxed directly on their share of corporate
earnings, and the S corporation generally pays no corporate
tax. There are certain statutory requirements that must be
satisfied to be eligible for S corporation treatment. Among
other things, an S corporation must have no shareholders that
are not individuals (or certain estates and trusts) and must
have only one class of stock.
Description of S. 842
S. 842 would provide special rules for payments made
with respect to "small business participating debentures'
(SBPDs").

An SBPD is a written "debt" instrument issued by

any domestic trade or business (whether or not incorporated)
having less than $10,000,000 of equity capital, no
outstanding securities subject to certain securities law
requirements, and no more than $1,000,000 of outstanding
SBPDs. The "debt* instrument must satisfy 5 additional
tests: (i) it must be a general obligation of the issuer;
(ii) it must bear interest at a rate not less than the "test
rate" prescribed for purposes of Code section 483 (presently
9 percent per annum)l (iii) it must have a fixed maturity;
(iv) it must have no voting or conversion rights; and (v) it
must provide for payment to the holder of a share of the
total earnings of the issuer. The amount of the issuer's
equity capital and outstanding SBPDs is to be determined by
treating certain related corporations or businesses as a
single entity. No standards are provided in the bill to
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determine whether a purported SBPD (which is a hybrid
instrument) will be classified for tax purposes as a *debt"
instrument or an 'equity" investment. If an instrument is
equity, it apparently would not qualify as an SBPD.
A holder of an SBPD is required to report the stated
interest component paid on the obligation as ordinary income,
and is entitled to treat his share of the earnings of the
issuer as long-term capital gain. The issuer of an SBPD is
entitled to deduct as *interest" all amounts (other than
principal) paid to holders of SBPDs, including the amounts of
earnings distributed to the holders that qualify for capital
gain treatment. Holders of SBPDs are not eligible for
capital .gain treatment if they own actually or constructively
(under certain attribution rules) more than 10 percent of the
value or the voting power of the stock (or equity) of the
issuer (or a related business), or if the SBPDs are held by
taxpayers who have reciprocal SBPD investments in each other.
Holders and issuers of SBPDs must treat the payment of a
share of the issuer's earnings as having been made. on the
last day of a taxable year if the payment is made not later
than the due date for filing the tax return for such year
(plus extensions). Losses suffered by holders of SBPDs would.
be eligible for ordinary loss treatment to the same extent-as
losses on Osection 12440 stock issued by small business
corporations.
The new provisions would be effective for SBPDs acquired
after the date of enactment and for taxable years beginning

after 1982, but would not apply to SBPDs issued before 1984
unless the proceeds are used to retire certain existing debt
incurred to finance inventory or accounts receivable.
Discussion
The Treasury Department opposes S. 842. The revenue
loss associated with the bill -- $ 3.0 billion through 1988
-- is unacceptable in these times of fiscal constraint. We
further believe that the generally available business
incentives that were enacted in the Economic Recovery Tax Act
of 1981 -- including the Accelerated Cost Recovery System,

expensing of certain property, increased investment credit
limits for used property, tax credits for research and
experimentation, the 15 year net operating loss carryforward,
and the increased accumulated earnings tax credit --

best means to stimulate business investment.

are the

These generally

available incentives are preferable to incentives available

only to those who can arrange their affairs to qualify for
them.

Finally, with the simplification and liberalization of
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the rules applicable to 08 corporations* in the Subchapter 8
Revision Act of 1962, Congress has further alleviated the
burden of double taxation of corporate earnings of small
businesses. For these reasons, Treasury believes that the
benefits that would be provided by 8. 842 are not needed.
We also have serious objections to S. 842 on tax policy
grounds. The bill would authorize a security that combines
the best features of debt securities and equity investments
without the concomitant detriments of either.
in fact, in
some cases, SBPDs would enjoy better tax treatment than that
available to either debt or equity investments.
For
example, issuers of SBPDs would be allowed to deduct as
interestsm the amount paid to holders as a distribution of
profits, notwithstanding the fact that present law does not
permit corporations to deduct dividends or amounts paid to
redeem stock. The holders of SBPDs would receive capital
gain treatment with respect to these distributions, similar
to the tax treatment when a stockholder's shares are redeemed
with funds derived from after-tax corporate earnings in a
redemption qualifying for capital gain treatment.
Consistency should require the holder to have ordinary income
when he receives a deductible distribution from the
corporation. There is no apparent justification for treating
both sides of the BBPD transaction in an -inconsistent
fashion, other then to reduce tax rates on certain
businesses. However, this objective is achieved at the cost
of a substantial loss of coherence in the corporate tax
rules.
in the case of distributions of profits to SBPD holders,
since the issuer is entitled to an interest deduction, the
income so distributed would not be subject to any tax at the
corporate level, but only to a single tax at the shareholder
level. While this feature of SBPDs may be defended on the
ground that it *integrates* the corporate and individual
income taxes by eliminating the double taxation of corporate
earnings, S. 842 goes much further in that it would tax

corporate earnings (which may be derived wholly from
"ordinary income* sources) at long-term capital gain rates.
The effect of S. 842 thus is to reduce the maximum tax on

that portion of a corporation's ordinary income paid to SBPD
holders to 20 percent, compared to the present 46 percent
maximum corporate rate or the 50 percent maximum individual
rate applicable to ordinary income. This is to be contrasted
with the treatment of Subchapter 8 corporations and their
shareholders, who are subject to a single tax at the
shareholder level at ordinary income rates with respect to
the corporation's ordinary income.
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Another example of the anomalous treatment of SBPDs is
the special rule that provides "section 12440 ordinary loss
treatment on the sale or worthlessness of SBPDs. Under
present law, section 1244 ordinary loss treatment is
available only for certain common stock investments of
individuals in small business corporations. The purpose of
section 1244 is to encourage equity investments in small
businesses by reducing the risk of loss to the stockholders.
This special treatment is appropriate only for equity
investments because of the relatively high degree of risk
involved with such investments. However, SBPDs are debt
investments, and they enjoy a priority over all equity
investors in the event of a default or bankruptcy. SBPDs
might also be personally guaranteed by the stockholders of
the issuer (or the owners of an unincorporated business
issuing a SBPD could be personally liable for repayment),
further reducing the risk to SBPD holders.- The bill provides
these debt holders with ordinary loss treatment even though
there might be common or preferred stockholders standing
behind the SBPD holders who would not be entitled to section
1244 ordinary loss treatment with respect to their stock
investments because the limitations of section 1244 are
exceeded or the requirements of section 1244 otherwise were
not satisfied.
Treasury believes there is no reason to prefer debt
holders over stockholders (who bear the greater risk) with
respect to the tax consequences of loss of an investment. It
should be noted that the section 1244 loss treatment provided
by S. 842 would be available to debt investors in
corporations having 10 times the eqo.ity capital base of those
presently eligible for section 1244 loss treatment for
capital stock. In light of the modest limitations on the
size of a corporation eligible to issue stock-qualifying for
section 1244 benefits, we doubt that such generous treatment
of SBPDs is.justified.
One final concern is worth noting. SBPDs may be issued
by unincorporated businesses such as sole proprietors, but
there is no requirement that the loan proceeds be used in the
business of the proprietor. Thus, it would be possible for
an owner of an unincorporated business to borrow for personal
consumption purposes against his business assets while still
enjoying the benefits of SBPD treatment. This is not a
justifiable result. Nevertheless, nonbusiness use of the
borrowed funds would be difficult to prevent.

For these reasons, we oppose S. 842.
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S.

1231

Exemption of Piggyback Trailers and Semitrailers
from Excise Tax on Heavy Trucks and Trailers
S. 1231 would exempt certain 'piggybacks trailers and
semitrailers from the excise tax on heavy trucks and

trailers.

The Treasury Department is opposed to the

enactment of this bill. The Department of Transportation has
advised us that it also opposes the bill.
Background
Present law, as amended by the Highway Revenue Act of
1982, imposes a tax on the first retail sale of a truck
trailer and semitrailer chassis or body equal to 12 percent
of the sales price of the vehicle. The tax does not apply,
however, if the chassis or body is suitable for use with a
trailer or semitrailer having a gross vehicle weight of
In addition, there are a number of
26,000 pounds or less.
statutory exemptions from the tax, including an exemption for
rail vans. A "rail van" is a vehicle that is designed for
use both as a highway vehicle and as a railroad car.
Description of S. 1231
S. 1231 would expand the list of statutory exemptions
from the 12-percent sales tax to include any chassis or body
of a piggyback trailer or semitrailer. A piggyback trailer
or semitrailer would include any trailer or semitrailer that
is designed for use principally in connection with
trailer-on-flatcar service by rail. The bill also generally
would require that the purchaser of the chas3is or body
certify to the seller that the trailer or semitrailer will be
used in connection with trailer-on-flatcar service. Finally,
the bill would apply as if the provision were included as
part of the Highway Revenue Act of 1982.

Discussion
The Highway Revenue Act of 1982 ("HRA") was part of a
comprehensive series of changes to the regulation and
maintenance of our highway system made by the Surface
Transportation ;,asistance Act of 1982. The changes included
tax increases and a restructuring of many of the excise taxes
that are used to fund the Highway Trust Fund, including:
i) an increase in the tax on motor fuels; (ii) changes to
the heavy vehicle use tax and the tax on tires; (iii) an
elimination of the tax on most truck parts and accessories;
(iv) an increase in the tax rate on sales of heavy trucks and
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trailers, combined with an extension of the exemption for
light weight vehicles to trucks weighing 33,000 pounds or
less and trailers-weighing 26,000 pounds or lessi and (v) a
shift of the tax on heavy trucks and trailers from the
manufacturing to the retail level. These changes were made
to provide adequate revenues to maintain and enhance the
quality of the highway system and to increase the share paid
by the heavier vehicles to an amount that more closely
reflects their fair share of the cost of expanding and
maintaining Federal-aid highways.
The proponents of S. 1231 argue that piggybacks should
be exempted from the tax because they generally travel less
than 3,000 miles per year on the highways and thus do not
contribute much to highway damage. We have insufficient
evidence to prove or disprove this allegation, but there is
ample evidence that many piggyback trailers travel many more
miles.
The problem with an exemption for piggyback trailers is
that it is likely, in practice, to result in exempting from
tax many vehicles that extensively use the public highways.
It is our understanding that the cost of converting an
over-the-road trailer (OTR) to a piggyback trailer is
substantially less than the 12-percent tax that would be
saved if the bill were enacted. In addition, the increased
weight of the special equipment necessary to convert an OTR
to a piggyback trailer is small enough that it would be
economical to purchase a piggyback trailer for use as an OTR.
Indeed, if S. 1231 were enacted, we think there would be
ample incentive to do so.
Our estimates show that if the existing number of
piggyback trailers as a percentage of the total number of
trailers remained constant, the bill would have a revenue
cost of approximately $15 million per year. However, if the
bill were enacted, we expect the number of piggybacks as a
percentage of the total number of trailers would increase
substantially simply because trailer owners would purchase
piggybacks in order to avoid the 12-percent tax. A procedure
under which the buyer certifies to the seller that the buyer
intends to use the vehicle for a particular purpose would not
remedy this problem since such a system would be subject to
wide-scale abuse and would be impossible to police. Taxes
collected yearly from trailer sales total approximately $200
million. A significant portion of this revenue might be lost
if S. 1231 were enacted.
Finally, the fact that the HRA included an exemption
from the 12-percent sales tax for rail vans that are used
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both as highway vehicles and as railroad cars does not imply
that a similar exemption should be granted to piggyback
trailers. The exemption for rail vans was based on the
assumption that a rail van would be used for only limited
highway travel. The overall structure of a rail van is such
that it would be very expensive and uneconomical to use it as
an OTR. The cost of the special equipment necessary to equip
a trailer for use as a rail van would increase the total cost
of the trailer by 2-1/2 to 4 times; thus, there is no
incentive to avoid the 12-percent tax by ordering the
additional equipment. Moreover, the special equipment for
rail vans would increase the weight of a trailer by up to
6,000 pounds, making it uneconomical for use as an OTR. As
explained above, however, the same is not true for a
piggyback trailer.
For these reasons, the Treasury Department and the
Department of Transportation oppose exempting piggyback
trailers and semitrailers from the excise tax on heavy trucks
and trailers.
S. 1807
Exclusion from Subpart F Income for Certain Dividends
Paid from Agricultural Commodities Income
S. 1807 would provide that certain dividends received by
controlled foreign corporations will be excluded from the
recipient's subpart F income where the dividends are paid out
of income derived from certain agricultural commodities. The

Treasury Department opposes S. 1807.
Background
A foreign corporation more than 50 percent of the total
combined voting power of which is owned, directly or
indirectly, by certain U.S. shareholders is a controlled

foreign corporation (CFC).

U.S. shareholders are required to

include in their gross income the subpart F income of the
CFC, even if such amounts are not actually distributed to
those shareholders. Dividends received by a CFC are treated
as subpart F income, with certain very limited exceptions.
Description of S. 1807
S. 1807 would broaden the category of dividends eligible
for exception from subpart F income treatment. Under the
bill, dividends received by a CFC from a related company
would not be subpart F income if (1) the recipient and payor
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of the dividends are foreign corporations controlled by t-he
same U.S. shareholder, (2) the recipient and the payor were
in existence format least the 5-year period prior to the date
of acquisition by the U.S. shareholder, (3) the payor was
engaged in the active conduct of a trade or business during
such 5-year period, and (4) at least 70 percent of the gross
income of the company paying the dividends was derived from
the purchase or sale of agricultural commodities which are
not grown in the United States in commercially marketable
quantities.
The bill would apply to taxable years of foreign
corporations beginning on or after January 1, 1984.
Discussion
The CFC provisions of the Code were enacted generally to
eliminate tax deferral with respect to certain income of
U.S.7controlled foreign corporations where such income was
derived from transactions with related persons and did not
otherwise originate in the foreign country of incorporation.
Thus, dividends received by a CFC are, with certain narrow
exceptions, treated as subpart F income. The exception to
subpart F income treatment contemplated by S. 1807 is
contrary to the purpose of the CFC provisions of the Code.
The premise for the agricultural commodities income
requirement in the bill stems from another exception to
subpart F income treatment. Normally, income of a CFC from
the purchase and sale of goods is subpart F income if the
goods are purchased from, or sold to, a related person. An
exception from such treatment exists in the case of trading
in agricultural commodities not grown in commerically
marketable quantities in the United States. The argument
proceeds that since the trading income is not subpart F
income, the dividends paid from that income should not be
subpart -F income. However, in many cases a foreign
subsidiary may engage in business activities not resulting in
subpart F income if paid to a CEC. Nevertheless, dividends
normally are subpart F income.
One of the basic policies of the CFC provisions is that
U.S.-controlled foreign corporations should not be able to
transfer funds not previously subject to U.S. tax so as to
benefit the U.S. parent without the impQsition of a U.S. tax
at the time of the transfer. Pursuant to this clear policy,
dividends received by a U.S.-controlled foreign subsidiary
are treated as subpart F income to the recipient corporation.
We see no reason to deviate from this policy in this case.
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S. 1807 is intended to benefit Consolidated Foods
Corporation. Consolidated Foods sought, but did not receive,
a ruling from the Internal Revenue Service that dividend
income received by a foreign subsidiary would not be subpart
F income under section 954(b)(4). Section 954(b)(4) provides
that income received by a CFC will not be subpart F income if
it is established that neither the creation or acquisition of
the CFC nor the effecting of the transaction giving rise to
such income through the CFC had as one of its significant
purposes a substantial reduction of taxes. Due to its very
nature, application of this test requires a factual
determination by the Internal Revenue Service, as do a number
of other Code provisions applicable to foreign transactions
(such as section 367). It would be an extremely undesirable
precedent for Congress to override the factual det-rmination
made by the IRS in this case solely to benefit one
corporation.
For these reasons, Treasury opposes S. 1807.

This concludes my prepared remarks on these bills.
would be happy to respond to your questions.

I
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Itevenue Effect of Selected Tax Proposals

($ billions)
1964
faclitation of bow equity
conversion through saleleaseback transactions (S.

1914)

Small Business Participating
Debentures (S. 842) .........

*

*
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*

-0.2

F&Isa Yearj
1986 :197

1988

*

-0.5

*

.,1

-1.8

Small

Business kdlnistration
guarantee of tax-ezempt
s
IDs (S. M49) .................

Zxcise tax on piggyback trailers
(S. 1231) ......................

Office of the Secretary of the Treasury
Office of Tax Analysis
*Less than $50

illion.

*

*

October 27,

*

1983
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Statement of Senator Charles H. Percy
Committee on Finance
Subcommittee on Taxation & Debt Management
October 28, 1983
Mr. Chairman and members of the subcommittee, thank you
for scheduling this hearing today on S. 1807, a bill I introduced
with Senator Dixon on August 4, 1983.

We introduced this bill

because a situation was called to our attention in which the Internal
Revenue Service is not correctly or adequately adminstering the
tax law.
The tax law clearly provides that the income of a foreign
subsidiary of a U.S. corporation which was not formed for tax
avoidance purposes will not be subject to current U.S. taxation.

In

other words, the income will be "deferred" if the transaction
giving rise to the income did not have as one of its principal purposes
a substantial reduction of income taxes.
The situation called to my attention involves a Dutch
subsidiary of a U.S. corporation, Ccnsolidated Foods Corp.

The Dutch

company was founded in 17S3 and is one of Europe's most prominent
food retailers.

Several years before there was any involvement or

ownership by Americans in this Dutch company, it created a Swiss
subsidiary to do its coffee trading business.

The Swiss subsidiary

paid dividends from its coffee income to its Dutch parent company
for use in the parent's other business operation.
The Internal Revenue Service now appears to have taken the
position that the Dutch company formed centuries ago, the Swiss
company formed years before any U.S. interest was involved and the
payments of dividends identical to those paid during the pre-U.S.
involement years--and from an identical type of income--were all
done for tax avoidance purposes.

141
I an sorry IRS has developed this unhelpful outlook.
not sensible and it is not based on the present law.

It is

I would have

preferred that IRS would consider the facts as they stand and
rule favorably on behalf of Consolidated Foods.

However, they

continue to maintain their present position despite appeals from
the company involved, meetings with Treasury Department officials
and appeals from Congress.
In light of IRS' position, our bill clarifies the law and gives
IRS reasonable guidelines to operate under.

The bill provides that

if the foreign subsidiaries had been formed and in operation for
some time before any U.S. involvement and the income giving rise to
the dividend was otherwise eligible for deferral from current U.S.
taxation--that is, it arose from sales of agricultural commodities
not grown in commercially marketable quantities in the U.S.--then
the dividend will be eligible for deferral when paid to the foreign
parent.
Since my bill clarifies the operation of present law, there
will be no revenue loss upon its enactment.
Thank you for your time and consideration, Mr. Chairman.

I

urge the subcommittee and committee to act favorably on S. 1807.

28-040 0 - 84 - 10
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Senator PACKWOOD. I see both Senator Levin and Senator Specter here. We'll take them both right now.
Gentlemen, I know you have other commitments, so I appreciate
you waiting until Treasury finished.
Senator SPECTER. Thank you very much, Mr. Chairman. Senator

Levin has just deferred to me under the doctrine of first in time,
first to arrive, and I shall respond to his generosity with brevity.
STATEMENT OF HON. ARLEN SPECTER, U.S. SENATOR FROM THE
STATE OF PENNSYLVANIA
Senator SPECTER. I first thank the chairman for scheduling this

hearing in conjunction with an earlier event of today, squash at 7
a.m., which had to be postponed. I commend the chairman for his
hardworking endeavors, one of the few who is available at 7 a.m.strike that-the only one who is available at 7 a.m.
Mr. Chairman, I testify today in favor of S. 1914. Simply statedand I ask that my full testimony be made a part of the record-I
shall summarize it.
Senator PACKWOOD. You might want to address yourself to what

Treasury said. Did you hear their testimony?
Senator SPECTER. Yes. I think Treasury was entirely right when

they agreed with the portion of the legislation which would exempt
the sale leaseback transaction for a one-time capital gains exemption, which is otherwise available to homeowners past the age of 55
who sell their homes.
I heard their objection to permitting the purchasor lessor to take
depreciation on the value of the property, and it seems to me that
that kind of depreciation would be appropriate under normal depreciation rules. This legislation seeks to make it plain so that purchasor lessors will not be speculating about a possible adverse IRS
position or an adverse judicial decision. If someone buys this kind
of an interest, it seems to me that they are entitled to depreciation
in due course. To the extent that there is a tilt, to use the chairman's expression in another context, I think it is a very justifiable
tilt, because we will be having a very desirable social consequence,
and that is to promote cash in the hands of the elderly who need
the cash at a time when their financing is very much in the public
sector, with the wide variety of Federal programs.
Senator PACKWOOD. I also find it very justifiable. I am frankly
not very impressed with Treasuryps argument. They will use the
argument that this will be a tax shelter for rich doctors and lawyers. If we are going to tilt in this direction to try to keep the elderly in their homes, which is where they would prefer to stay and
where we would prefer to have them, someone has to buy their
equity. All of a sudden that becomes converted into a "shelter,"
and then a "loophole," and then it's evil because it has helped
achieve an end that we are trying to achieve. In my mind, I see
nothing wrong with that.
Senator SPECTER. Well, Mr. Chairman, I think it has enormous
potential to help a group which needs help and to help a group
which otherwise is going to be needing more Federal assistance.
There is a vast sum of equity estimated at $50 billion, and I
think probably much more, in the homes of people who are over 55.
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And they have a remainder interest which has enormous value.
They have to live in the homes, and under existing law they cannot
work it out so that they use up the value until the time of their
death. But if this bill were enacted so that their remainder interest
could be sold and computed on an actuarial basis, someone who
bought a house 30 years ago for say $27,000, like I did in 1960,
today the house is worth perhaps $140,000 just from normal appreciation and inflation. Happily, I am not yet 55 and so not quite eligible for the provision; but that would enable someone slightly
older to sell the remainder value which would be probably $50,000$60,000. There is no reason why that person shouldn't be able to
utilize the value during his lifetime instead of leaving it to someone-perhaps a distant cousin, perhaps escheat to the State, or who
knows. At least he has that option. And he should be entitled to
the capital gain provision, the one-time exemption past 55. To provide a stimulus to have people want to buy this as purchaser lessors makes preeminently good public policy sense to me. And I
would hope that we could move it ahead.
Senator PACKWOOD. Thank you.
Senator SPECTER. Thank you very much, Mr. Chairman.
[Senator Specter's prepared statement follows:]
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TESTIMONY OF

SENATOR ARLEN SPECTER

BEFORE THE.SENATE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENTON S. 1914,
"THE HOME EQUITY CONVERSIONS ACT OF
1983"
I thank the distinguished Chairman, Mr. Packwood, for allowing
me to appear before the Subcommittee on Taxation and Debt Management
to testify

regarding my bill,

Act of 1983,"
this Congress.

S.

1914,

which replaces S. 831,

"The Home Equity Conversions

which I introduced earlier in

While the original bill only addressed depreciation

and capital gains exclusions,

this measure seeks to further clarify

the tax code in an attempt to define

legislatively the limits of

sale-leaseback transactions in home equity conversions.
tar code clarification

sought by this measure

is

The further

intended

firmly safeguard the rights of the elderly seller,

to more

to which I remain

steadfastly committed.
This legislation is

an

important

first

step-in enabling

elderly

homeowners to maintain residency while

they, at the same time, convert

the equity in their homes into income.

It has attracted considerable

interest and has had the benefit of

review and comment by numerous home

equity conversion experts who testified on sale-leaseback transactions
for older homeowners

in

a fact-finding

Council on Aging on September

14,

1983.

session held by the
I am hopeful that

Federal
this

hearing will bring greater attention and understanding to a solution
that will alleviate the plight of elderly homeowners on

fixed incomes.

Our elderly homeowners living on fixed incomes often
cruel

choice.

face a

Confronted by ever-rising living costs, they must

either reduce their standard of living, or sell their most precious
asset,

their home,

The trauma of
lifetiu'e

to pay their bills.
losing a home for which a person has worked a

is profound.

The alternative, however,

living out one's last years --

is equally dismaying:

the allegedly golden ones --

in
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materially constrained circumstances.

It is an alternative no

elderly homeowner should have to face if an alternative can be
devised.
My bill

facilitates sale-leaseback arrangements for elderly

home equity conversions.
having to sell for

Under this arrangement, rather than

funds to meet living expenses and moving into

an apartment, the elderly homeowner can sell
tution or a third-party
own home under a lease.

to a financial insti-

investor, but continue to live in his or her
The homeowner can pay the lease payments

out of the proceeds of the

sale which may be

in the form of cash,

mortgage payments, or annuities.
Tax ramifications to sale-leaseback transactions would be
clarified by this legislation which I have proposed.

First, the

elderly homeowner in the sale-leasebeck transaction would be entitled
to a one-time capital gains tax exemption that

is otherwise available

to homeowners past the age of 55 who sell their homes.

Second,

the purchaser/lessor could ta.~e depreciation on the value of the
property it had purchased although the seller retains occupancy rights.
In addition, several other changes have been made, modifying the original
bill, S. 831,

in an effort to further clarify the

tax code and safe-

guard the rights of the seller, including but not necessarily limited
to, the replacement of the controversial "sale-life tenancy" with
"sale-leaseback" as the specific conversion mechanism to be used;
the inclusion of language defining what constitutes a "qualified
sale-leaseback transaction"; the exclusion of the value of occupancy
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rights in any computation of gross income or gain or loss to the
seller;

the extension of the

installment method of accounting as a

proper method of reporting income in
involving home equity conversions;
determination of

sale-leaseback

transactions

and the cost of an annuity as the

its value in a sale.

In sum, from a tax standpoint,

this bill seeks to treat an elderly homeowner who sells his home and
moves out to rent elsewhere

no differently

than an elderly homeowner

who sells his home yet elects to remain in his home, paying rent to the
purchaser.
With these tax ramifications

clarified,

I am confident that

this

legislation, in its present form, will be a sound first step forward
toward safeguarding
maintaining
financial

the rights

the attractiveness

institutions

and interests
of

of

the elderly while

the sale-leaseback

and third-party

transaction

to

investors.

I am firmly committed to taking all necessary measures to protect
the elderly seller
with this view,

in

a sale-leaseback

transaction.

I welcome any suggestions raised

and subsequent to this hearing,

which

intent of this

homeowners to convert

legislation

is

living

to permit senior
homes into liquid
in

the homes.

the needs of many elderly citizens who own homes
appreciated

value but live on low,

fixed

"The

subcommittee.

assets

with substantial

incomes.

Home Equity Conversions Act of

that this legislation will receive

citizen

It addresses

I thank the Chairman for allowing me this opportunity
on S. 1914,

in

to the elderly homeowner.

the value of their

to meet current needs while still

at this hearing,

seek to modify this bill

an effort to provide greater protection
The overall

Commensurate

1983."

serious consideration

to comment

I am hopeful
by

this
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Senator PACKWOOD. Senator Levin.

STATEMENT OF HON. CARL LEVIN, U.S. SENATOR FROM THE
STATE OF MICHIGAN
Senator LEVIN. Thank you, Mr. Chairman. I am here on the Pollution-Control Financing Guarantee program, S. 499 to the continued viability of that program. As a member of the Small Business
Committee, I have been very much involved in trying to help small
business finance the purchase of pollution control equipment.
Congress has taken two actions in the past relevant to this program. First, we have told businesses they must buy pollution control equipment to meet Government mandated pollution control
standards. Second, we told SBA that it could guarantee loans to
small businesses if it wanted to, even though the source of the financing for those loans was a tax-exempt bond. In the chairman's
words, we wanted to give that small tile to small business. In my
opinion we did it very consciously.
We told the SBA, "Yes, you are authorized to give those loan
guarantees to buy that equipment which we have imposed on
people, if you want to."
That's the two actions Congress has taken so far.
And then the OMB came along in late 1981 and-said, "Well, Congress told you, SBA, that you could. But we're telling you, SBA,
you can't."
So the question that this committee and the Congress faces consists of two parts. One is: Were we right in telling SBA that they
could authorize loans to small businesses to buy this mandated
equipment; and, No. 2, who is passing the laws in this countryCongress or the OMB?
Senator PACKWOOD. You and I think we were right; there's no
question, we did it. In any event, whether we were right or wrong,
we told SBA they could do it.
So then the question becomes, Congress having said Yes, where
is the authority to say "I don't care what Congress said, I don't
care what the law is, the answer is No"?
Senator LEVIN. That is exactly the issue. I would like to insert in
the record my statement which does contain in part the opinion of
the Congressional Research Service saying, "There appears to be
no firm legal basis for OMB's authority to order the termination of
the program." The opinion of the CRS is that "it would not be unlikely for a court to find SBA's termination of the program unlawful." I would like that opinion to be made a part of the record.
Senator PACKWOOD. We would be very happy to have it in the
record.
Senator LEVIN. Second, I would ask that a letter from the Small
Business Administration to the Director of OMB, David Stockman,
dated-April 29, 1982, be mad a part of the record. In that letter,
SBA is appealing the decision of the OMB to deny this guarantee
authority. I would also ask that a copy of OMB's response be inserted in the record. It is obvious from this exchange of correspondence and from the CRS opinion that the SBA would guarantee
these loans but for the OMB decision not to let them do so on the
merits.
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What has happened to this program is clear: During the fiscal
quarter prior to the OMB decision taking away SBA's authority
granted by Congress, SBA guaranteed $41 million in loans. That's
about $14 million a month that they guaranteed.
After the OMB decision, in the 21 months since January 1982,
SBA has guaranteed only $18 million in loans-less than $1 million
a month compared to the $13 million a month before the OMB decision.
It is clear what the impact of the OMB decision has been. Everybody is paying for it, because our air is a lot less healthy and a lot
less clean when small business cannot get these loan guarantees;
that's very clear from the numbers that I have just given to the
Chair.
But there are really two issues here. One is on the merits, where
we have already acted, and where it is clear what we intended. We

want this pollution equipment to be installed. We want to help
small business, and we have authorized the SBA to do it.
There is also a more fundamental issue, and I hope that we will
make it absolutely clear to the OMB: It is the Congress that passes
the laws around here. And if we authorize an agency to do something, we don't expect the OMB to revoke that authority. If they
try to do so, we are going to turn the authorization into a requirement and make the language mandatory instead of permissive.
I don't know of any other way that Congress can preserve an institutional position, and I think we have got to do it very strongly.
Senator PACKWOOD. It is unfortunate. We end up with these internicene warfares, going back, at least in my career, with impoundment. Most of them could be avoided with good faith on both
sides.
Senator LEVIN. I couldn't agree with you more.
Senator PACKWOOD. You arrive at this knocking-heads struggle,
and ultimately we have the right to pass laws. We have the right
to pass wrong laws, if we want-unfounded laws. But, that's what
our Founders intended.
Thank you very much.
Senator LEvIN. Thank you.
[Senator Levin's prepared statement plus the April 29, 1982,
letter from the SBA to the Director of OMB follow:]
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STATEMENT OF SENATOR CARL LEVIN
ON S. 499
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE
OCTOBER 28, 1983
Mr. Chairman, thank you for holding this hearing.

I appreciate

the opportunity to testify on S. 499, which was unanimously approved
by the Senate Small Business Comnittee earlier this year.

This

legislation would ensure that two important programs designed to
benefit small business are administered by the Small Business Administration as Congress intended.
The first program addressed by this legislation is the 503 Certified Develop.ent Company program.

This program, referred to by

Administrator James Sanders as SBA's "flagship" program for economic
development, has proven its effectiveness in creating new jobs and
economic growth,

and has demonstrated the importance of the use of

tax-exempt bonds.
Under the program, SBA is

authorized to guarantee debentures

issued by certified development companies, the proceeds of which are
used to assist small business concerns finance long-term, fixed-asset
projects.

By law, the guaranteed debenture may constitute no more

than 50 percent of the financing of any given project.

The rem-.ining

50 percent of the fJnancing is derived from the small business itself,
a bank, or possibly from the proceeds of an Industrial Development
Bond.
To date, over 450 SBA-approved certified development companies
have been established nationwide.

This source of financing has

helped business create or retain over 40,000 jobs, and promote
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economic development in communities of every size throughout the
country.
I strongly support that portion of S. 499 that would permit
SBA to continue to guarantee debentures in which a portion of the
financing is derived from the proceeds of Industrial Development
Bonds.
But I would like to focus my testimony today on a lesser known,
although critically important SBA program addressed by S. 499 --

the

Pollution Control Bond Financing Guarantee program.
The pollution control program was established by Congress in
1976 in order to help small business comply with mandatory
pollution control requirements imposed by Federal, state, and local
governments.

At that time, Congress recognized the significant dif-

ficulties small business faced when seeking access to financing for
the purchase of non-productive, non-revenue producing pollution control equipment.
Moreover, Congress realized then, and the Small Business Conittee
has recently reconfirmed, that small business as a group

is generally

unable to obtain financing for pollution control equipment through
the issuance of tax-exempt bonds unless coupled with the SBA guarantee.
By contrast,

larger firms, by virtue of their size and bond ratings,

can attract sufficient investor interest in tax-exempt bond issues
for their pollution control needs.
Under the pollution control program, Congress authorized SBA to
guarantee 100 percent of the payments due from eligible small businesses under qualified contracts for the planning, design, financing
or installation of pollution control facilities. To ensure that small
businesses could'obtain tax-exempt financing in the same manner as
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larger business, Congress specifically wrote into law that SBA could
guarantee loans made with the proceeds of tax-exempt bonds.

Sec-

tion 404(b)(1) of the Small Business Investment Act of 1958 states:
ONotwithstanding any other law, rule, or regulation
or fiscal policy to the contrary, the guarantee authorized
in the case of pollution control facilities or property
may be issued when such property is acquired by the use
of proceeds from industrial revenue bonds which provide
the holders interest which is exempt from Federal income
tax.0
The Small Business Committee has received considerable testimony
over the past few years on the vital role this program plays in
helping small business.

That testimony revealed that many small

businesses seeking financing for pollution control equipment were
unable to obtain assistance because of a Congressionally imposed
ceiling on the program.

In response, legislation was approved in-

creasing the program level to meet this need.
In addition, the testimony clearly indicated that access to taxexempt financing is an essential requirement if the program, even
with its 100 percent guarantee, is to be a meaningful tool to assist
small business, and to meet important pollution control objectives.
Despite the clear need of small business and the specific statutory authority, OMB directed that effective January 1982, SBA not
issue guarantees in conjunction with-tax-exempt financing for pollution control equipment for small business.
OMB's decision virtually shut down one of the most successful
SBA programs.

Between 1976 through 1981, SBA assisted 213 small

firms, with only two defaults, for a total of $256 million in loans.
Of that total, $41 million alone was guaranteed in the fiscal quarter
prior to the 014B decision.

Since January 1982, SBA has cumulatively

guaranteed only $18 million in loans.
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The impact of this decision is especially troubling given the
substantial financing burden facing small business.

According to

a recent EPA study, at least $240 million, and possibly more, will
be necessary in order for small business to comply with the EPA's
effluent guidelines and several other EPA regulations recently promulgated or under consideration.

I would ask that a short sumary

of this study be incorporated in the hearing record.
It is also apparent that SBA would carry out the program as Congress intended but for the OMB decision.

I ask that an April 29, 1982,

letter from SBA Administrator James Sanders to 0MB Director David
Stockman appealing the OMB decision be included in the record.

I

would also ask that OMB's May 26, 1982, response denying that appeal
be included in the record as well.
Earlier this year, I asked the Congressional Research Service to
review the legality of thu Z;U decision.

Their report concluded that:

*There appears to be no firm legal basis for OMB's authority
to order the termination of the program. From this we conclude that it would not be unlikely for a court to find
SBA's termination of the program to be unlawful
. . . and
in violation of the Fifth Amendment for its failure to afford
adequate notice of the agency's action to members of the
public who were meant to be benefited by the program and
who had justifiably relied on its continuation to their
material detriment."
I ask that the full text of this report be included in the hearing
record.
Mr. Chairman, I believe that OKB's decision is in direct contravention of explicit statutory provisions, and should be reversed.
S. 499 would achieve that end, but would not change existing law or
Congressional policy.

It would not affect the legal reality of the

availability of tax-exempt bonds for pollution control purposes.

Nor

would it alter the existing Congressional policy of guaranteeing loans
derived from the proceeds of tax-exempt bonds.

Rather, S. 499 simply
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reasserts the primacy of law over arbitrary 04B action, and ensures
that small business are fully able to take advantage of a critical
Federal program to meet their financing needs for pjlution control.
I would urge the Finance Comittee to expeditiously approve this
legislation, and permit the full Senate to reinforce our previous,
correct judgement.
Again, thank you for permitting me the opportunity to testify
on S. 499.
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON. 0C.

WW3

MAY2 6 1982
-

Mr. Jates Sanders
Ad inistrator
Small Business Administration
Washington, D.C. 20416

-.
CI

Dear Jim:
I have reviewed the statements presented in your April 29. 1982, letter
appealing the decision to deny guarantee authority for tax-exempt
pollution control equipment financings. Our decision to deny the appeal
is consistent with the Adinistration's efforts to preclude tax-exempt
revenue financing especially in conjunction with an indirect Federal
guarantee, as in this SBA program.
It is the Administration's view that taxable sources of funds are
available to credit worthy borrowers as evidenced by the SBA having
received applications for taxable financing since the new policy was
announced. Further, we understand that a few states polled have said
they do not see a prohibition to their issuing taxable IRB's. When one
compares even the increased amount of guarantee authority available for
use by SBA to the amounts invested by small businesses over the years to
comply with Federal and state pollution control regulations, the logical
conclusion is that most firms incorporate the cost of controlling
pollution in the cost of producing goods and are able to obtain financing
without the intervention of the Federal Government.
As you point out, I am aware that the Congress has initiated actions to
mandate that SBA consider applications to guarantee pollution control
projects financed by tax-exempt bonds. Your continued support of the
Administration's position on this issue makes a significant contribution
to assuring the success of the President's economic policy objectives.
Based on an opinion rendered by the SBA General Counsel, you also
requested permission to process 11 pending applications for guarantee of
tax-exempt financing. We have reviewed the SBA opinion, the statute, and
the regulations and conclude that the letter of the statute is permissive
and the regulations do not interfere with the Administration's
Therefore,
prerogative to exclude tax-exempt financing from the program.
permission is denied. Your General Counsel should contact Michael
Horowitz (395-4852), if he has any questions.
Si ncerely,

A4right, Jr.
rector
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losses 1. minimized by the over-ll 'tr r,rcr.t er3dit critorip. th, liftiility
requiremints of the protrma R.d the lkIh levels c1, ocx%ri. .Icr hetwoon tie putlIe
and private sectors Ir. 1tpletointis1i Lit pro,,.-rw4.
Durtig its t.oarly 6 years of operutior. tlic prcrua has nzslated over k'i eo.pov1e*3.
t!io~l:o
w,,
Vtrourh iscal Yewr 1.S:hl the uric-unt ef -ria,,efi.l LhI. .
'¢ r .tl da~I'iia~tu
OtV
.,'y:, ' !115
.92. anillion. Since i,' irtIc plticn th
trvr ;,enermtad a p-c13tive cosh tlnit
Alt1)ou;it the I,;oency iu Ir. nirueicnt. trth

wi:-,£!,rt. of Ugo3 f.,ilit, tr, riiou to CiJUce
tax-ernapt lr.strir,ensL In the rinrket place. our eliorieu~cn cc.' r.c.J L',ve la t1lhat til
procera has pr(,vcn Invaluable to mwll t'irs :;eekins to maet rollutic.n control requJreiltl .n.-il over-ill eot t:(. the t-xrl-n r ,mul he
oxicteic
ient. nrA pre.ervo teir
Govorroant.
a,.:are of our I'uvorablo Oio.riuce nlt~l 1;4A 1 cr.ojmrai that the
Aduirdstrot.ion'. existir., eptiors3 toithi re,-erd to the operutld.: of tiAl. irc.wr.a on n
tuxctblo finnr.cin., Uriis a t a i''icad aplrol it.J'ir. l,:vYl tcy bn troultCol 'by
legiilattive notion. For extwple, H.I d. Wc'16, %filul,1,1 01K-ut to be eo,:31i4crIcO by
the Houso Co i-tteo on !Uvoll Luingacs tiould na drnltoij Lta:o mm :;:A u dijurative
to not oon.%Idor Al)plieCouI,|os to -,uprontoe Illution cc.nt'ol proJrxtA I'i:wncod by
tnx-oxejapt bords.
11,o Congress iv aleo

Therefore, I mi healing the kdorcIzon to dnny ii',rantee ;aulhoity "ot" LOx-OxVaJpt.
u1z,i aaitoudr lie :IvLyE, eomir.:ttnI.
. a inlouw. ,or
polltition control rinnr.ein,.m.
unsel, to i.o-CsUnil .'il tc.;c-lcl L1 t'iarm.tei
%idlitho cpir.icaa of our Ur.conl
received .rriur to the public,-tie: cf' prol.r i.c.tice.
Sincerely,

IS/ James C. Sanderd
Jwiev C. Sandara
AdAlintsrotor
I.'.c losturos

7A•/ .
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U S SMAlL hLSini$S ADMINISTR4AION
WASIIINGT(N. 0 C 20416

APR 16 ITi2
Date:

To: Edwin T. Holloway, Associate Administrator
Finance & Investment
From: Robert B. Wee.

Acting Genera $iAi,
sel
Subject: Pollution Control Bond Program
You have requested the opinion of this office regarding how
future activities relative to the pollution control bond prograin may be conducted. Your request has arisen because of
the Insistence or the Office or Management and Budget that
this Agency In Fiscal Year 1982, not guaranty contracts which
are financed by the proceeds of tax exempt bonds. In this
regard, you have specifically requested that we examine the
Agency's legal authority to operate the progrwn In order to
determine If that authority supports OMB's position.
The authority we are concerned with is found in subsection
40(b) of the Small Business Investment Act of 1958, which
provides In part:
"(b) The Administration may, whenever It determines that small business concerns are or are
likely to be at an operational or financial
disadvantage with other business concerns with
respect to the planning, design, or Installation
or pollution control facilities, or the obtainins of financing therefor (including financing by
means of revenue bonds issued by States, political
subdivisions thereof, or other public bodies),
guarantee the payment or rentals or other amounts
due under qualified contracts. Any such guaranted
may be made or effected either directly or In cooperation with any qualified surety company or other
qualified company through a participation agreement
with such company. The foregoing powers shall be
subject, however, to the following restrictions and
limitations:
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(1)
Notwithstanding any other law, rule, or
regulation or Ciscal policy to the contrary,
the-guarantee authorized In tIhe cann or pollution control facilltias or property may bo
issued when such property is acqilird by tilt
use of proceeds from industrial t'everiue bonds
which provide the holders' interest 4hich Is
exempt from Federal income tax."
The above-cited provision was added to the Small Business
Investment Act by section 102 of Public Law 94-305, approved
June 4, 1976.
Since that time, the SBA has administered its
pollution control program exclusively on the basis of the
utilization of tax exempt financing. That is to say, that
the underlying contract which is gua,'anteed by the SBA
pursuant to the authority contained in subsection 404(b) is
financed with the proceeds of bonds issued by States, political subdivisions thereor, or other public bodies, which
provide the holders Interest whicl ts exempt from Federal
income tax.
SBA has, however', interpreted the above-cited
language or subsection 404(b) to mean that it may guarantee
contracts which are financed by taxable financing as well as
tax exempt financing. However, it must be.kept in mind that
prior to 1982, SBA has nevee guaranteed a contract ihich was
supported by taxable Cinancing. In addition, SaA'.- regulations governing the pollution control proSran clearly Indicate
that the utilization of tax exempt financing is contemplated
as a normal ,feature of administration of the program. See
for example 13 C.P.R. 5 111.2.
As part of its budget submission for Fiscal Year 1982, the
Carter Administration requested $125 million in guarantee
authority to operate the pollution control program. That
request was modified by the Reagan Administration in March

of 1981 to be $95 million for Fiscal Year 1982.

Thereafter,

by virtue of Public Law 97-35, effective Augutst 13, 1981,
Congress authorized and the President slgned into law the
following authorization for the pollution control program

for Fiscal Years 1982 and 1983:

"For the programs authorized in section 404 and 405
of the Small Pisiness Investment Act of 1958, the
Administration is authorized to enter into guarantees
not to exceed $250 million."
Thereafter, SBA at the behest of the Admtnl,1tration mado a
revised budget request for the pollution cotitrol program for
Fiscal Years 1982 and 1983 of $250 millioit in each year.
However, on November 5, 1981, 048 transmitted a credit control

memorandum to SBA which directed SRA to expend no more than
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$50 million in guarantee authority oil the pollution control
Thereaf'ter, dlsciisstons ensued
program in Fiscal Year 1982.
between SBA anti OIB, the r,.-oi:l-t or which wn:i an AheIiiIiis-ittltion
position that SBA should utilize $150 million ofr -uarantee
authority in both Fical Yiars 1982 and 19033 for the pollution
However, this authority was not to be used
control proSram.

in conjunction with tax exempt financing after December 31,
1981. This request has been rejected by Congress which has
insisted that SBA utilize the entire $250 million authorized
fot Piscal Year 1982, and has repeatedly expressed Its desire
that the authority be used in conjunction with tax-exempt
financing.

The tasue thus arises as to whether SBA should as a matter or
law and policy restrict the utilization of guarantee authority

for the pollution control program In 1982 to contracts financed
by taxable financings. As stated above, It has been S3A's view
thiat a clean reading of the statutory language indlcates that

SBA is empowered to issue guarantees of contracts which are
financed by either taxable or tax exempt financing. Furthermore, the legislative history or the relevant provision is
replete with indications that Congress intended -o establish
a program which provided SBA with the ability to guarantee
contracts financed by tax exempt financing. In this reward,
your attention ts directed to H.R. Rep. No. 94-1105, 911th
Cong., 2d Session 5 (1976), the Conference Report accompanying
. 2498, which eventually became Public Law 94-305, at pages
11 through 12. This report clearly Indicates that the SBA
guarantee may be issued when the property is acquired throul;h
the proceeds from the sale or industrial revenue bonds which
provide the holders "interest which is exempt from Federal
Income tax. Your attention is also directed to H.R. Rep.
No. 94-519, 94th Cong.,

1st Session 9 (1975). to accompany

H.R. 9056 at pages 6 through 10. and 13, and Rep. No. 94-420,
94th Cong., 1st Session 10 (1975$, to accompany S. 2498, at
pages 5 through 6. These reports are also replete with •
references to the utilization of tax exempt financing au a
vehicle for financing the contracts to be guaranteed by SBA
under the pollution control program. For example, the abovereferenced House report states at page 12:
"The Administration has voiced opposition to
this Title based upon its general oppostion to
tax exempt Industrial bonds. Your Committee
neither
bonds.
a legal
issued,
them.

endorses nor rejects tho concept of such
But the fact is that such bonds are now
reality; they have been and are being
but only large ftitns are bencriting from
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Your Committee's position in that as long as tax
exempt industrial bond are a reality, small busi,ieoa

as well as )IS buslnleuu should he allowed

acceas to their hene it3.

Title III provides

uiiei acc,'-is tlirougi an 3I1A guarantee pt-uorarn,
which Is t..stgned to bt? self-ristaininS."
Further,

at page 13 of the sane report:

"Title III would enable small businesses to participate In the rInancin3 or- pollution control
equipment by issuance' of industrial bonds as do
bIg buslnns.

It

is youth, Committee's opinion that

a SBA insured tax exempt revenue bond program for
small busine;se3 is clearly the cheapest and most
erficient method to provide pollution control
financing needs. Creditworthiness, and a prime
investment ratting, would be assured. Rates,
accordingly, would be lo.
Issue size, for
liquidity purposes, wo ud be large. Equity, in
terms of major corporations, would be restored.
And with a promise of a receptive instituticnal
market for the bonds, the necessary incentive to
investment bankers to assemble such issues would
be fully aind erCectively providedl"

Similarly, the above-referenced Senate report at pages 5 and
6 makes it clear that the utilization of tax exempt financing
in conjunction with the pollution control program was contemplated by the Senate as well. For example:
"Under section 404(b), commercial banks and investment dealers, functioning as originators of
these financings, would identify those small
businesses having difficulty obtaining financing
for their pollution control expenditures. This
identification would be done in cooperation with
pollution control financing authorities, local
enforcement agencies, trade associations, and
local financing institutions. The originator
would evaluate the creditworthiness of these
small businesses for the purpose or screening
out those firms which lack the resources necessary to meet the financial obligations of the
program. Those firms not meeting the requirements or this first evaluation would be referred
to other sources for financial assistance. The
individual financial needs or those firms which
meet the SBA's credit criteria, would be grouped
together in a single bond issue. This grouping
would be done on the basis of either a common
geographical or industrial relationship...
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-.s to obtain
oection :104 would , I.db&.. small bur,-sl
the necessary long term, low-cost financing because:
1) Industrial revenue bonds have an established
institutional market; 2) the SBA lese insuraric.
3)
would make the bond':, investment grade quilty;
tie tax exempt status or the hond ot'rerings reduces
the Interest cost; and 4) the longer term bond scheduled p-rovidc f'or lower annual debt Ue'vico."
Thus, we feel it is clear that SBA would be violating the intent of Congress as well as the letter of the statute and its
regulations by reversing its previous administrative position
with respect to the pollution control pt-ogram and denying
guarantees to contracts which are financed by tax exempt
financing at this point. Instead, we suggest that a more prudent approach would be to publish in the Federal Register a
notice of our intent to interpret our present statutory
authority from the date of publication of the notice forward,
to permit us to exclusively guarantee contracts whith are
thu balance of
rinanc,', by the procecdu' or taxable bondS fr
Fiscal Year 1982. The notice would make clear that we will
consider all applications which have been received prior to
the date of publication of the notice, notwithstanding the
taxable or nontaxable nature of the underlying financing, on
a case-by-case bastsand that we will act upon those applications as we have acted upon them in the past pursuant to the
regulations and guidelines governing the program.
Ir you have any further questions regarding this matter,
please do not hesitate to contact this office.
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Congressional Research Service
The Library of Congress

WNnton. D.C.

20540

TO

Honorable Carl Levin

:

Attn:

April 22,

1983

Jim Callow

FROM

:

American Law Division

SUBJECT

:

Authority of OKB to Suspend SBA's Pollution Control Equipment
Loan Guarantee Program for Tax-Exempt Issuance*

At the direction of the Office of Management and Budget (0KB),
Business Administration (SBM)

has ceased, since December 1981,

the Small

its processing

of applications for loan guarantees for contracts to purchase or lease pollution control equipment which are to be financed from the proceeds of tax-exempt
bonds issued by public bodies.
is lawful.

You have inquired whether this action by OMB

We conclude that serious legal questions may be raised as .o OMB's

authority to effectively suspend such a congressionally mandated program.

In

view of the sensitivity of this conclusion our analysis will be somewhat
extended and proceed as follows:

First, the statutory basis and nature of

the program will be set forth and then the events which led to current cases;tion of the program will be detailed.

Next, the legal issues raised will be

identified and the relevant legal principles and case law will be analyzed
to determine their applicability to the Instant situation.

Finally, the

validity of OM'a action will be assessed In light of the circumstances and
pertinent legal principles.
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I.

STATE URY An AMIiISTNIATIVE MCKGO(

Responding to the perceived needs of sml businesees vhich were unable
to procure 1ow coot financing to met the requirements of federal pollution
laws, Congress in 1976 amended sectlom 404 of the Smll Bsiness Investment Act
of 1959-

to authorize the Administrator of the Sull Business Administration

(SU) to isue loan guarantees to insure payments by smll businesses under
purchase or lease contracts that secure pollution control bonds.

The pro-

2/

ceeda of such bonds may be either taxable or non-tazable to the holder.The relevant portion of the statute provides:
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The Act was further amended in 1977 to establish a revolving fund for the

program which vould enable It to be self-sustaining, i.e., got to require
congressional appropriations.

3/

kll mnnies received by the Adainistrator in

I/ Pub. L. 65-699, 85th Conj., 2d Sess. (1956).
2/ Pub. L. 94-305, sec. 102., 94th Con., 2d Seas. (1976), 15 U.S.C.
-694-1(b) (1976).
3/ Pub. L. 95-89, 95th Cong., lot Seas. (1977), 15 U.S.C. 694-2
(SuppT. IV, 1980).
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the administration of the program are paid Into the fund vhich in maintained

n the U.S. Treasury and is available for purposes of the guarantee program
without fiscal year limitation.

All expenses and payments for the program

(excluding administrative expense.) are paid from the fund.
may be invested.

Available funds

The fund was initially capitalized by a $15,0000,00 appro-

priation but has neither required nor received any further appropriations.
The fund presently Is capitalized at $53,943,636.SBA moved to Implement its authority by initiating a notice sad comet

5/

rulemaking proceeding& pursuant to section 553 of the Administrative Procedure Act (AA).

6/

Following a 60-day public comet period, the agency

issued Its final rules

7/

which establishes

a the policy of the agency the

provision of guarantees for pollution control equipment acquired by use of

S/

the proceeds from tax-exempt industrial revenue bonds whenever possible.
The regulation prescribes the substantive requisites for eligibility which
Include requirements that the small business applicant must be independently
owned and operated, not dominant in its field, eligible under general SBA
policy, have been in operation for at least five years, and have a history

4/

H. Rapt. No. 98-21, 98th Con., Ist Ses. 2 (1983), accompanying

H. Des. 76, a resolution disapproving deferral of budget authority of the
fund.
5/ 42 F.a. 62012 (1977).

6/ 5 U.S.C. 553 (1976). SMA has expressly vaived any exemption that
might have been available to It under 5 U.S.C. 553(a)(2). 13 C.F.I. 101.9

•(1982).
7/

43 F.i. 33231 (1978), 13 C.P.R. Part 111 (1982).

./

13 C.F..

111.2 (1982).
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of profitable operations daring any three of the five years preceding the
date of application.
application,

10/

tee limit ($5

The regulation also sets forth the procedure for

the term of the guarantee and fees required, and the SuaranZl/
lUon)." The regulation became effective on July 31, 1978,

and to date has not been revoked or modified prsuant. to the APA's Informal
rulemking processes.
From the inception of the propa,

and consistent with the policy eanun-

clated in its 1978 regulation, SIA ha exclusively guranteed contracts which
were financed by the proceeds of tax-exampt state or local governmsntal bond
issues.

The effect of this policy was to open avenues of financing in money

makes previously unavailable to mU businesses.

This was so because in

the past, small businesses, because of their limited size and lack of investor recognition, could not obtain tax-exmpt financing, a problem that is
exacerbated by the non-productive nature of the pollution control equipment
to be financed.

The SIA guarantee of the contract between the smell busi-

ness and the issuer provided that recognition and opened the way for sanicipal
bond mrket financing in the same way as large corporations.
process vorks as follows:
control revenue bonds.
to 25 years.

briefly, the

A public entity issues tax-exempt pollution

The there of repayment of the bond is typically 20

The business enters into a contract vith the issuer of the

bonds stipulating that periodic payments in sufficient amounts to cover the

9/

13 C.F.I.

111.4 (1982).

10/

13 C.I.R. 111.5 (1962).

11/

13 C.1.l. 111.7 (1982).
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interest payments to the bondholders, and to redem
will be made by the maU business.

the bonds as they mature,

The ability of the small business to

comply with the ters of the contract is guaranteed by SBM.

The effect of

this schem is to make the bonds highly competitive on the bond market (they
are rated AA

by

oody's).

It also allows the small business to receive

the necessary capital at low interest rates which lessens its often severe
cash-flow problems.

The interest rate differential,

"rtLcularly

in times

of high rates, between taxable and tax-exempt bond has in practice made
taxable bonds a non-viable financing alternative (a8ssuIng marketing probles are overcome .
Between 1976 and 1981,
million in loans.

SM assisted 213 companies by guaranteeing $256

During that period the program experienced only tvo de-

faults which resulted in payments of some $66,000 from the revolving fund.
By means of workout agreements with the companies, however, SMAexperienced
no actual losses.
Since 1981, however, SI has effectively ceased issuing guarantees in
conjunction with tax-exempt financing.

The actions which resulted in the

cessation of its guarantee activity may be eummisrised as follows. The
Carter Administration's budget submission for FT1982 requested $125 million
in guarantee authority to operate the SMA program, an increase of $15 million
over the previous FY.

In March 1981 the Regan Administration modified that

request by asking for $95 million for FT1982.

12/
Reconciliation Act of 1981,

Congress, in the Omibus budget

rejected the request and increased SIA's auth-

•orized ceiling for guarantees for FTY's 1982-1984 by providing:

12/

Pub. L. 97-35, 97th Cong.,

lot Sess. (1981).
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For the programs authorized in sections 404 and
405 of the Smell business Investment Act of 1958, the
Administration is authorLzed to enter into guarantees
not to exceed $250 million. 13/
Thereafter, SEA mde a revised budget request for the pollution control
equipment program for FY's 1962 and 1983 of $250 million in each year.
November 5, 1981, the Office of Kanagement and budget (OHS)
credit control memrsn&ru

On

transmitted a

to SIM vhich directed SBA to expend no more than

$50 million in puarantee authority on the pollution control program In
FT1982.

SMA protested and as a compromise OHS agreed to permit SIA to

utilize $150 million of guarantee authority in both FT's 1982 and 1983 for
the program.

But SA va

directed not to use any of its guarantee authority
14/
in conjunction vith tax-exempt financing after December 31, 1981.During this period Congrese responded by directing SBA to maintain the

15/

program to at least the $175 million-level for 711982.
Senate and House

Subsequently,

appropriations and overslght hearings have been held which

16/
have criticized 0's

13/

actions.

Id.at sec. 1905.

141/ Such directives are contained in OB documents entitled "Apportionment Ed Reapportionment Schedule, vhich are issued quarterly. The initial
va-contained in an apportionment document dated December 31, 1981. -OB argues
that its authority to direct such program curtailments derives from its power
to apportion an agency's appropriations under the Anti-Deficiency Act, 31
U.S.C. 665(c) 4 (d) (1976).
The validity of this assertion Is discussed in
detail mIfra at pp. 22-27.
15/- See louse SIM Bearings, Lnfra, note 16, pp. 9, 76.

16/

See, e.8., Hearings before the Souse Subcomittee on Energy,

'1nvi-romnt, and Safety Issues Affecting Smell Businesses of the Comnittee
on Smell Business, 97th Con1. , let Sees. (Part I, November 4, 1981); 97th Cong.

2d Sees. (Part I, March 10 and 31, 1982) (hereinafter House SBA Hearings);

Hearing&on S. 499, A Bill to Requlre the SIA to Permit the Use of Tax-Exeapt
III Fimmcin in Conjunction With the 503 Prograsm Senate Small Business
Committee, 98th Cong., lt Sees. (February 17, 1963) (hereinafter Senate
SMA Hearing).
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On February 1, 1983, the President17/submitted, pursuant to section 1013
of the Impoundment Control Act of 19747- a proposal to defer $1 million
18/
from the Pollution Control Equipment Guarantees Revolving Fund.A resolutiom of disapproval (B. ls. 76) vas favorably reported out of the House
Appropriations Comilttee

19/

and passed by voice vote on March 10, 1983.-

20/

The practical effect of these actions and counteractions by the Congress and
the Reagan Administration is that some $129 million of pollution control
guarantee applications f"u 120 applicants have been frosan at various stages
of that process.
Finally, In a variety of forum, conSre"sional and administrative, SBA
officials have mde it expressly clear that but for OHS directives, the
21/
agency would have contimied issuing guarantees for tax-exempt issues.ONS,
together with the Treasury Department, on the other hand, have ade it equally
clear, in the eame forums, that the injunction against the SBA guarantee program is the product of the Executive Branch's overall policy of containing
budget deficits by stemming the loss of tax revenues which are said to result
22/
from the alowance of tax-exempt financing.17/ 31 U.S.C. 1403 (1976).
18/ H. Doc. 98-15 accompanying deferral No. 86-64.
19/ V. Rept. No. 98-21, 98th ConS., let Sees. (1983).
20/ 129 Cn. lec. 1123-24 (daily ed. Wer. 10, 1983).
21/ See House SMA Hearings, Part I, pp. 25-28; Rouse
I1,pp. 13-15; Senate SA Hearing, pp. 31-39; Letter from
Administrator, SMA to David Stockmen, Director, OHS dated
.(requesting permission to issue guarantees in conjunction
'bonds.

SMA Hearings Part
Jam C. Sanders,
April 29s 1982
with tax-xemupt

22/ See House SMA Hearings, Part 1I, pp. 51-67 (Testimony of John Z.
Chapoton, Assistant Secretary for Tax Policy, Treasury Department), 78
Letter from David Stockman to Chairman Bedell); from Joeeph 1. Wright, Jr.,
Deputy Director, OKI to James C. Sanders, Administrator, SMA dated May 26,
1982 (denying permission to issue guarantees in conjunction with tax-exempt
bonds.)
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It.

LEGAL ISSUES THAT MAY E RAISED
SA's enabling legislation maske

it clear that it was vested with the

discretion to determine whether or not to guarantee pollution equipmot
control contracts which would be funded through the proceeds of tax-exempt
bonds.

The legislative history of the provisions is wholly in accord such

Sreadin,

and

s in fact, encouraging of the agency's utilization of the

tax-exempt route even in the face of opposition by the Ford Adainistration.
In this regard the House report Occompnying R.R. 9056 states
The Administration has voiced opposition to

this Title besed upon its poeral opposition to
tax exempt industrial bonds. Your Comittee
neither endorses nor rejects the concept of such
bonds. But the fact is that such bonds are now
a legal reality; they have been and are being
issued, but only large firm are benefiting from
them.

Your Committee's position is that as long as
tax exempt industrial bonds are a reality, small
business as vell as big business should be allowed
access to their benefits. Title III provides such
access through an SEA guarantee program, which is

designed to be self-sustaining.

Title III would enable small businesses to
participate in the financing of pollution control
equipment by Issuance of industrial bonds as do
big business. It Is your Committee's opinion that

a SMA insured tax exempt revenue bond program for
small businesses is clearly the cheapest and oet
efficient method to provide pollution control
financing needs. Creditworthiness, and a prime
investment rating, would be assured. Rates,
accordingly, would be low. Issue sine, for
liquidity purposes, would be large. Equity, in
term of major corporations, would be restored.
And with a promise of a receptive inatituliumal

market for the bondso the necessary incentive to
invest bikers to "aemble such issues would be
fully and effectively provided. 23/

23/ H. Rept. No. 94-519, 94th Cong.,

lot Sees. 12, 13 (1975).
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Similarly, the Senate report accompanying S. 2498 makes it clear that it
contemplated utilization of tax-exempt financing in connection with the
pollution control program being established.
Under Section 404(b)9 cosircial banks and
lvestmant dealers, functioning as originators
of these financings, would identify those
ll
Wenesses having difficulty obtaining financing
for their pollution control expenditures.

This

identification would be done in cooperation with
pollution control financing authorities, local
enforcement agencies, tradi association, and
local financing institutions. The originator
would evaluate the creditworthiness of these
mall businesses for the purpoee of screening
out those firm which lack the resources necessary to met the financial obligations of the
program. Those firm not meting the requirents of this first evaluation would be referred
to other sources for financial assistance. The
individual financial needs of those firm which
meet the SM's credit criteria, would be grouped
together in a single bond issue. This grouping
would be done on the bests of either a co--on
geographical or industrial relationship...
Section 404 would enable sall businesses
to obtain the necessary long-term, lw-cost

financing because:

1) industrial revenue bonds

have an established institutional market; 2) the
SI lease insurance would ske the bond's investsent gtade quality; 3) the tax exempt status of
the bond offerings reduces the interest cost; and
4) the longer term bond scheduled provides for
lower annual debt service. 24/
The congressional predilection in this regard may be seen as having even
greater weight In light of the fact it marked a rare exception to the long-

standing general statutory policy against exempting bond proceeds from federal

25/

taxation.

24/ S. Rept. No. 94-420, 94th Cong., lot Sees. 5I6 (1975). See also
m. Rep. No. 94-1115, 94th Cong., . d Seas. 5(1976) (Conference Report also
indicating approval of guarantees of tat exempt financing).
25/ See, e.g.,

31 U.S.C. 742a (1976).
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Administrative regulations and practice confirm that the agency itself
believes it has a choice of vhich financLng mchanism to guarantee and had,
utll

1981, in fact preferred taz-eempt gtarantse.

Thug, SBA's 1978 regu-

lattos adopted to Implement the pollution control program plainly indicate
that the utilization of tax exempt flancif.

Is contemplated aa

normal

feature of administration of the program.

11ini PONly.
It is the intent of Congess to asut
existing
Sma Concers Including
solid or liquid waste disposal concerns.
which are Or are likely to be at an
OpelUMW or financing disadvantage
with other business concerns with respect to the planning. des* i. or InstallaUon of pollution control Faclitles,
or the obtaining of financing therefore.
by authorising GA to guarantee fully
(100 percent), directly or In coopers,
tion with others, the periodic paymens due In connection ith the purchase or lesse of such Pacilities under
a Qualified contract. The guarantee
shall be a full faith and credit oblilga.
tion of the United States, and may be
issued notwithstanding that the pollution control pcility is acquired by the

use of proceed from tax-exempt in.
dustrial revenue bonds. In those In.
stances where revue bond financing

Is uneconomic or is not practicable
(eag.. for mall amounta. or when the
project may not qualify for tax-exemption. the Small Concern may seek
financing assistance under BBA's polluUon contrMl (Small Business Invest.
meant Act. sec. 404. 15 U.S.C. 694-1).
Air Pollution (Small Business Act. sec:
7(bXS). 11 U.S.C. MT or Water Pollu.
tLion (Small Business Act. sec. (sxLI).
15 U.S.C. O4iX i) Loan Programs.

26/
Indeed, prior to 1982 SA never guaranteed a contract vhch vas supported
by taxable financing.

26/ 13 C..R. 11.2 (1982).
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(1) Ras OHS dis-

In view of this, three substantial questions arise:

placed SMA'. discretionary authority in the area with its ownt
by what authority has itdone so?

(2) If so,

(3)Assuaing an authority In either OB

or SA to altir the nature or direction of the programs

has it been accon-

plished in accordance with thi requirements of the Administrative Procedure
Act or the principles of due process?

We address each of these questions

in turn.

A. Has GB Displaced SA's Discretionary Authorlt ? In United States

27/

ex rel. Accardl v. Shaushnessy,

the Supreme Court held that when a federal

officer Is legally vested with discretionary authority, he may not be directed In the use of that discretion by a superior officer.

The Court

stated that "If the word 'discretion' means anything in a statutory or
administrative grant of power, it means that the recipient must exercise
28/
understanding and conscience.--his authority according to his own
29/
Arguably, SSA's statutory freedom of choice of decision
was absent in
the instant circuastnceu.

In testimony before congressional committees

SA officials conceded that 0"B had taken the policy decision out of their
hands.

Thus during questioning by the chairman of the House Subcomnittee on

27/ 347 U.S. 260 (1954).
28/ Id., at 266-67.
In that case the Court held that the Attorney
GeneraT cld
not direct the use of a subordinate's discretion, even
where the Attorney General had himself granted the discretion to the subordinate and retained ultimate review of the decision for himelf. See
also United States v. Nixon, 418 U.S. 683, 696 (1974) citing Shoughnesy
',with approval.
29/ Standard dictionaries define
or julgment b: power of free decision
legal bounds." Webeter's Seventh Mqew
2 freedom to judge or choose." World

28-040 0 - 84 - 12

discretion as "...3a: individual choice
or latitude of choice within certain
Collegiate Dictionary (1970); "...
Book Dictionary (1977).
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InerS7, lavircumnt and Safety Issues as to vl7 there had been no appreciable growth In loan guarantees Issued between I'Vs 1980 and 19 81

the (o1-

loving colloquy vith Acting Associate A diuLetrator Eduin T. Rolloway,
Vincent A. Fragaito, Chief. Pollution Control Flsmcing Divisionj and Peter
7. XcNeIsh, Deputy Associate Adamnistrator for Investment, took place.

Mr. HOLLWAY. ts Mna gm tt wudd be available a
pwam level Wee Not raly naile down mui latw in they.
l* addiction dMndA There Were additioak
rqsosI
the Ppeline tdat woul hew reahe In a higher pngra Weve
bed that been authorized.
Mr. DRm. You asn It wee mot authorized by the Oonpem?
Mr. HOLLOWAY AUtbrbzd a-1 apportioned by the OMR
Ur. DOM& So the rem
there weemt ery mu of an im.
wow in 181 over 1860 wu bemme OM dd not psmlt you to
nake thos guarentm.
Mr. H 1u,6w at $1.
htst
Mr. F"amo
Mr. (dad knthe tt
amunt authorized for
heel yea 1861 we $100
ThM
1at he apprOYed 00mmd
Mr. Bmi. By the on~rms
Mr. ?aAoqrnv by me. We had apltomtotaling $180 .llio.
that we aomd have sed for
y
r. Bum And . 0MB woud " lot
do ft?
Mr. faaox . We had authority
by 0MB at the $100
mion leVOL

l&.

uwi.We Ane talking about two different thanun T%&
ha uthorised w Z Presdent bee slgnedifii r
W"grs
itorn~,w-4 gauo authorizing $20Mibn Apparentl
YOU4W
otthik tatwas the cow
Mr-.HOUOWAY. I do nat believe that the emoptDepu w 4
apprtinmet of that authorty to us frM the 01dB ho bees
That isa different aory wha 0SM isdoing.
We have the Igo"lt"v branch Tan th=eeutive brach Te
-- V*brnch, if I andermand corectly, has authorlad $2&
t..hors prqram. The Presidet ha signed &uch atbi..
Mr. HOLLOWAY. That is Mvret
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Mr. McNms. You statemet is crrect, Mr. Oalrman, in terms
df the authorisation by the ongress It has, been signd into &awby
the President. lMs bockag point at this point ilk time in term o
aective
mepori
to
10( those TGnds is in diessom at
to level O
tte Wnd owm
the eHouse oA their
a~r
n Federal credt program geerly. wihoualiuded to
yor open
tntAand thewuesion of wbatm aroah the
adiistration Will take in recmenda-ing reduced
tierma
ef budget cuts on a number of Feder aredt prqrarn, including
this ons.
In this interim
, we have o an authAu leel as Mr.
'ragnito dicaOm b to u M hma thiOrfuture to
the "tet of $40 million fo the am quarter of
'thic yer.
Mr. Ban&. So the reality of th sittion is that COgess has
pa.ed and the President ha sged legislation author
t0ig$ $
million; that you have, reqet outesandingfs~~t
million that you wee unable to
last year,,
e1 o a
additional applications and a m arvydicates there is $21
snoin theot
p il for a total a(
mion, which sip
aeds the $0
ion authorinlton; snd that even
pae passed it and the Presiet s iIt. 0MB hast=l
you Canntot guarante ower $40 milo fthatL
Mr. McNsm. You ae Wmisin a &c Mr. QtsirmaA,
the administration has also submitted to the Oog
%
dations for budget cuts In this program reducing te
tdo $96 million.
Mr. Bwmua.
did not tean to lev anyding out.

b
arantees.
suh
- sanucud go rig t adw
buldgeoumater wihut 0M. it iseahc
deo byesthisdined the
bil. Dn ~ sge h il
Mr. McNm. Tnihey hate
resi~Ude' a n
daint
t rduce the prgram level thati ro
ItWoldmo w =lu
to$9 miin . q
a
20mli
ee ftePe~
tinkga tat% Wlonakstadermn
eue
AtWeds mto
tM. wi=Ah the aprv omlthe rsint and tUhe
PreidA had
sigeand sou
ed o gth.
Wfeu e gaet
Mr. Mcl~No.
ObUs B ut toshai vermphafredo and
locr. Into -t he sndembinll.
i ak
cio
Mr caa.T~yhi
subsequently
ae addtina
ac~Ie
has cor o
toare d ashed thegrm
tove
reoside the position
ef"&
MOM

30/ House SBA Hearings, Part 1, pp. 25, 26-8.
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Mr. Bolloway's testimony before the Senate Smil Business Committee is
even more straight forward:

Senator Levin.
Mr. Holloway.
the last hearings,

I sa reading your regulations.
Senator, as you may recall from

was made a matter of

it

time when I believe Senator

record at

that

°Amato entered into the record

a memorandum from the Office of Management and Budget that
permitted us to continue the funding of the program,
that

provide

we did not -Senator Levin.

you fro& what I

laws of the land.

Holloway.

light.
Regulations fre

taw of the land i1 --

made pursuant to

I am

ORB memo.

Strator Levin.
tand, end that

Holtoway, I am reading to

consider to be the

familiar with that
Mr.

Mr.

low, I presume,

Mr. Holloway.
Senator Levin.

the laws'of the

this was a regulation

wasn't it?

I beLieve'it

was, Senator.

You did not act twlessly when

you adopted this regulation, did you?
Mr. Holloway.
Senator Levin.

No, air.
You wouldn't do a thing like that.

Your regulation, sade pursuant to the laws of the

tend and

therefore part of the laws of the land, says that

loans ale

with the proceeds of S03 debentures may be-eubordinated to
such obligations.

Now you are getting me that a me"o from

the ORB is now superior to this?
Mr. Holloway.

I as only teltting you, Senator,

that to commit the funds of the United Stales, I have to
have an apportionment
and Budget

to do it

from the Office of Rana~egaar.c

and to comply with all the terms and

of that apportionment.

onoit ions
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.

Senator Levin.

Do you take your directives from

the Congress or the ORB?
Hottovay.

Rr
thv 6overnzent,

As far &a the

eicutive branch of

my directives cOe fro* the White House.

Senator Levin.

Therefore, it the OR

tells you

you way not do something uhich the Congress says you may
do,

you follow the directive from the White House?
Mr.

not

Molleay..

obtligate money that

I Go not

is

apportioned to me by the OKS.
Senator Levin.

it the

lav of the tlnd says that

yOU MAy do smllhing and 0R3 smys you may not, you tale the

Hr. Notloway.
executive branch than I
Senator Levin.

They are a higher authority in the

mo,Senator, and I do -Have you received a legat opinion

as to whether you are nov acting tlafutty or lawtessly?
your

No,

lawyer advised you on this issue?
Mr. Holloway.

I don't have an opinion on that

specific, narrow point; Senator.

However, it Is clear that

I have no authority to commit t.: United States beyond the
funding tevet that I am given apportionment, apportioned
from the OMI and according to the terms and conditions of
the aOpor t ionsent.
Senator Levin.

But

for that directive by the OS,

5 presuae you would follow your own regultions?
Mr. Holloway.
Senator Levin.
regultion,

have you?

Yes,

sir.

You have not changed that
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Mr.

Notloway.

Ve have a propose

.that is pending

at ONe to change- -Senator Levin.

However, you have not yet changed

tkat reguliton?
sr. k|ltoway.

Seneter Levin.

it is not

changed final, ne, sir.

it is not een changed proposed,

is it?
Mr. Kelloway.

Tes,

Sir.

It Ia-ending as on$.

It is not in the Federal Register yet.
Senator Levin.

No,

I so talking about publishing

a proposed regulation.
Mr. Holloway.

It 'is not

*-4the federal

Register

yet.
Senator Levin.

Now

the Satt $usines$

Investment

Act of 1955 says, "Notwithstanding any other low, rult

or

regulation, or fiscal policy to the contrary, a guarantee
authorized in the case of pollution control

facilities or

property way be issued when such property is acquired by
the vs? of proceeds frow--4-ndustriat revenue bonds which
provide the holders interest vhish is
income tax."

Are you fa

Mr. Holloway.
-

Senator Levin.

seapt from Federal

tiar with that
Tes,

sir,

section?

I as failiar;

That specifically says that you

say issue such guarantees even though the interest
from Federal Income too.
Mr. Holloway.
Senator Levin.

Senstor.

is esempt

Is that right?
Tep, sir.
OR$

has told you that you Say not.
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Mr. Notloway.
not

The apportionment

that I have does

persit me to obtigate the funds of the United States

on that

basis,

sir.

Senator Lavin.

The CMI

has

told you

you may

not.
Senator,

does not permit ae to do that.
Senator Levin.
Mr. Holloway.

CM

wrote the apportionment.

That

is correct.

They approved

it.
Senator Levin.

OMI told you you may not do something 4

which Congress told you you say do.

Isn't that what

it reatL

comes down to?
Mr.

Holloway.

Senator, I can see that

interpretation.
Senator

Levin.

Can you see any other

interpretation?
Mr. Holtoway.

Yes, sir.

interrtiation that an official of
not coamit

I can see the
the United States, I wilt

the funds of the United States outside the-

authority that I have.
Senator Levin.

Of course, of course.

L an sayin,

Do you see any other interpretation than 0MB has told you
you may*not do something which the Congress has told you
you may do?
Kr. Hottoway.

That

is a fair interpretation, and

I am in the executive branch.
Senator

Levin.

I appreciate that, ad I kno

the mom-nt you appreciate that.
(Laughter.3

at
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Senator Levin.

I want to ask you a Question.

It

is Just a coason-sense, direct question.

Mr. Nolovoay.
Senator Levin.

Sure.
Is it not clear that the OKB has

in effect told you you say not do something which the

-

Congress has told you you any do?

Mr. Holloway.

That Is correct.

31/
On April 29, 1962, the Admnistrator of SIA appealed OKBI* decision to
deny it guarantee authority for taz-exspt pollution Control financing$s.
The Administrator notea the hardehip that applicmts for tax-empt guarantees veto suffering as a consequence of delay in processing caused by OMB's
injunction against such guarantees as vell as the general detriment the entire
program vould suffer in changing its nature.

Be also expressed the view the

O93' directive had forced it to act "in apparent violation of the authorizing
legislation and its wn regulations concerning this program , citing af opinion
of the agency's General Counsel.

In the Administrator's opinion it was Con-

gress' intent that "(tjhe program was designed to allow samll businesses to
obtain access to the tax-ezempt municipal bond markets.

He concluded with

a plsa to he allowed to contime the program as before or, at a uinima., to
complete processing or pending applicants who had not received 'proper notice"
32/
of the termin&tion of tax-ensqpt guarantee finucing.
Tbus, SBA's disposition vas plainly to continue the program as it was prior to OHN's freeze

31/ Senate SIA Rearing, pp. 32-37.
32/ Letter from Jiaes C. Sanders, Administrator, SIA to David A. Stockman,
Direcl' r, OK, dated April 20, 1962.
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and would have done so in the absence of the 0HS directive.

On May 26, 1982

014 denied SBA's appeal, citing the Reagan Adinistration's overall policy
against tax-exempt revenue financing and its view that some states "do not
see a prohibition to their issuing taxable lUi's."

Oif also denied permission

to the agency to complete processing of pending applications since "the letter
of the statute is permissive and the regulations do not interfere vitb the
33/
Administration's prerogative to exclude tax-exempt financing from the progrmvOn the basis of the foregoing, it would appear fair to conclude that
0043 has substituted its judgment for that of thi officials in whom Congress
has expressly vested administrative discretion.

It

eight be argued that all

that has occurred in this situation is that 0N0 has expressed a strong policy
judgment in the matter but hae not taken the administrative machinery out of
the agency official's hands a"d itself effected the final decision.

Thus,

it may be contendedi-as long as the agency itself has the last word or
action, its discretion can be said to be preserved. However, this would
sees to leave little substance to the Supreme Court's view of the nature
of administrative discretion, which it saw as consisting of an official's
exercise of "his authority according to his own understanding and conscience,"
or the common understanding of the term.

Moreover, Administrator Sanders'

letter of April 29 belies that he acted with any such volition; and the
failure of the agency to repeal its own regulation reflecting a contrary
policy after almost a year aid a half is substantial evidence that SBA has
not acted on its own.

33/ Letter to James Sinders, Administrator, SBA from Joseph R. Wright,
Jr., Deputy Director, O(, dated May 26, 1982.
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B.

Does CKS Have 'Independent Athority to At In The Matter?

Deuonstrating that 013 has substituted Its judgment for that of SBA
does not conclude the matter if OB can ohm it has an independent source
of authority to so act.
such a position:

Three possible sources uight be pointed to support

First, the general governmental policy against federal

agency support of tax-zeapt issuance; second, the Antideficlency Act; and
third, the autbority of the President to supervise and coordinate the execu-

are faithfully and con-

tive agencies of government to assure that the las
sistent ly administered.
1.

Governmental Policy Disfavoring Guarantees of Tax-Exempt FinancinS.

ON3's denial letter of May 26, 1982 states that its position °is consistent
vith the [keagan] Adinistrtion's efforts to preclude tax-erespt revenue
financing especially in conjunction -ith an indirect Federal guarantee, as in

34/
this SMI program."

That policy finds its source in a 1941 law

and is cur-

rently being invoked by the Treasury Department, as chief spokesman of the
Administration in this area, to Justify its efforts to reduce budget deficits-

35/

through control of the government's credit policy.-

That general statutory

policy, however, finds an express exception in section 404(b) of the Small
36/
Business Investment Act of 1958.
A Treasury Department official dealt
vith this apparent statutory conflict as follows:

34/ 31 U.S.C. 742s (1976).
35/ House SBA Hearings, Part I, pp. 37-67 (Testimony of John E. Chapoton,

Assistant Secretary for Tax Policy, Treasury Department), 78 (letter front David
Stockmn, Director OK,

to Chairmasn

36/ 15 U.S.c. 694-l(b)(1) (1976).
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37/
At best, the Treasury/OK) position appea~e to be that the general statutory
policy Is preferable and that statutory excptions will be Ignored.

A better

argument might be that since the 1976 provision is an exception to the general
policy, It is to be narrowly construed.

The Adinistration's position, how-

ever, leaves no area for possible action by SU in the tax-eempt financing
field.

In that case, It iseunlikely that a court called upon to rule with

respect to the statutory conflict would deny the validity and continued offiacy of the 1976 exception.

37/ Rouse SBA Hearings,. art 11, p. 62.

184
2.

The Antideficiency Act.

It would appear that the technical mechanism by which ONB has prevented
SBA from fully utilizing its loan guarantee authority is the Issuance of an
Apportionment and Reapportionment Schedule pursuant to its authority under

38/

Under that Act the Director of OND has been

the Antideficiency Act.-

assigned the task of apportioning and reapportioning appropriations of the
Executive branch.

In order to assess the validity of ONE's exercise of

this authority, it is necessary to understand the nature, purpose. and
scope of the Act.
The Antideficiency Act is the linchpin of a complex of legislative solutions to deal with the problem of irresponsibility on the pert of government
officials entrusted with the duty of spending public monies properly and is
intended to protect and preserve the congressional pouer of the purse.

40/

it

evolved in response to a history of executive agency disregard of congres-

41/

sional spending limitations,

which included making obligations in excess

or in advance of appropriations; commingling funds which had different purposes;
spending for unauthorized purposes; and spending appropriated funds in the
first months of the fiscal year end effectively coercing deficiency or supplemental appropriations out of the Congress.

In Its present form, the under-

lying principle of the Act Is that government should be a "pay as you-j

38/ 31 U.S.C. 665 (1976).
39/ 31 U.S.C. 665(d)(2) (1976).

*
40/ "o money shall be drawn from the Treasury but in consequence of
apprariations mode by law" U.S. Coast., art I, sec. 9.
41/ See generally, "Principles of Federal Appropriations Law," U.S.
Gener-r Accounting Office. chap. 5 (198) (hereinafter Appropriations
Treatise). See also, Fisher, Presidential Spending Power, 154-57, 22938(1975). -
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operation.

Officials are enjoined by its provisos not to inks payments,

or to comiit the United States to maks-payments I/at soft future tim, for
goods and services unless there Is an available appropriation.

The Comp-

troller General has sumirised-its purpose as follows:

These statutes evidence a plain intent on the
part of the Congress to prohibit executive officers,
unless otherwise authorized by law, from making contracts involving the Government in obligations for
expenditures or liabilities beyond-those contemplated
and authorized for the period of availability of and
within the amount of the appropriation under which
they are made; to keep all the departments of the
Government,-in the niatter of incurring obligations
for expenditures, within the limits and purposes of
appropriations annually provided for conducting their
lawful functions, and to prohibit any officer or
employee of the Government from involving the Governsent in any contract or other obligation for the payment of money for any purpose, in advance of appropriations made for such purpose; and to restrict the
use of annual appropriations to expenditures required for the service of the particular fiscal year
for which they are made.'

42/
.Under section 665(c)(1) and (d)(2) of the Act, all appropriations are
required to be adanistratively apportioned by the Director of OMB so as to
ensure their expenditure at a controlled rate which will prevent deficiencies
from arising at the end of a fiscal year. Apportionunt Is also required to
ensure that there Is no curtailment of the activity for which the appropriation
Is made.

43/

That is, the apportionment requirement Is designed to prevent an

42/ 52 Coup. Gen. 272, 275 (1962).
43/ 36 Coup. Cen. 699 (192). See also 38 Coup. Cen. 501 (1959).
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CI.S-24
agency from spending Its entire appropriation before the end of the fiscal
year and then putting Congress in a position in which it mst either grant
an additional appropriation or &11w the entire activity to cow to a halt.
The goal of the process, In the words of the statute. is "to achieve the
44/
mot effective and economical usa" of appropriated sonies.OKB's epportiomnt authority, however, is not unlimited.

It is

bounded W7 the narrow and specific purposes of the Act of curbing agency
fiscal irresponsibility and achieving the most econoical and efficient use
of appropriated monies.

It is not weant to be a vehicle for direct or in-

direct alteration of the substantive ends for which Congress made the approprLations.

In this regard *for example, the Comptroller General found that

OHS had abused its apportionment authority when it attempted to prevent the
Securities Exchange Comision from hiring personnel vhich had been authoruied by the Congress.

In condemning such a use of the apportionment power

the Comptroller General stated:
(TJhe apportionment power say not lawfully be
used as a form of executive control or influence over
agency functions. Rather, it my only be exercised
by OKI in the manner and for the purposes prescribed
in 31 U.S.C. 5663--i.e., to prevent obligation or expenditure in a manner which would give rise to 'a need
for deficiency or supplemental appropriations, to
achieve the most effective and economical use of
appropriations and to establish reserves either to
provide for cotinencies or to effect savings which
are In furtherance of or at least constent with,
the purposes of an appropriation.
As thus limited, the apportionment process
serves a necessary purpose-the promotion of economy
and -fficiency in the use of appropriations. 45/

44/ 3 U.S.C. 665(c)(1) (1976).
45./ 3-163628, January 4. 1974.
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Thus, while the appropriations of executive departments and agencies, Including
indopendnt regulatory agencies, are subject to apportioomnt by 01(3, 0tw
say not lawfully use its apportionment power to comproise the independence
of those agencies to pursue goals and carry out tasks clearly committed to
them by the Congress.
In view of the foregoing tvo questions orise:

Is S4's loan guarantee'

authority subject to the apportionment process at all?

asuing it Lo, has

OK lawfully exercised that power?
The Antideficiency Act's apportionment process is specifically limited
to "appropriations, funds, and authorizations to create obligations by contract in advance of appropriations."

The process therefore is concerned with

the allocation of budget authority, a term that is statutorily defined to
exclude loan guarantees:

"The there 'budget authority'

meas authority pro-

vLded by law to enter into obligations which will result in immediate or
future outlays involving Government funds, except that such term does not
include authority to ensure or guarantee the repayment of indebtedness In46/
curred by another person or Government-7 It iswell recognized that loan
guarantees are contingent liabilities, a conditional comitment that .may
become en actual liability because of a future event beyond the control
of govermnt.

Thus when a loan -is guaranteed, no obligation of funds

occurs until the Federal governmnt becomes legally required to honor its
guarantee, if ever, upon the default of the borrower.
appropriation is made, if necessary.

Then, a liquidatin-_

This is in contrast with contract

.authority, where the contract authority Itself counts as budget authority
whereas the liquidating appropriation that mast be subsequently made does

46/ 31 U.S.C. 1302(e)(2) (1976); see also Appropriations Treatise et
2-2,-!-4.
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47/
not.

The General Accounting Office has succinctly explained the nature

of loan parantees

as follwsI

the making of a loan guarantee does not involve an actual
expenditure of Federal funds. The expenditure is made if and
when the agency is required to pay on the guarantee, i.e.,
when the borrower defaults, at which time the agency mus
seek a liquidating appropriation. Congress has little choice
but to appropriate the necessary funds since the guarantee is
generally backed by the full faith and credit of the United
States. This is an example of so-called Obackdoor spending"
--expenditures which are effectively beyond the control of
the appropriations process.
When the original guarantee is made, the extent to which
a liquidating appropriation may be needed cannot be known.
Therefore, the making of the guarantee does not create budget
authority. Budget authority is created by the liquidating
appropriation. The Congressional Budget Act of 1974 recog,nizes this concept in the definition of "budget authority" by
providing that the term "does not include authority to insure
or guarantee the repayment of indebtedness incurred by another
person or Governxent." 31 U.S.C. 5 1302(a)(2). " 4 Thus, most
Federal loan guarantee programs lie outside the Federal budget.
48/

Thus loan guarantees do not appear to be encompassed with the apportionmat authority of OKB.

Indeed,-a closely similar question was presented to

the Comptroller General regarding the practice of the Economic Development
Administration, which had statutory authority to Sparantee certain loans, of
obligating saonts equal to 25 percent of the total loans it guaranteed each

year to serve as a contingency reserve against possible losses.

The question

'presented was whether the practice violated the Antideficiency Act if the face
amount of the loans exceeded available appropriations. The Comptroller found

47/ Appropriations Treatie, 2-3.
48/ Ibid,, at 14-4 (footnote omitted).
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no violation even though it was possible that in the future a deficiency
appropriation might be needed since there va specific statutory authority
for the loan guarantee program and Congress had acquiesced In this funding
method.

49/

In sun, the General Accounting Office has concluded that *Gen-

orally, loan guarantees do not present Antideficiency Act problem as the
statutory authority to guarantee loans is viewed as authority to incur oh50/
ligations in advance of appropriations."In light of these established principles and precedents, a serious question may be raised whether OMB's exercise of its apportionment power to restrict SBA to utilization of only $150 million of its $250 million loan guarantee authorization level is lawful since It does not Involve appropriated
monies.
Even assuming loan guarantee levels my be viewed as falling within
scope of OMB's authority, it may be questioned whether the particular exercise here was proper.

As my be recalled, OMB's apportionment action

not only diminished the guarantee limit from $250 to $150 million, it also
restricted the remaining authority to guarantees of taxable bond issues,
51/
the effect of which has been to bring the program to a halt.-

As has

been previously indicated, OMBts sole rationale for this action Is to
effectuate the Reagan Administration's overall policy of cutting beck on
this credit mechanism throughout the 8overnent as a means of enhancing
tax revenues to offset budget deficits.

The action Is therefore plainly

49/ 3-133170-0.M., December 22, 1977.
50/ Appropriations Treatise, 5-18. SA's situation would appear conslderaly stronger than EDA's since the establishment of the revolving fund
in 1977 erases any doubt about its authority to use its current method of
funding.
51/ See House SBA Hearings, Part It, pp. 10-11.

_
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intended to achieve a substantive change in the program that is at apparent
odds with Congress' expressed intentions, and contrary to the limited purposes of the Antideficiency Act of achieving ecoaomV and efficiency through

52/

controlled use of appropriated funds.-

52/ A further, related question may be raised as to the use of the deferral process of the Impoundment Control Act to achieve the $100 million reduction in the congressionally authorized loan guarantee level. As was related
p. 7, on February 1, 1983, the President proposed deferral
in the text, s
of $1 million vich, he stated, "represents the provision for anticipated
losses that Is associated with a reduction in pollution control guarantees
of $100 million." The theory seem to be that since the revolving fund received an initial $15 million appropriation, and since experience has shown
that each $1 million in reserve will cover the possible losses that might be
incurred in each $100 million of guarantees, an impoundment of that amount
should be deemed a deauthorisation of $100 million in authority. Several
problems seem to be raised by this theory. First, for the same reason that
loan guarantees are not covered by the Antideficiency Act, they are not
covered by the Impoundment Control Act - they are not budget authority.
The fact that som appropriated funds are in the revolving fund Ignores the
fact that Congress contemplated that the fund would grow larger with nonappropriated funds which would provide a cushion for further guarantees,
which has in fact occurred. Thus deferral of a portion of the original
appropriation should not in itself affect the level of the current authorization, particularly in view of the fact that the fund Is nov almost four
times greater than its original capitalization. Moreover, it would be a
backdoor way of getting at the substance of guarantee program, which clearly
was not intended by the Congress. On the other hand, if such a deferral is
viewed as an effective and lawful method of achieving a reduction of the
guarantee level, by the same token a congressional disapproval of the deferral should have the effect of restoring the originally authorized level.
OKB, arguably, cannot have it both ways. The deferral proposal was dis.approved by the House on March 10, 1983. We are not aware if SBA's guarantee
,level has been restored as a consequence.
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3. Presidential Authority to Supervise and Coordinate
the Execution of Policy of Subordinate Officials
It may be contended that OMB's authority derives directly from its
position as chief managerial agent for the President and that as a consequence
it can, when properly authorized by the Chief Executive, exercise the President's constitutional authority to "supervise and guide" subordinate executive
officers in carrying out their statutory duties.- The argument might run as
follows.

Article II of the Constitution reposes all executive power in a

53/
single Chief Executive,

and charges him to "take Care that the Laws be

54/
faithfully executed. -- It also provides the means for executive control of
administration. By vesting the entire "executive power" in the one federal
officer with a national constituency, the framers accommodated the twin
notions of accountability and efficiency.

The sparse but important pro-

visions that follow develop lines of authority reflecting the competing
claims of administrative necessity and separation of powers.

The President

55/
can appoint executive officers

and require them to report to him so that

56/
he can determine whether the laws are being "faithfully executed.

The

ability to require reports necessarily implies the right to confer with
those officers.

The President in turn must periodically report to Congress

concerning the progress of the administrative operation and may suggest
further legislative action.

This scheme implies operational oversight and

53/

U.S. Constit., art. I, sec. 1.

54/

U.S. Constit., art. I, sec. 3.

55/

U.S. Constit., art. II,

sec. 2, cl. 2.

56/

U.s. Constit., art. 1I,

sec. 2.
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management of the administrative process, if not some degree of substantive
control, end suggests a line of authority that runs from Congress to the

President rather than from Congreso to subordinate executive officers.
Substantial support for the foregoing conception of executive power
over administration may be said to derive from the Supreme Court's landmark
decision in Myers v. United States.
&or&

57/

The "take Care" clause, as construed in

may be seen to authorize the President, as head of the Executive Branch,

to "supervise and guide" executive officers in carrying out the statutes
under which they act so that there can be some measure of uniformity in the
interpretation and execution of the diverse laws enacted by the Congress.
A denial of such guidance from the sole officer vested with executive
power under the Constitution could result in confusion and inconsistency
amongst government agencies. While it may be conceded that Congress may
so delimit a delegation of authority to a subordinate official as to
preclude presidential supervision of decisionmaking, such cases are rare,
and it mist be presumed that when Congress delegates broad dectsionmaking
authority to heads of non-independent agencies, it Is aware that they
are removable at the will of the President and thus it would be anomolous
to believe that Congress would sake such delegations with a lack of understanding of the existence of that control relationship.

From these

preulss, then, it could be concluded that the standard to be applied
for determining the permissible extent of presidential guidance rnd
supervision Is to be based on the degree of displacement of subordinate

57-/272 U.S. 52 (i926).
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officer discretion.

In an analogous situations involving the assertion of

presidential control of agency rulemaking by mans of executive order,
the Justice Departuent's Office of Legal Counsel formulated the applicable
standard as follows:

"(Sluperviuion Is more readily justified when it

does not purport wholly to displace, but only to guida and limit, discretion which Congress has allocated to a particular subordinate official.
A wholesale displacement might be held inconsistent with the statute

58/

vesting authority in the relevant official."--

Close analysis of the foregoing argument, however, reveals that the
inferences drawn from the constitutional text are neither so compelling
nor clear as they first appear, nor does it comport with actual historical
practice or authoritative constitutional Interpretations spanning almost
two centuries.

It is well understood that, notwithstanding their experience

under the Articles of Confederation, the framers did not intend the presidency to be an institutional competitor to the Congress.

Arguably, they

did not conceive of the President as an administrative manager with a
59/
general power to control the acts of executive officers.
This view also

58/ House Comittee on Energy and Comerce, "Presidential Control of
Agency kulemakins: An Analysis of Constitutional Issues That May be
Raised by 3.0. 12291", 81 (Comaittee Print 97-0, June 15, 1981).
59/ "lI]t was undoubtedly Intended that the President should be
little more than a political chief; that is to say, one whose function
should, in the main, consist in the performance of those political duties
which are not subject to judicial control. It Is quite clear that it was
intended that he should not, except as to these political matters, be the
"administrative head of the Government with general power of directing and
controlling the acts of subordinate Federal administrative aSents.
3 W. Willoughby, The Constitutional Law of the United States 1479-80 (2d ed.
1929),c See F, Goodnow, Comparative Administrative Law 51-54 (1893); Corwin,
The Stee-eisure Case: A Judicial Brick Without Straw, 53 Colum. L. Rev.
53 (1953); Jaffee, Invective and Investigation in Admilnistrative Law, 52
(continued)
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draws support from the language of article It. The vesting of "executive
power" in the President my locate the situs of power but it does not
define its content; the "take Care" clause does not say that the President
will execute the lave; end the ability to require written reports from
department leads on their activities does not naturally lead to an inference of power to direct the activities of those who report.

The word-

Lng may thus suggest oversight of execution by others rather than direct
execution by the President.

The ides that power over administrative

decisionmaking derives from the President's role as head of the executive
branch or inheres in the concept "executive pover", moreover,

Is in-

consistent with a written constitution establishing divided, balanced,
limited government.
A brief review of historical and legal practice and precedent underlines the preeminent role Congress was meant to play in the determination
of domestic policy.

According to the prevailing view, the framers in-

tended the constitutional role of the Chief Executive, at least in domestic
affairs, to be ancillary to that of the legislature.

They believed that

the President would be a managerial agent for the legislature rather than

60/
an independent source of domestic policy.

This view is evidenced by a

(continued) Mary. L. Rev. 1201, 1203, 1238 (1939); Karl, .cutive
Rorgsnisation and Presidential Power, 1977 Sup. Ct. Rev. 1, 1-11 (-Nor did [the
framrs) conceive of the presidency as an institutioualiged representation
of popular will distinct from, let alone capable of opposition to, the will
expressed by the legislature.'); Za ir, Administrative Control of Administrative
Action, 57 Calif. L. Rev. 866, 869-70 (1969); Rosenberg, beyond the Limits of
Executive Power: Presidential Control of Agency Rulemaking Under E.O. 12,291,
80 Mich. L. Rev. 193, 202-209 (1981) (hereinafter "Beyond the Limits").
60/

See note 59 supra and accompanying text.
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number of contemporaneous sources.

Statutes enacted by the earliest Congresses,

for example, reveal an assumption that Congress, not the President, should
direct the operation of domestic agencies, and that presidential control over
the execution of domestic lavs was purely a setter of legislative authorize-

61/
tion.

In establishing the Departments of Foreign affairs,

62/
War,

and the

63/
Navy,

Congress recognized that the President should have full control over

those officers vho would perform highly sensitive and political functions that
the Constitution explicitly vests in the Chief Executive duct of foreign affairs and the command of the military.

such as the conThe statutes creating

those departments explicitly empowered the President to direct and control their
activities.

Provision for presidential direction, however, vat conspicuously

64/

absent in the statutes creating domestic departments such as the Treasury,

65/

the Post Office,

66/

and the Interior Department.

The Treasury Department

statute, for example, did not even mention the President; it required the
Secretary to report to Congress "and generally perform all such services rels-

67/
tive to the finances, as he shall be directed to pieir ."

-

Such direction,

the context makes clear, was to come from Congress, not the President.

Indeed,

for a significant period in our early history, the President did not see departmental budget estimates before the Treasury Department transferred them to

61/

Act of July 27, 1789, ch. 4, j 1, 1 Stat. 28.

62/

Act of Aug. 7, 1789, ch. 7, j 1, I Stat. 49.

63/

Act of Apr. 30, 1798, ch. 35,

1, 1 Stat. 553.

64/

Act of Sept. 2, 1789, ch. 12,

2, 1 Stat. 65, 66.

65/

Act of May 8, 1794, ch. 23, 1 3, 1 Stat. 357.

66/

Act of Mar. 5,:1849, ch. 108, S 1, 9 Stat. 395.

67/- Act of Sept. 2, 1789, ch. 12, S 2, 1 Stat. 65, 66.
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Congress, and the Secretary recommended tax policy directly to Congress.

6W/

SlsiarlT, the Postmster General was given detailed discretionary duties
with ,no suggestion that he was to be under other than congressional dir-

69/
action In performing these taks.The opinions of Attorneys General tbroughout the nineteenth century

echo the viw that the "take Care' clause does not authorize the President
to control subordinate officials in the exrcise of their statutory discretion.

for example, when pensioners tried to appeal the Comptroller's

decision regarding the level of veterans' pensions directly to the President, Attorney General Wirt advised that the Comptroller's statutory
authority was exclusive:
If

the laws, then, require a particular officer by

name to perform a duty, not only is that officer

bound to perform it; but no other officer can perform it without a violation of the law; and were
the President to perform it, he would not only be
taking care that the laws were faithfully executed,
but he would be violating them himself. 70/

68/
(194837

L. White, The Jacksonians 78 (1954); L. White, The Federalists 326

69/ V. Willoughby, supra note 59, at 1480. Professor Goodnow remarked
about this unusual administrative organization as follows:
In the United States, the original conception of the
head of department was that of an officer stationed
at the center of the government who sight have, it
is true, In many cases the power of appointment and
removal, but who was not supposed to direct the
actions of the subordinates of his department. ...
The conception of a hierarchy of subordinate and
superior officers was very dim if it existed at all.
F. Goodnow, supra note 59, at 136-37.
70/

1 Op. Atty. Gen. 624, 625-26 (1823).

The Constitution of the United States requires that the laws be
faithfully orecuted; that is, it places the officers engaged in the execution of the laws under his general superintendence; . . . But it never
(continued)
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In the sam vein, Attorney General Mason concluded In 1846 that the President's
over to ensure that his subordinates "faithfully" execute their statutory
duties does not confer on his "the power of correcting, by his own official
action, the errors of Judgment of incompetent or unfaithful subordinates."

71/

Other Attorneys General applied this rule to a wide variety of situations
72/
where a subordinate was directly vested with authority by Congress,
so that,
by 1884, Attorney General Brevster could infor
settled" general rule:

"it

the President of a "well

has repeatedly been held that the observance

of your constitutional duty of taking care that the lava be faithfully executed
does not of itself warrant your taking part in the discharge of duties devolved
73/
by law upon an executive officer.-

(continued)
could have been the intention of the Constitution, in
assigning this general power to the President . . .
that he should in person execute the lava himself .
The Constitution assigns to Congress the power of
designating the duties of particular officers: the
President is only required to take care that they
execute them faithfully. . . . lieis not to perform
the duty, but to see that the officer assigned by law
perform his duty faithfully - that is, honestly:
not with perfect correctness of judgmt, but honestly.
Id. at 625-26 (emphasis in original).
71/

4 Op. Atty. Gen. 515, 516 (1646).

72/ For example, the President was Atold that he could not interfere
with a patent decision, 13 Op. Atty. Gen 28 (1869), and that he had no authority to review a department hed's decision concerning the lowest bidder
on a contract, 6 Op. Atty. Gen. 226 (1853).
73/ 18 Op. Atty. Gen. 31, 33 (1884). See I Op. Atty. Gen. 624 (1823);
I Op. Atty. Gen. 705 (1825); 2 Op. Atty. Can. 480, 481 (1831); 2 Op. Atty.
Gen. 507, 508 (1832) (Comptroller's decision 'is conclusive upon the executive
branch of government"); 2 Op. Atty. Gen. 544 (1832); 5 Op. Atty. Gen. 630,
635 (1852) (presidential interference "would be a usurpation on the part
of the President, which the accounting officers would not be bound to respect
unless Congress expressly ordered them to do so); 11 Op. Atty. Gen. 14 (1864);
(continued)
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The original view of the limited nature of presidential control over the
discretionary actions is cof irmed by contemporaneous judicial precedent as

74/

well.

The first of these, Gilchrist v. Collector of Charleston,

yes beard

in May 1808 by Supreme Court Justice Johnson, sitting on circuit in the District of South Carolina. The case involved section 11 of the Act of April 25,
1606 which had vested in custom collectors the authority "to detain any
vessel ostensibly bound with s cargo to sore other port of the United States,
whenever in their opinions the intention is to violate or evade any of the
provisions of the acts laying an embargo, until the decision of the President
of the United States be had thereupon."

President Jefferson interpreted this

authority very broadly and ordered the Secretary of the Treasury "to recoimend to every collector to consider every shipment of provisions, lumber,
flaxseed, tar, cotton, tobacco, etc*, enusmerating the articles, as sufficiently suspicious for detention and reference here."

Shortly, in accord-

ance with Jefferson's criteria, a vessel was detained In Charleston, despite
the personal belief of the collector that its destination was as stated
and that the owners did not intend to break the embargo.

The shipowner

applied for a writ of mndaus to compel issuance of a clearance.

Justice

Johnson granted the writ, holding that the discretionary authority vested

(continued)
The opin13 Op. Atty. Gen. 28 (1869); 15 Op. Atty. Gen. 94, 101-02 (1876).
ions are not unanimous, however. See 7 Op. Atty. Gen. 453, 469-70 (1855).
in Attorney General Cushing's view, a denial of the power of presidential
direction would allow Congresa to "so divide and transfer the executive power
as utterly to subvert Government." The opinion was called "extreme" by a
prominent early commutator, F. Coodnow, The Principles of Administrative
Law of the United States 81 (1905).
74/

10 P. Cns. 355 (C.C.D.

S.C. 1808) (No. 5,420).
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in collectors by the legislation could not legally be altered by an Inatructlon of higher executive officials.
authorize the detention of this vessel."

"(Tibe act of Congress does Dot

75/

Without the sanction of lm.

Johnson opined, 'the collector is not justified by the instructions of
the executive, in increasing restraints upon commrce .

a

76/

77'

Next,

in Kendall v. United States, 7

statute directed the Postmast.er

General to pay a group of individuals who bad delivered the mail for a nulber of years an amount determined by the Solicitor.

The Postmaster General,

apparently at the express direction of the President, refused to pay the
full amount that the Solicitor had found owing.

The Supreme Court, viewing

the Postmaster General's duty to pay the full amount as ministerial rather
than discretionary, held that the President had no authority to direct
the Postmaster General's performance of his statutory duty.

Despite the

Kendall Court's narrow holding, key pasSaes in the opinion reflect the
nineteenth-century notion that the President my not direct the manner
in which executive officers carry out their discretionary functions.
Where Congress has imposed upon an executive officer a valid duty, the
Kandall Court declared, *the duty and responsibility grow out of and
are subject to the control of the 1v, and not to the diredtion of the

78/

President."

75/

Underlying the Court's rejection of the contention that

ibid., at 357.

76/ Ibid.
77/

37 U.S. (12 Pet.) 524 (1838).

78/

37 U.S. (12 Pet.) at 610.
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the "take Care" clause carries with it

the power to control executive

officials was a strong desire to avoid "clothing the President with the
79/
power entirely to control the legislation of Congress.'
Other early
cases, like Kendall, also reflect the primacy of Congress in domestic

8O/

affairs.

Congressional enactments. legal opinions of the various

Attorneys General, and early judicial precedent thus establish that the
President's role in the schm

of government established by the Consti-

tution for more than a century of our nation's existence was that of

81/

a managerial agent for the legislature.

This prevailing view was

premlsed on the assumption that presidential paver was not essentially
constitutionally based, but emanated from the legislative will, an
assumption that traced its roots to the reasons for founding the

82/

Republic.

79/

This view, moreover, carries with it the concomitant

37 U.S.

(12 Pet.) at 613.

80/ See United States v. Grimaud, 220 U.S. 506, 516 (1911) (holding
Secretary of Ariculture to be en agent of Congress in promulgating madministrativeo rules); United States v. Perkins, 116 U.S. 483 (1886) (holding
that where Congress vests the power of appointment in some official other
than the President, it can regulate and restrict the manner of removing
that appointee); Ex Part* Merryman. 17 F. Cas. 144, 149 (C.C.D. Md. 1861)
(No. 9487) (Tansy, C.J-) (OThe only power . . . which the President posesses,
where the 'life, liberty or property' of a private citizen are concerned, Is
the power and duty . . . tthat he shall take care that the lava shall be
faithfully executed.'
Be is not authorized to execute them himself, or
through agents or officers, civil or military, appointed by himself, but
he is to'take care that they be faithfully carried into execution."). The
continuing validity of Perkins wa affirmed in yere v. United States. 272
U.S. 52, 127 (1926).
1
81/ As late as 1885, Woodrow Wilson could suggest in his Con reseional
Goverment that the presidency was at best a ceremonial and syMic office
in need of executive and administrative support from a reorganized Congress.
See Zasir, supra note 59, at 871-73.
82/

See Karl, supra note 59, at 11.
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notion that presidential efforts to control the administrative actions
of oubordinate officers must find their bases in explicit constitutional provisions, express statutory enactments, or the clearest of
Implications from a congressional mandate or course of practice.

The

lack of congressional prohibition is, under this view, insufficient
in itself to support executive power to control administrative discretion, even Indirectly.
While the President's authority directly to control his ,ubordinates'
performance of specific statutory duties occupied the attentio" of legal
scholars and the courts in the nineteenth century, tventieth-century judicial
precedents address a more indirect mans of influence: the President's power
to remove subordinate officials.

83/
Myers v. United States,

the leading

case, held unconstitutional a statute providing that postmasters appointed
by the President with the Senate's consent shall hold office for four years
unless "removed by the President by and with the advice and consent of the
84/

Senate. '--

The President's responsibility to "take Care that the Laws be

faithfully executed,"

the Court reasoned, demands that he have qualified
85/
authority to remove as well as to appoint subordinate officials.
Chief
Justice Taft's majority opinion has been read 4s discerning broad supervisory
power vested in the President by article II:

83/
84/

272 U.S. 52 (1926).
272 U.S. at 107 (quoting Act of July 12, 1876, ch. 179,

4l9 Stat. 80, 81).
85/

The President, he concluded,

272 U.S. at 117.

S 6,
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must have the authority to "supervise and guide" at least sowe decisions of
subordinate officers "to secure that unitary and uniform eecution of the
. evidently contemplated In vesting general execu86/
tive power in the President alone. -

laws

vhich Article II

.

.

Reliance on Myers in the Instant situation vould be misplaced.

The in-

direct power of removal differs sigLnificantly from ONHIs action divesting
SBA of its authority to issue guarantees for tax-free fimmcia,
Court's opinion nowhere Soe

and the

so far as to hold that the President may direct

the outcome of all decisions specifically committed by statute to a subordinate.

The Court carefully distinguished the "ordinary duties of officers

prescribed by statute' from those duties "so peculiarly and specifically
committed to the discretion of a particular officer as to raise a question
whether the President may overrule or revise the officer's interpretation

87/

of his statutory duty in a particular instance."

Because the former duties

come under the general administrative control of the President," he may

88/
properly "supervise and guide" their performances.

But Taft's opinion

makes clear that the Chief Executive's poer to "supervise and Suide' his
89/
prescribed by statute
subordinates in the conduct of "ordinary duties'
does not extend to the decisionnaking functions com itted by law to his

86/

272 U.S. at 135.

87/

272 U.S. at 135.

88/

272 U.S. at 135.

89/ The structure of this critical paragraph supports an argument that
by 'orinary duties" Taft meant ministerial tasks or purely administrative
duties not involving substantive decision-saking since that passage Is imediately followed by passages that clearly set apart rulemaking and adjudicatory
functions. If so, the power to "supervise and suide' Is of minimal substance.
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subordinates' discretion.

The President may remove a subordinate for negli-

gent or inefficient use of that discretion; he may not, however, exercise
his removal power before the subordinate has exercised the personally con90/-

uItted discretion.
This requirement is not an empty procedural nicety.

Although the

President may remove an officer for a particularly offensive decision, he
obviously cannot use the removal poser to exert control over all adainistrative decisonaking.

The threat of removal, of course, gives the Presi-

dent great influence, but the decision that prompted the removal remains

91/

unaltered, and perhaps unalterable,

92/

offensive action.

until a nay appointee reverses the

After-the-fact removal, moreover, gives Congress

notice of the dispute and an opportunity to clarify its intent on the
matter or to refuse to confirm a new nominee to an advice and consent
position. Limiting the President to after-the-fact removal thus partially

90/ "Of course there may be duties so peculiarly and specifically
committed to the'discretion of a particular officer as to raise a question
whether the President may overrule or revise the officer's interpretation

of his statutory duty in a particular instance.

Then there say be duties

of a quasi-judicial character Imposed on executive officers and members of
executive tribunals whose decisions after hearing affect interests of indi-

viduals, the discharge of which the President cannot in a particular case
properly influence or control. But even in such a case he say consider the
decision after its rendition a a reason for removing the officer, on the
ground that the discretion regularly entrusted to that officer by statute
has not been on the whole intelligently or wisely exercised." 272 U.S. at 135.
91/ Due process, for example, may prevent the withdrawal of a property
right granted.
92/ The difficulties that my be encountered, and the occasional inefficacy of the use of the removal power to alter the course of discretionary decision-making, was dramatized i the aftermath of the Saturday Night
Kassacre. See Hader v. lork, 366 7. bupp. 104 (D.D.C. 1973) (holding that
Acting Attorney General Bork had illegally dismissed the Watergate prosecutor).
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prevents secret or undue Executive Influence in an area committed to a
particular subordinates discretion.
Reliance on

yore is misplaced for a second reason as vell:

Move

recent cases have greatly limited the removal power that the Court once
recognized.

Distinguishing between purely executive officials such as

the postmaster in Kyere and officials who, while titularly within the
executive branch, perform quasi-judicial or qu"s-legislative functions,
the Court has held that the President may not remove the latter type of

93/

official without cause.

In imphnrey's Executor v. United States,

the

President had removed a member of the Federal Trade Commission without cause
despite a statutory provision that precluded removal except for "inefficiency, neglect of duty, neglect of duty, or malfeasance in office."

In

rejecting the idea of an Illimitable presidential removal power, the
Court emphasized the distinction between officials who performed purely
executive tasks and those who carried out rulemaking and adjudication.
"[A~n administrative body created by Congress to carry into effect legislative policies," the Court declared, "cannot in any proper sense be

94/

characterized as an are or eye of the executive."
95/
The most recent removal case, Wiener v. United States,

reiterated

the Humphrey's Court's distinction between purely executive and other types
of administrative officials.

93/

295 U.S. 602 (1935).

94/

295 U.S. at 628.

95/

357 U.S. 349 (1958).

The Wiener Court held that the President
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lacked the authority to remove a member of the War Claims Commission even
though the Comiission's founding statute had no removal provision.

because

the official performed adjudicative tasks more closely allied to the judicial
than the executive power, the Court reasoned that Congress intended to deny
the President the power of removal.

Humphrey's and Wiener thus teach that

the scope of presidential authority depends on the agency function that the
President seeks to control.

Were that function is legislative or judicial

in nature, authority for presidential control cannot be implied from the
Constitution.
Tvo post-_tyera and Humphrey's Supreme Court rulings also confirm the
ability of Congress to protect the discretion of subordinate officers from
presidential interference.

In United States ex rel. Accardi v. Shaughnessy

96/

the Court held that when a federal officer is legally vested with discretionary authority, he may not be directed in the use of that discretion by
a superior officer.

The Court stated that

1lfthe word 'discretion' means

anything in a statutory or administrative rent of power, it means that the
recipient mst exercise his authority according to his own understanding and
97/
conscience. *
The Court then held that the Attorney General could not direct
the use of a subordinate's discretion, even where the Attorney General had
himseLf granted the discretion to the subordinate and retained ultimate review
of the decision for himself.

96/
97/

347 U.S. 260 (1954).
Ibid., at 266-67.

28-040 0 - 84 - 14
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Accardi was subsequently relied on by the Court In United States v.
Nixon.

There the Court held that the Watergate Special Prosecutor could

sue the President under a regulation Issued by the Attorney General which
defined the Special Prosecutor's authority and specifically gae
ity to contest the assertion of executive privilege.

his author-

The Court stated-

Here, as in Accardl, it is theoretically possible
for the Attorney General to mend or revoke the regulatio, defiling, the Special Prosecutor's authority.
but he has not done so. So long as this regulation
remains in force the Rxecutive Branch Is bound by it,
and indeed the United States a the sovereign composed
of the three branches is bound to respect and enforce
it. Moreover, the delegation of authority to the
Special Prosecutor in this case is not an ordinary
delegation by the Attorney General to a subordinate
officer; with the authorization of the President, the
Acting Attorney General provided in the regulations
that the Special Prosecutor was not to be removed
without the "consenus" lsic) of eight designated
leaders of Congress. 99/
In sum, it is apparent that Supreme Court rulings in the context of the
exigencies of twentieth century governance have not diluted to any significant
extent the historic limitations on the exrcise of Executive poer over administrative decisionmaking.

Thus it appears clear that there Is neither ex-

press nor Implied constitutional authority in the President or his delegate,
OHB, to displace the discretion vested by Congress in SHA.

The legal theory

necessarily underlying that action would encompass and envelop all official
discretion not specifically excepted by statute.

This appears to plainly

Ignore the intent of the framers and the teachings of the Supreme Court.

98/

418 U.S. 683 (1974).

99/

Ibid.,

at 696 (footnotes omitted).
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c. Has SRA Coplied With the Requirements of the Administrative Procedure Act and Principles of Due Process?

100/

The Adsiistrative Procedure Act (APA-

exempts from its notice and

vhich involve "a matter relating to agency

consent requirements rulemaking

management or personnel or to public property, loans, grants, benefits, or

1ol/

contracts.T'-

hile this exemption vould clearly cover the SBM activities

102/

here under examination, the agency urnequivocally waived its privilege in 1971.
The waiver is now codified at 13 C.F.R. 101.9 (1982) and provides as follows%

1 1s1.9 Pblk

Ivtkpstion

In

ruk-

SBA is governed s a matter of
policy by the public paelcpation provisions of the Admiristrative Procedure Act, 5 US.C. 55, notsithstandIng the exemptions given by such section 553 for matters relating to agency,
management or personnel, or to public
property, loans. grants. benefit or
contracts. Where. as provided by 5
U.S.C. 553, it Is determined that such
public purtlclpation procedures would
be impractcble. unnecessary, or contrary to the public interest, a specific
finding to-this effect shall be published with the rules or regulations in
question. Such exceptions from public
participation procedures are not to be
favored and sill be used sparingly, as
for example, in emergencies and in in.
sauces where public particlpaUon
would be useless or wateful because
p
regulations, or amendments
e minor teebnl matthereto,
ters. In connection with any notice of
rnoIned rulemalg, written material
be svail.
of suggestions submitted will
sbie for public inecion during reguWarbusiness hours at the office indicaeed In such noUce.

On December 8. 1977s SA initiated a notice and comment rulemakLng proceeding to implement its mandate with respect to the pollution control facil-

103/

Cities loan guarantee program.
100/ 5 U.S.C. 551

t so.

Following 60 days of public comnt SBA

(1976).

101/ 5 U.S.C. 553(a)(2) (1976).
102/ 36 F.R. 16716-17 (1971).
103/ 42 P.R. 62012 (1977).
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issued its final rules which reflected substantive modifications of its
original proposal as & consequence of the counts and its experience with

104/
several pilot projects.

It declared it to be the policy of the agency

to Issue loan guarantees "notvithstandlng that the pollution control facility

105/

is acquired by the use of proceeds from tax-exmpt industrial revenue bonds,wand established the substantive re uiremnts that applicants mast met and
The consistent and exclusive practice

the procedures for application.

of SBA from the inception of the program until December 1981 was to guaran-

tee only contracts which received proceeds from tax-exempt bond issues. In
December 1981, OHS enjoined SBA from issuing such guarantees. SBA complied.
At no time prior to the termination of this aspect of the program did SB
give public notice that it was considering a change in its stated policy
nor has the agency to date initiated a rulemaking proceeding pursuant to
the requirements of the APA to revoke its established policy.
As a consequence of OHB's directive that SBA cease issuing such guarantees after December 31, 1981,

wer

120 applications for $129 million in guarantees

107/

stalled and have never been issued.

considered.

No new applications have been

Old applicants have been given the choice of having their appli-

cations considered on a taxable financing basis.

Some have accepted this

alternative, others have withdrawn their applications. Most have not re108/
spondad.
Testimony has been given that taxable fInancing is not a

104/ 43 F.R. 33231-33 (1978),
1151 13 C.F.R.

codified at 13 C.P.R. Part 111 (1982).

111.2 (1982).

106/ See text, supra pp
107/ House SBA Hearin$s, Part 1I,
108/ Ibid.

p. 11.
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109/.
feasible alternative for sost small businesses.

The SA Itself has in-

dicated that because it now only has the option of offering guarantees for
taxable financing, the program has cow to a standstill because of the higher
coat of money and fees under taxable financing to the small concerns which "
they cannot bear, and the lack of interest in such Instruments In the money
markets.

Moreover, SB

has noted that the sudden termination has caused

hardship to applicants caught in the freeze.

Sos vere under severe tie

constraints imposed by regulatory authorities. Others, acting in reliance
on past agency policy and practice, had incurred engineering and other preconstruction expenses.

Finally, It is S A's assessment that the change

in the nature of program has caused it substantial detriment.

110/

based upon the foregoing circumstances, a substantial case may be
made that SBA has violated its obligations under the APA and impinged upon

the Fifth Amendment due process rights of applicants for guarantees.
It isvery well established that an administrative agency's failure111/
to follow its own duly promilgeted rules Is a violation of due process.
SBA would appear to have violated this principle in two respects:

by

its failure to follow its own rule that it would adhere to APA rulemaking

109/ House SM Hearings, Part I, 31, 33-69, Part I, 15-34, 51-67.
110/ Letter of Janes C. Sanders, Administrator, SBM to David A. Stockman,
Director, OB, dated April 29, 1982.

111/ See, e.g.$ United States ex rel. Accardi v. She

bmnelT, 347 U.S.

347 (T54); Service v. Dulles, 354 U.S. 763 (195); Vitarolli v Saton, 359

U.S. 535 (1959); United State. v. Nixon 418 U.S. 687 (1907)

Brnds V. lutz,

'357 F. Supp. 143 (D. Minn. 1973); Mader v. Bork, 366 F. Supp. 104 (D.D.C.
1973). See also Gardner v. FCC, 5TM12d 1U5E(D.C. Cir. 1976) (FCC action

invalidated for its failure to adhere to long established procedures even
though they had not been formalized in regulations.)
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requirements; and by failing to process pending applications and to receive
end process now ones in accordance with the policy and procedures established
by its own rules which have never been revoked.

The manner in which the courts

have dealt with these issues Is illustrated by the following cases which,
among soe

of their conon factual and legal issues, involve agencies like SBA

which valved their exempt status under 5 U.S.C. 553(a)(2).

112/

In Berends v. Buts,

the Secretary of Agriculture had declared several

counties in Minnesota disaster areas and In accordance with applicable statutes,
affected farmers were entitled to apply for emergency relief loans.

Interested

farmers were informed that applications would be accepted and processed through
June 30, 1973, that farmers should not apply until after their harvest was
in so as to account for all losses, and that an abundant supply of funds was
available in the program.

For these and edmnistrative reasons farmers were

encouraged not to file applications until after January 1973.

On December 27,

1972, without prior notice, the Secretary ordered the cessation of acceptance
of emergency loan applications.

The court held that the Secretary's action

violated applicable statutes, agency regulations and due process of law.
The court reasoned that the regulations involved gave the Secretary discretion whether or not to designate an area eligible for emergency relief,
but that once he had exercised this discretion he had a duty to process
those applications until the designations were duly revoked.

"The language

in the regulations is mandatory and the Secretary Is directed to consider
applications for emergency loans in designated areas.

The refusal to consider

.applications for emergency loans in designated areas Is a violation of the

112/357 F. Supp. 143 (D. Minn. 1973).
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113/
Department'@ regulations."--

The unilateral termination without notice

was also held to "offend (H all traditional notions of fair play."_

The

court further held that the unilateral termination without notice violated
the agency'bs regulation voluntarily subjecting itself to APA rulemaking
procedures which, in turn, meant it had violated the applicable procedure,

115/
of the APA that it had ignored.

115a/
In Arlington Oil Mille. Inc. v. mnobel,

the Court of Appeals for

the Fifth Circuit held that a July 6, 1976 press release by the Department
of Agriculture amending a March 19, 1976 determination concerninS peanut
price support levels was void for failing to comply with APA rulemakins
procedures.

The same waiver involved in Berends v. Buts was still in effect

and the price support levels previously had consistently been set through
notice and cement proceedings,

including the March 19 determination.. The

July 6 revocation was without any prior notice or public proceedings.

The

Department argued that its July 19 announcement was simply a reconsideration
of its March 19 announcement and thus those interested had already had adequate notice prior to the March 19 announcement.

In rejecting this con-

tention, the court stated:
When Ote Drunmeat isswo
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Wediff em
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113/ 357 F. Supp. at 152.

114/ Ibid.
115/ 357 F. Supp. at 153-54. The waiver is essentially the same as that
- e
made by SBA.

154a/543 F.2d 1092 (5th Cir. 1976).
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115b/

The court also rejected a contention that since the March 19 rulmakin$ was
defective in that it had not been published in the Federal lgister, it
should not be obligated to rescind in conformity with APA requirements.

The

court's answer vas that where the original rule was promulgated in substantial conformity with the APA, its repeal must be effected in the same manner:
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115b/ 543 F. 2d at 1099.
116/

543 F. 2d at 1100.

S a .1

116/
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The essentiality of conforming to APA requirements when revoking a
rule as veil as during the promulgation process va underlined in Consumer
117/
Energy Council of America v. FERC.
There, fnRC had promulgated a rule

pursuant to informal rulemaking procedures vhich wes subjected to subsequeat
legislative review and veto by the Congress.

After the veto, CECA petitioned

nfRC for a rehearing on the ruleaking to eliminate a provision in It conditloning Its effectiveness on its survival of the conressional review
process.

FERC, however, Instead revoked the rule to prevent It from taking

effect should the veto be declared unconstitutional, and before the appeals
court argued that the revocation was valid since It was Issued as a result
of a petition for reconsideration of the original rule and thus was effectively a continuation of the original proceeding which was properly conducted.
The court disagreed, holding that such reasoning would defeat the rationale
underlying notice and comieant rulemaking:
Sections 5(b)
and (c) set forth notice and comment requirementa for "rule making,"" whkh is
defined in section 51(5) to mean "'aecy
process for formulating, amending, or repealing a rule." Thus, the APA expressly
contemplates that notice and an opportunity to comment will be provided prior to
agency decisions to repeal a rule. If the
notice and comment provided prior to a
ruke's promulgation were meant to be sufficient to encompass any later repeal of the
rule, simply because there wu always a
posibdity that no rule would be adopted,
the statute never would have included repeal of a rule within the definition of rulemaking."

117/ 673 F.2d 425 (D.C.

Cir. 1982).
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The value of notice and comment prior to
repeal of a final rule is that it ensures that
an agency will not undo all that it acsomplished through its rulmaking without giv.
ing all parties an opportunity to comment
on the wisdom of repeal. Such an op ortunity was Lacking bere. The Commismos
consistently stated that it had no choke but
to issue a broad Phas 11rule. The Commission issued a final rule, a petitioners
sought to amend tfie provision making the
rule' effectiveness contingent o kgislative review. Although the petition for
rehearint said nothing about repealing the
rule, and no other party requested such
action, the Commission went ahead and re-

scinded it. Th specific concerns that moti-

vated this decislon-te coestitationality of
the l glative veto eM the results that
might follow from a judicial deciion to
strike down the veto-were different from
those raied during the oeiginal rulemaking.
All of these factors demonstrate that notice
and comment would have been useful i
to repeal, and thus buttress further our
conclusion that the Commission was re"3.
quired to follow section
118/
Finally, a recent ruling of the Court of Appeals for the Third Circuit
119/
appears pertinent here.
in National Resources Defense Council, Inc. v. EPA
In that case EPA postponed indefinitely the effective date of final aendent6
to certain regulations dealing with the discharge of toxic pollutants into
publicly owned treatment works.
mnt va

It was argued that the indefinite postpone-

not a rule and therefore was not subject to the APA.

The court

concluded that a indefinite postponement va" a covered rule for if It were
not subject to the APA it would cloak surreptitious repeals.

118/ 673 F.2d at 446.

(footnotes omitted).

119/ 683 F.2d 752 (3rd Cir. 1982).
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120/
A fortiori, SBA could not assert that the suspension involved here Is some
sort of postponement and not final action that would require a public rulemaking proceeding.
It might be argued by SBA that although it has valved its exemption under
5 U.S.C. 553(a)(2), it has not valved the exception It would have for "Inter-

121/

pretative

rules and general statements of policy"

which would allow it+*

bypass the public notice and moment requirements applicable to agency regulations.

It would then further argue that 13 C.F.R. Part 111 Is either an

interpretative rule which is meant "to advise the public of the agency's
construction of the statute which It is administering" or a general statement of policy which It has Issued "to advise the public prospectively of
120/ 683 F.2d 762.
653 F.2d 573 (D.C.

See also, Council of Southern Mountains v. Donovan.,

Cir. 1981).

121/ 5 U.S.C. 553(b)(A) (1976).
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122

the manner in which the agency proposes to exercise Its discretionary power,
thereby obviating the necessity for compliance with the Informal rulemakins
requirements of the APA.
The courts have consistently hold that rules, whatever they are labelled
by an agency, are substantive or legislative and subject to APA procedure if
they have the effect of creating or altering substantive obligations or rights
of persons outside the agency.

123/

Under the instant circumstances it would

appear difficult for SBA to sustain a position of non-applicability under
asessment applicants have relied to their
124/
detriment on the agency's longstanding policy and practice.
Moreover,
the impact test.

By its own

the rules themelve@ detail substantive requirements for eligibility which,
until December 1981, if met would have assured an applicant of a guarantee.
But irrespective of the nature of the rule involved, the cessation of
the pollution control equipment loan guarantee program for taexeupt Issuances
Is the type of abrupt change of policy which the courts of late have subjected
to Intense judicial scrutiny. In one case, Involving the rescission of a rule,
the court held that "sudden and profound alterations in an agency's policy
125/
constitute 'danger sigsals' that the will of Congress Is being ignored."
In such circumstances, a lengthy line of Judicial precedent requires that
123/ See, e.g., lewls-ots v. Secreted of Labor, 469 7.2d 478, 482
(2d CTr. 1972); Texaco, Inc. v. FPC, 412 F.26 7409 744 (3rd Cir. 1969);
Pharmaceutical Ma-%ufacturers'..Ass'n v. Finch 307 F. Supp. 858, 864
ID. Del. 1970) National Motor freltht'Traffle Ass's v. United States, 268
F. Supp. 90, 95-6 (D.D.C. 1967), aff'd 393 U.S. 18 (19613
124/ Sees supra note 110 and accompanying text.
125/ State farm Mutual Autosobile Us. Co. v. Det of Transportation,
680 FM 205s ZZL (D.C.

Cir. 193Z), cert. stated, 1
.t.
340 1982).
See also, Natural Resources Defense Council, Inc. v. EPA, 683 F.2d 752, 760
(3rd Cir. 1982); Buildins & Construction Trades Dept., AFL-CIO, v. Donovan,
543 F. Supp. 1282, 1289-90 (D.D.C. 1982); Center for Science in the Public
Interest v. Department of the Treasury, Civil Action No. 82-610, D.D.C. Feb. 8,
1983 (Pratt, J.), Slip Op. at 10-11.

/
-"
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126/

an agency changing course must supply a reasoned analysis" of the factors
Justifying the change.

In this regard the Supreme Court pointed out in

Atchison, Topeka & Santa Fo Rilvay Co. v. Wichita Board of Trade, that

a "settled course of behavior embodies the agency's Informed judgment that,
by pursuing that course, it will carry out the policies omitted to it by
Congress.

There Li

then, at least a presumption that those policies viii

be carried out best if the settled rule is adhered to."

Further, where an

agency rescinds a regulation which was at one time presumed to be in furtherance of an agency's mandate, it has been held that it should sake a showing
that past rationale underlying and supporting the regulation is not being
128/
"casually ipored.W"It also has been held that where an agency has sharply
changed its substantive policy, "it makes sense to scrutinize the procedures
employed by the agency all the more closely where the agency has acted, within
129/
a compressed time frame, to reverse itself by the procedure under challenge.-Underlying these holdings is the realization that only by holding up the
reasons for agency decisionmaking to public scrutiny can the public be assured
that the agency is acting rationally and can the courts effectively perform
their task of review under the APA. In the words of the Court of Appeals
for the District of Columbia:
126/
Cir.

TMI1).

Greater Boston Television Corp. v. FCC, 444 F.2d 841, 852 (D.C.
-'-

127/

412 U.S. 800, 807-8 (1973) (emphasis added).

128/

Greater Boston Television Corp. v. FCC, supra note 126, 444 F.2d

,at $5*7
129/ Natural Resources Defense Council. Inc. v. EPA, 683 F.2d 752, 760
(Srd Mr. 1982).
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-vrn absent special circumstances, it is
vital that an agency justify a departure
from its prior determinations.

First, the

requirement of reasons imposes a measure

of discipline on the agency, discouraging
arbitrary or caoricious action by demand-

Ing a rational and considered discussion

of the need for a new agency standard.
The process of providing a rationale that

can withstand public and judicial scrutiny
co.pels the agency to take rule changes
seriously.

The agency will be less likely

to make changes that are not supported by
the relevant law and facts.

130/
Finally, apart from the potential irregularities stemming from SBA's
failure to adhere to the APA's statutory requirements, a further problem
of constitutional dimensions may be raised.

While procedural due process

has never been a term of fixed or invariable content, at its core it dictates that before a person may be deprived of life, liberty, or property
by governmental action, he must be given notice of this fact (that is,

he

must be given notice of the proceedings that may affect him), he must be
given an opportunity to defend himself against t'.e deprivation, and the
problem of the propriety of the deprivation, under the particular circumstances presented, must be resolved in a manner consistent with essential

130/ Baltimore & Annapolis Railroad Co. v. Washington Area Transit
Co-s1sion, 642 F. d 1365, 1370 (D.C. Cir. 1 80). see aISO$ RMCP v
612 F.22 993, 998 (D.C. Cir. 1982) ("... where policy has beeu-"T&tered7"the
court should be satisfied both that the agency was aware it was changing
its views and has articulated permissible reasons for that change, and
Also that the new position is consistent with the law."); Food Karketing
Institutes v. ICC, 587 F.2d 1285 (D.C. Cir. 1978 (" . . . [1)t is a least
lcuabnt upon-e agency carefully to spell out the basis of its decision
when departing from prior norma."); Columbia Broadcasting System v. FCC,
454 F.2d 101b (D.C. Cir. 1971).
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131/
Under the circumstances heretofor detailed, a plausible

fairness.

constitutional challenge based upon the lack of notice to, and the consequent Impact upon, affected members of the public

night be success-

fully advanced.
In sun, then, SRA has offered neither notice of nor public explanation
for

its sudden change in policy. In view of the prevailing case law, there

is a strong likelihood that a court reviewing the instant circumstances would
find the cessation of the program unlawful on statutory or constitutional
grounds, or both.
Ill.

CONCLUSION
SBA's termination of Its pollution control equipment loan guarantee

program with respect to tax-exempt Issuances at the direction of OHB
raises substantial questions of legal propriety.

The termination was

affected without public notice or comment In spite of the fact that the
longstanding policy and procedure governing the operation of the program
was established by the informal rulemakLng procedures of the APA.

No

formal explanation of the agency's reasons for Its action has been given.
There Is evidence that members of the public whose applications have not
been processed as a consequence of the termination have suffered material
hardship because of their reliance on the continued viability of the
program.

SA also concedes that the change in the nature and direction

of the program Is contrary to the original Intentions of the Congress
and has caused substantial detriment to the efficacy of the program.

It

131/ See, e.g., Hullane v. Central Hanover Bank & Trust Co., 339 U.S.
306, 31T-15 (1950) Horgan v. U.S. 704 U.S. 1 (1938); Consolidated Edison
Co. v. &LRB, 305 U.S. 197 (1938).
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has stated that but for OMB's directive it would have contimed to

administer the program in the manner it had been historically comnitted.
There appears to be no firm legal basis for 013's authority to order
the termination of the program.

From this we conclude that it would

not be unlikely for a court to find SBA's termination of the program to
be unlawful for its failure to effect that action in accordance with
the requirements of the Administrative Procedure Act and in violation
of the Fifth Amendment for its failure to afford adequate notice of the
agency's action to members of the public who were meant to be benefited
by the program end who had justifiably relied on its cont

their mterial detriment.

I

I
Morton Rosenberg
Specialist in American Public
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Senator PACKWOOD. Congressman Eckart is here. We will take

him next, then we will move on to our panels.

Thank you for coming.

STATEMENT OF HON. DENNIS E. ECKART, U.S. REPRESENTATIVE
FROM THE STATE OF OHIO
Mr. ECKART. Good morning, Senator.
This is my first time, Mr. Chairman, testifying before the Senate.
I am not sure if the rules are the same, but I would like to insert a
more lengthy statement.
Senator PACKWOOD. Your entire statement will be in the record.
Mr. ECKART. I thank you.
I am pleased to be here to express my support and the support of
almost 100 House Members on behalf of the small business participating debenture legislation which I have introduced as a companion bill to Senator Weicker's legislation, S. 842.
One frequent saying, Mr. Chairman, in the lexicon of smaller enterprises is that the difficult problems faced by the big businesses
are twice as hard for small businesses to overcome. Yet, this is particularly true of capital formation.
I will not duplicate Senator Weicker's testimony, which fairly
thoroughly explains the small business participating debenture legislation.
While the bill may be difficult to pronounce, the concept it embodies is fairly easy to understand. It is a new financing device
that would enable both borrowers and lenders to profit from its
use. The participating.debenture is actually a new form of a hybrid
security, a cross between a stock and a bond. The mechanism
would help small businesses raise capital without sacrificing their
ownership in their industry. It would increase the strength of the
entrepreneur and I believe would be an extra tool that would be
very helpful in helping small businesses deal with the consequences of high interest rates.
The SBPD would carry a nominal rate of interest and would pay
a percentage of profits to the investor. For the borrower, all payments would be tax deductible; and for the lender, regular income
taxes would be paid on the interest, and the lower capital gains tax
would be paid on the profits made.
While we are now witnessing a rather anemic economic recovery,
in my opinion true economic growth will not begin on Wall Street,
but on Main Street and among our small businesses. By offering
incentives for investment in small business, we can perpetuate the
growing cycle of entrepreneurship that is so important to our economy.
Most of the growth we have experienced in the last decade has
come from our smaller businesses throughout the United States.
This sector needs help. It has been most adversely affected by the
difficult economic circumstances of the last 2 years, and I believe
that the SBPD would be an important tool in making more capital
available to the real entrepreneurs, the real builders of our society.
This is an innovative and much needed tool to spur small business growth and development. This concept, Mr. Chairman, is
broad-based and does have bipartisan support. It was recommended
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by the White House Conference on Small Businesses in 1980; has
been endorsed by small business organizations in 33 States; and additionally, as I mentioned, almost 100 Members of the House have
now joined me in cosponsoring this legislation, from both sides of
the political aisle, covering all ranges of the political spectrum.
There is strong support for and a growing momentum behind
this legislative proposal. I would encourage this committee, as it
looks at dealing with the problems of economic recovery, to pay
special attention to the needs of the small business person.
This is not the panacea. This is not a single cure. But Mr. Chairman, I believe it would be one more effective tool to help the small
business person cope with the consequences of a difficult economic
situation.
I thank the Chair for his courtesy.
[The prepared statement of Hon. Dennis E. Eckart follows:]
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HONORABLE DENNIS E, ECKART
TESTIMONY BEFORE THE SENATE FINAX4CE TAXATION
SUBCOiITTEE REGARDING S, 842,
SMALL 3USINESS PARTICIPATING DEBENTURES
OCT03ER 28, 1933
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GOOD MORNING SENATOR PACKWOOD AND DISTINGUISHED MEMBERS OF
THE COMMITTEE,
OF

q. 8112,

I AM PLEASED TO BE HERE TODAY TO TESTIFY ON BEHALF

WHICH WOULD PROVIDE TAX INCENTIVES FOR THE ISSUANCE OF

SMALL BUSINESS PARTICIPATING DEBENTURES.
INTEREST IN THIS PROPOSAL BECAUSE
LEGISLATION IN THE

I HAVE A PARTICULAR

I HAVE INTRODUCED COMPANION

HOUSE,

ONE FREQUENT SAYING IN THE LEXICON OF SMALLER ENTREPRENEURS
IS THAT DIFFICULT PROBLEMS FACED BY BIG BUSINESS ARE TWICE AS
HARD FOR SMALL BUSINESS TO OVERCOME.
CAPITAL FORMATION.

THIS IS ESPECIALLY TRUE OF

YET FOR SMALL BUSINESS TO PROSPER AND FLOURISH,

IT IS ABSOLUTELY IMPERATIVE THAT AFFORDABLE CAPITAL BE MADE AVAILABLE.
UNFORTUNATELY, THAT OPPORTUNITY DOES NOT EXIST IN TODAY'S ECONOMIC
ENVIRONMENT.
AT ONE TIME, THE MOST IMPORTANT SOURCE OF CAPITAL FOR SMALL
BUSINESS WAS THE COMMERCIAL BANK.

GRADUALLY, HOWEVER, THE INDEPEN-

DENT, LOCALLY OWNED AND OPERATED BANK ON THE CORNER HAS BEEN VIRTUALLY
REPLACED BY LARGE, IMPERSONAL,

STRUCTURED BANKS THAT ARE FAR LESS

LIKELY TO LEND MONEY TO SMALLER CONCERNS, ESPECIALLY THOSE JUST
STARTING UP AND WITHOUT

PROVEN RECORDS.

ANOTHER FACTOR INHIBITING

CAPITAL FORMATION IS THAT A GROWING AMOUNT OF THE NATION S WEALTH
IS NOW FOCUSED ON INSTITUTIONS SUCH AS INSURANCE COMPANIES AND PENSION
BENEFIT TRUSTS, WHICH ARE PREVENTED BY REGULATIONS AND LONG-STANDING
TRADITIONS FROM INVESTING IN RISK SITUATIONS, EVEN IF THE RISK
IS RELATIVELY LOW.

AND WHILE A LIMITED NUMBER OF VENTURE CAPITALISTS

WILL COMMIT CAPITAL TO JUST-FORMING BUSINESSESi THIS OPPORTUNITY IS
USUALLY RESERVED FOR HIGH-RISK, HIGH-PROFIT VENTURES WITH A POTENTIAL
FOR EXTRAORDINARY GROWTH.

GENERALLY, THE FAMILY HARDWARE STORE

THAT NEEDS CAPITAL FOR EXPANSION PURPOSES IS LEFT OUT IN THE COLD.
IF FNTREPRENEURS DO MANAGE TO ATTRACT VENTURE CAPITAL FOR NEW COMPANIES,
THEY FIND THAT THEIR FINANCIERS USUALLY SNAG A CONTROLLING
INTEREST IN THEIR OPERATIONS IN'EXCHANGE FOR THEIR CASH.

225
THE BILL OFFERED BY THE DISTINGUISHED SENATOR FROM
CONNECTICUT OFFERS REAL HELP TO SMALL BUSINESS CONCERNS.

IT WOULD

ENABLE ENTREPRENEURS TO BORROW THROUGH THE SALE OF A NEW HYBRID
SECURITY CALLED THE SMALL BUSINESS PARTICIPATING DEBENTURE, OR
WHILE THE

SBPD

SBPD.

IS DIFFICULT TO PRONOUNCE, THE CONCEPT IT

EMBODIES IS EASY TO UNDERSTAND: IT IS A NEW FINANCING DEVICE THAT
WOULD ENABLE BOTH BORROWERS AND LENDERS TO PROFIT FROM ITS USE.
THE PARTICIPATING DEBENTURE IS ACTUALLY A "HYBRID" SECURITY
A CROSS BETWEEN A STOCK AND A BOND,
BUSINESSES RAISE CAPITAL WITHOUT
_STRENGTH OF THE ENTREPRENEUR -BUSINESS,

AN

SBPD

--

THE MECHANISM WOULD HELP SMALL

SACRIFICING THE KEY QUALITY AND
EQUITY OWNERSHIP IN HIS OR HER

WOULD CARRY A NOMINAL RATE OF INTEREST AND

WOULD PAY A PERCENTAGE OF PROFITS TO THE INVESTOR.

FOR THE BORROWER,

ALL PAYMENTS WOULD BE TAX DEDUCTIBLE; FOR THE LENDER, REGULAR
INCOME TAXES WOULD BE PAID ON THE INTEREST AND THE LOWER CAPITAL
GAINS TAX WOULD BE PAID ON THE PROFITS PAYMENT.
THE

SBPD

WILL PROVIDE A NEW, DESPERATELY NEEDED SOURCE OF

CAPITAL FOR SMALL BUSINESSES.

IT IS LIRELY TO ATTRACT NEW INVESTORS

BECAUSE IT OFFERS AN OPPORTUNITY TO SHARE IN THE PROFITS OF A GROWING
OR POTENTIALLY FLOURISHING BUSINESS.

THE PARTICIPATING DEBENTURE'S

LIMITED DOWNSIDE RISK WOULD MOTIVATE BANKS AND INSURANCE COMPANIES
TO FULLY PARTICIPATE IN THE SMALL BUSINESS SECTOR, A VITAL ELEMENT
OF OUR ECONOMY,

PRODUCT DEVELOPMENT, MARKET DEVELOPMENT AND

PHYSICAL EXPANSION WOULD ALL BE FURTHERED BY ENACTMENT OF THE
PROPOSAL,

SBPD

I'HILE WE ARE NOW WITNESSING AN ANEMIC RECOVERY, TRUE
ECONOMIC GROWTH WILL BEGIN NOT ON WALL STREET, BUT ON MAIN STREET.

BY OFFERING INCENTIVES FOR INVESTMENT IN SMALL BUSINESS, WE CAN
PERPETUATE THE GROWING CYCLE OF ENTREPRENEURSHIP THAT IS SO IMPORTANT
TO OUR ECONOMY.

MOST OF THE GROWTH WE HAVE EXPERIENCED IN THE

LAST DECADE HAS BEEN IN THE SMALL BUSINESS SECTOR AND STUDIES
SHOW THAT EIGHT OUT OF TEN NEW JOBS ARE RELATED TO SMALL BUSINESS
DEVELOPMENT.

SBPD

NEW CAPITAL INVESTMENTS AND JOBS GENERATED BY THE

WOULD BRING IN FEDERAL REVENUE AND HELP TO FUEL ECONOMIC

RECOVERY,
I BELIEVE THE TIME HAS COME FOR THIS INNOVATIVE AND MUCHNEEDED TOOL TO SPUR SMALL BUSINESS GROWTH AND DEVELOPMENT.

SBPD

THE

CONCEPT HAS BROAD-BASED, BIPARTISAN SUPPORT: IT WAS A RECOMMEN-

1980
33 STATES.

DATION OF THE WHITE HOUSE CONFERENCE ON SMALL BUSINESS IN
AND HAS BEEN ENDORSED BY SMALL BUSINESS ORGANIZATIONS IN
ADDITIONALLY,

94

MEMBERS OF THE HOUSE, REPRESENTING BOTH SIDES

OF THE AISLE, HAVE JOINED ME IN SPONSORING THIS IMPORTANT PROPOSAL.
CLEARLY, THERE IS STRONG SUPPORT FOR AND A GROWING MOMENTUM
BEHIND THE

SBPD

PROPOSAL.

I WOULD LIKE TO COMMEND THE CHAIRMAN OF THE COMMITTEE FOR
HIS ATTENTION AND CONSIDERATION OF THIS ISSUE.

I

WOULD BE HAPPY

TO ANSWER ANY QUESTIONS COMMITTEE MEMBERS MAY HAVE.
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Senator PACKWOOD. You will be happy to know that Senator
Boren who is a member of this committee has just handed a statement to me in support of this bill. That is one more vote on this
committee for it.
Mr. ECKART. Well, thank you.
Senator PACKWOOD. Congressman, thank you for coming over. I
am sorry we held you up a few moments.
Mr. ECKART. Well, that's OK. I appreciate the courtesies, and I
appreciate you holding a hearing on this important bill.
Senator PACKWOOD. It's good to have you with us.
Mr. ECKART. Thank you, Mr. Chairman.
Senator PACKWOOD. Now, let's move on on S. 842 to a panel consisting of William Barth, Edward Pendergast, Robert Haddad, and
Ron Cohen.
Gentlemen, as I have indicated to the Senators, to the Treasury,
and to Congressman Eckart, your entire statements will be in the
record. You know the time limits we are operating under, and I
would appreciate it if you would abbreviate your statements.
Mr. Barth, go right ahead.
STATEMENT OF WILLIAM BARTH, DIRECTOR, SMALL BUSINESS
LEGISLATIVE LIAISON, ARTHUR ANDERSEN & CO., CHICAGO,
ILL., ON BEHALF OF THE SMALL BUSINESS LEGISLATIVE
COUNCIL

Mr. BARTH. Mr. Chairman, we are indeed grateful for this opportunity to speak on behalf of the proposal which has received the
broadest support among small business persons and small business
organizations.
my name is William Barth. I am director of Small Business Legislative Liaison of Arthur Anderson & Co., and I am also appearing
today on behalf of the Small Business Legislative Council. This is
an organization of 78 national trade associations, with 4.5 million
members.
We have tried to organize, Mr. Chairman, our program this
morning. I will give a very brief historical perspective, and then
Mr. Haddad will speak on the need for and the availability of capital. Mr. Cohen will speak on who will invest and why will they
invest, and finally Mr. Pendergast will make comments on the revenue estimate.
You have heard from two previous speakers of how an SBPD
works, and therefore it should be unnecessary to go into that. But
we will certainly be -happy to work with you at any time to answer
such questions as you or the staff members may have on this.
I would point out that there are no Federal guarantees under
this program. There should be no need for new bureaucratic exercises brought about. This is an-initiative of the private sector.
I first direct your attention to the breadth of support which has
been given to the SBPD in the past. As you have heard, it was first
identified as a high-priority recommendation of the White House
Conference. The concept has since received the highest ranking
recommendation of the first SEC Government Business Forum on
Capital Formation. It has received the recommendation of the
Small Business Legislative Council, the National Small Business
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Association;- it has been identified as a priority recommendation of
Small Business United, which is a group of regional, State, and
metropolitan small business associations in 19 States; it has received the recommendation of the American Institute of Certified
Public Accountants, the Homestead Conference which was sponsored by the Small Business Committee of the American Bar Association; it has received the recommendation of the National Advisory Council of the Small Business Administration, and of the Senate
Small Business Committee advisory council; and it has received a
statement of endorsement and support from the then-candidate Mr.
Reagan, issued in September 1980, just 2 months prior to his election to the Presidency.
You may question whether the SBPD can do for small business
what it is intended to do. Well, the experience of a small bank in
suburban Milwaukee indicates that it will do what it is intended to
do; for this bank, after hearing of the concept at the White House
Conference, began making participation loans with its customers
back in 1980. It has today had outstanding somewhat less, slightly
less, than a dozen loans. It is reported to me by the president of the
bank that the customers like the loans, because there is a sharing
of rewards and also a sharing of lesser returns.
I see that my time is up, and I will go ahead to Mr. Haddad.
[Mr. Barth's prepared statement follows:]
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STATEMENT OF WILLIAM D. BARTH

BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE FINANCE COMMITTEE
FRIDAY,
ON S.

842,

Mr.

OCTOBER 28,

1983

THE SMALL BUSINESS PARTICIPATING DEBENTURE

Chairman and Members of the Subcommittee, we very

much appreciate the opportunity to appear before this important
Subcommittee --

and after the high ranking Congressional panel

which has just testified --

in this first Congressional hearing

on Small Business Participating Debenture -legislation.
We deeply appreciate the efforts of the chairmen of the
full Committee (Senator Dole) and the Subcommittee (Senator
Packwood) who have made it

possible to come in and establish an

official record on this measure.

My name is William Barth, and I am the Director of

Small Business Legislative Liaison for Arthur Andersen & Co.,
where I have been in small business practice for the past 35
years.

On this occasion, I am also representing the Small

Business Legislative Council, an organization of 78 national
trade associations speaking for 4.5 million small businesses.
The member organizations of SBLC are listed in Exhibit 1,
attached to my statement, followed by the text of the SBLC
resolution in support of the Small Business Participating
Debenture (Exhibit 2).

- I -

230
OUTLINE OF TESTIMONY
An outline of my testimony may be found in the one page
summary accompany ing this statement.
NEED FOR SMALL BUSINESS CAPITAL

As the Members of this Subcommittee know, measuring the
lack of capital availability at various stages of the development
of enterprises is extremely difficult.

It was this realization

that led the Senate Small Business Committee to propose, and the
Congress to adopt, the Small Business Omnibus Capital Formation
Act of 1980.

That Act provided that the Securities and Exchange

Commission, together with the Small Business Administrati-on,
perform the necessary economic research and discuss their findings in annual conferences.

The statute further provides that

these conferences are to be planned and attended by both the
Federal agencies and the private sector small business and
investment organizations having a vital stake in the capital
formation process in this country.

The first two Business-

Government Forums on Small Business Capital Formation have taken
place.

The results, we believe, have justified this

Congressional approach.
The Forum has demonstrated-that small business capital
needs change from Congress to Congress and from year to year.
Small business difficulties with the corporate income tax, estate
tax, depreciation and capital gains rates of the 1970's have been
alleviated to a considerable extent by Congressional initiatives.

- 2 -
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At the top of the list of recommendations of the first
Forum in September 1982 was the Small Business Participating
Debenture (see Exhibit 14).
Intuitively, all of us know that unglamourous.. slower
growth or low-tech small businesses have more problems raising
capital than do glamourous, high-growth and high-tech enterprises.

These obstacles, partLculary pronounced in the realm of

longer-term capital, have been documented by a study published by
the present Administration, performed by Council for Northeast
Economic Action in conjunction with five prominent banks across
the country.
On the basis of extensive field research, the study's
"conservative estimateO is that as many as 70,000 financially
sound small independent firs, particularly those in rural areas,
experienced significant unmet needs for intermediate and longterm financing.
Although the survey, which was concluded two years ago,
in 1981, concluded that short-term credits are "relatively easy
to secure,* the finding was that "capital gaps are a reality" and
in the realm of long-term financing, *roughly one out of four
-finis attempting to secure these credits is unsuccessful.'
('Empirical Analysis of Unmet Demand in Domestic Capital Markets
in Five U.S. Regions,; Economic Development Administration, U.S.
Department of Commerce, February 19, 1981, pages 4-5).

- -3 -
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The key concepts here are longer-term and "bridgeQ
financing.- Longer-term usually means three, five or seven
years.

*Bridgew financing is one term for funding of small

business development after the initial equity from the entrepreneur, friends and relatives has been fully deployed, and
before a private placement or a public offering of securities is
possible.

At this juncture, the firm has established some kind

of a track record in the market.

Often the success of such a

business prompts it to plan an expansion, perhaps to another
location, another city, or another product line.

Suppose the

concern has been making water softeners for 25 years.

Management

now visualizes that, because of the current concern for pollution, there is a promising market for water purification units.
Assume further that the firm wants to raise a relatively small
amount of capital -- $500,000 or a million dollars to develop
this new line of products.
Automatically, such a business is excluded from issuing
bonds or commercial paper.

These securities normally have a

minimum threshold of $25 million in order to make the economics
of such an issue worthwhile for the underwriter.
The normal recourse of such a business would be to bank
credit.

You may have become aware of the testimony of the

National Small Business Association before the House Banking
Committee on October 6th, which documents the differential in
interest rates over the past year between larger and smaller bank
loans.

In brief, it shows that the larger loans (those of $1
- 4 -
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million) have been made at about 1.670 below the stated prime
rate, while the smallest loans have carried interest rates about
3% above the prime.

Thus, the smaller businesses could be facing

differentials of up to five percentage points in borrowing
capital, a considerable competitive disadvantage.
Since we have entered an era of unprecedentedly high
and floating interest rates, fixed rate borrowing is becoming
increasingly a thing of the past, and the cost of debt capital
generally borders on the prohibitive.

(See Statement of the

National Federation of independent Business, "Bank Deregulation
and Its Impact on Small Business Financing," House Small Business
Subcommittee on Taxes and Equity Capital, October 19, 1983.)
Moreover, the era of rapid deregulation and restructuring of the financial service industry holds imponderable risks
for the financing the nation's small business community.

A

recently concluded study by the Bank Administration Institute and
Arthur Andersen & Co. concluded that--between now and 1990, the
number of banks in the country would decline by about a third and
that the smaller community banks, which have been the mainstay of
small business financing, would decline by a dramatic 41 percent.

(OHew Dimensions in Banking:

Managing the Strategic

Position," Arthur Andersen & Co., Bank Administration Institute,
1983, pages 2 through 8).
The American Institute of Certified Public Accountants
has testified to the Senate Small Business Committee this year
about the disruption in local capital markets and downgrading of
- 5 -
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personal and community considerations which its members have
observed as a result of these trends.

(Statement of AICPA,

"Small Business Issues and Priorities, 1983,1 February 25, 1983,
pages 573-83).
As a business moves up the economic scale, it could
consider venture capital as a source of funds.

If it does, it

faces the prospect of giving up 20 to 50% of the company in
return.
At the stage where an enterprise could consider a
public securities offering ($50.0,000 in profits for a regional
offering and about $1 million for a national offering), it must
recognize that more and more of the independent securities
houses, which have traditionally been the gateway to the public
market for smaller firms, are being merged out of business.

The

National Association of Securities Dealers has concluded:
"(This shrinkage) may suggest even more difficult times
ahead for local developing companies seeking equity
financing.*
(The Financial Services Industry of
Tomorrow, NASD, November 1982, page 45).
So, small firms are being squeezed both from the debt
side and the equity side.

In such a climate, it is urgent that a

new source of stable long-term bridge financing be developed.
HISTORY OF THE SBPD PROPOSAL
The SBPD is the leading candidate to resolve this
double-barrelled problem.

The participating debenture concept

was first proposed at a May 15, 1978 public hearing of the Senate
- 6 -
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Small Business Committee,

conducted at the American Stock

Exchange by the present Chairman of that Committee, the Senator
from Connecticut (Mr. Weicker) and the former Senator from Maine
(Mr. Hathaway).

A panel of witnesses was assembled by the

distinguished Chairman of the American Stock Exchange, Arthur
Levitt, and we were privileged to take part in that panel.
It was our suggestion that the Small Business Participating Debenture would open up a source of financing for small
business by restructuring the incentives to potential investors
in those businesses.

The basic concept was and is that investors

might accept a lower fixed rate of interest, and in return, the
business would be willing to grant those investors a share of
future profits.

As a result, the ultimate return to investors

could be would be higher than the usual loan.

Both the rate of

interest and the share of profits would be negotiable by the
private parties under marketplace conditions, and government
regulation or paperwork would not be present.
The term "participatingO stands for the share of
profits which would be negotiated between the business and the
prospective investor, and the term "debenture' denotes the underlying instrument which would be an unsecured note that would pay
a stated rate of interest, would return the principal on a date
certain, and would give the investor some preferences in the
ultimate case where liquidation became necessary.
In 1979, the Senator from ConneCticut (Mr. Weicker)
developed this concept into a bill, which was introduced in the
- 7 -
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96th Congress.

The chronology containing the various bill

numbers in the Senate and Rouse is attached as Exhibit 3.
We appreciate Senator Weicker's efforts in pioneering
this legislation, and his continuing interest in advancing it
through the Congress.
We wish also to recognize the efforts of Representative
Bckart, whose Rouse bill

(H.R.

1136) now has approximately 95 co-

sponsors and Rep. Marriott, whose alternative approach retaining
a tax credit, has attracted about 30 co-sponsors.
ROW TRE SBPD WOULD WORK
The SBPD works by offering an investor two streams of
income:

(1) conventional interest, and (2) a negotiated share of

the profits for a limited period of time.
Because the outside investors can thus look forward to
a share of profits, they would normally be willing to settle for
a lower interest rate,

This reduces the fixed-rate monthly or

quarterly payments which the business would be required to make.
An apt commentary on this mechanism, by the Senator
from Rhode Island (Senator Pell) informed the Senate that:
"As persons familiar with the business world know
very well, a high fixed rate of interest is dangerous
to the health of smaller businesses, because payments
must be made in bad times as well as good.

- 8-

Olt is likely that such high fixed costs are a
significant factor in the record number of bankruptcies
occuring over the past (few) years because some

excellently managed firms could not meet their monthly
payments. (*Small Business Participating Debenture,
Congressional Record, July 26, 1983, p. S. 10905-06).
The technical keystone of the proposal is that the
investor incentive be enhanced by classifying the profit share of

the SBPD's return as capital gain. This has two consequences.
Because the overall rate of return is higher, the incentive to
invest in small business can better compete with other investment
Also, because capital gain carries a lower rate of

vehicles.

taxation, there is an incentive for investors to keep their
front-end interest costs as low as possible. This would improve
the prospect that the business will prosper, and the share of
-profits out of which investors' major reward is taken, will be
maximized.
This structure is made to order to the capital-short
small business.

Another aspect to this financing is also

staunchly supported by the small business community: retention of
ownership and confidentiality of the business.
As the members of this Committee know, the financial
community, and particularly venture capital, has had extensive
experience with hybrid instruments.

Existing financing

mechanisms include bonds and debentures with attached options,
warrants, or conversion privileges.
The difference between all of these existing investment
media and the SBPD is that, under present law and practice, the
- 9 -
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equity interests gained by outside investors now are permanent.
In contrast, under the SBPD, the "equity-type" position of the
lender/investor is temporary and carries no rights to vote or
share in the management of the enterprise.
As Senator Pell stated:
"A trade-off for this low interest is that the
business must relinquish part of its profits. However
the profits-share paid to the lender/ investor would be
for only a limited period of time and not forever.
Thus the owners of the enterprise -- and the overwhelming majority of the 16 million ventures in the
United States are closely held -- would not be required
to part with any of their precious ownership equity."
This feature of the SBPD does much to explain its
popularity with the small business community.
To illustrate the mechanics of this instrument, the
following chart is based upon a company which has issued $100,000
worth of SBPD's or small notes allowing participation (SNAP).

In

the first example, it agreed to pay a hypothetical 60 interest
and 15% of profits.

The first year the company earns $100,000 of

pre-tax profit and the return to the investors is as follows:
RATES OF RETURN
For Small Business Participating Debenture
at various interest and profit-share levels.

-

10

-
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xumple It

Interest
6%

Income of Business
SWDI/MP interest return
[ss interest

Profit-share
15%

:$100,000
x .06
6,000

Balance
S5D/SNAP 15% of profits

After Tax
Rate of Return
Pre-tax

$79,900

After
Tax

$ 6,000

50%

$ 3,000

14,100

201

11,280

$20,100 Total

$14,280

94,000
14,100

Profits retained by
business

Tax
Rate

This would represent a composite 14.3% return after
taxes.

If the interest rate were 10%, and the share of profits

were 12%, the after-tax rate of return to a 50% bracket
individual taxpayer would be 13.6%.
The further advantages to the investor are:

(1) if a

profit is earned, investors would receive the bulk of their
return at the 20% capital gain rate: (2) this lightly taxed
income is received currently, rather than deferred; and,
(3) interest is also received at the negotiated rate.
Same assumptions:

Business issues a $100,000 SBPD and

earns pre-tax profits of $100,000 for the current year.

Interest

Profit-Share

After tax
Rate of Return

Example 2

11.5%

13.5%

15.31%

Example 3

10%

30%

26.60%

The second of these examples is based upon a composite
of actual experience with a similar instrument in Wisconsin, to
be discussed later in this statement; and the third is based upon

-
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what a typical deal with a Small Business Investment Company
might be.
WIDE SPECTRUM OF SUPPORT
Since the introduction of this proposal, the SBPD has
gained wide support both inside and outside of Congress.

It is

particularly encouraging that this support is in both Rouses and
both parties.

Senator Weicker's bill which is before you this

morning (S. 842, introduced March 17, 1983) has 17 sponsors,
three of whom are on the Senate Finance Committee (Senators
Heinz, Boren and Baucus).
In the Rouse, we have mentioned that the bill

introduced by Rep. Dennis Eckart of Cleveland (R.R. 1136) has 95
co-sponsors; and a similar measure introduced by Rep. Marriott
(H.R. 1902) has about 30 co-sponsors.

Since 1978, we have not

seen a single member of Congress speak in opposition to this
concept.
President Reagan while a candidate explicitly endorsed
the SBPD as has the Democratic National Committee Small Business
Council (Exhibit 7).
As you will recall, the SBPD was the fifth highest
ranking recommendation of the White Rouse Conference on Small
Business in January, 1980.

The Conference was probably the most

widely representative small business assembly ever in the U.S.,
with delegates elected by 25,000 small business owners attending

-
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regional and local conferences throughout the nation during 1978
and 1979.
As we have seen, the SBPD was the highest ranking
recommendation of the first BBC Government-Business Forum on
Capital Formation in 1982.

Other private organizations which

have endorsed the SBPD/SNAP are the following:
o

The Small Business Legislative Council consisting of 78
national trade association (Exhibit 2).

o

The National Small Business Association (Exhibit 4).

o

The Small Business National Advisory Council (Resolution
Number 24 of September 16, 1982) (Exhibit 5).

o

Small Business United, a coalition of regional, state
and metropolitan small business associations in 14
states (exhibit 6).

o

The Democratic National Committee Small Business Council
(Exhibit 7).

o

The American Institute of Certified Public Accountants
(Bxhibit 8).

o

The American Bar Association Homestead Conference
(Exhibit 9).
It is also pertinent that the Reagan/Bush campaign in a

September 25, 1980 letter to the National Small Business Association by Edwin J. Gray, transmitted President (then-candidate)
Regan's endorsement of the small business participating debenture
concept in the following specific terms:

-
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'Capital

Formation

I strongly suport initiatives to assist small
business in locating and retaining capital.

I favor the creation of a Small Business
Participating Debenture, to allow investors to
participate in earnings growth, without requiring
entrepreneurs to sell their interest in the business
to acquire capital.
I strongly support accelerated, simplified
depreciation procedures for business investment. I do
not, however, favor a limitation on the amount of
depreciation that a company could claim."
(Exhibit
10).
EXPERIENCE WITH A SIMILAR INSTRUMENT

At least one institution has begun experimenting with
an instrument which is as close to the SBPD format as the present
law allows.
The Brown Deer Bank, located in a suburb of Milwaukee,
has made nearly a dozen loans over the past few years based on
the concept of participating in profits for a temporary period,
but without the capital gain feature, of course.
The bank, protecting its downside, has set the interest
rate at the stated New York prime rate.

This, as we have seen,

provides a differential above the rate provided to the bist bank
customers.

Accordingly, even if there are no profits, out of

which the bank can enhance its ultimate return, it still makes
money on the transaction.
- In Wisconsin, the average loan has been about $200,000,
which incidentally is exactly half of the average loan apparently
assumed by the Joint Tax Committee in 1980.
-

14

-
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The percentage of profits negotiated by the Bank and
the borrowers has ranged between 2 and 25%, reflective of the
wide variety of situations in the market place.
Further, not one of these transactions has been a
start-up, confirming the suitability of this vehicle for
companies with an established track record.
Bank officials responsible for the administration of
these loans observe that borrowers are somewhat surprised when
the bank first suggests this arrangement, but that after
understanding the elements of the transaction, have been
enthusiastic.
Further, the bank is satisfied, because all of its
loans so far have been profitable.
variable rate.

Interest has been at a

Further reference can be made to Dean Treptow,

president of the Brown Deer Bank for further detail in regard to
these transactions, and we suggest it would be valuable to study
this experience closely.
EFFORTS TO REFINE THE LEGISLATION

Since 1978, the proponents of this security have worked
hard to cooperate with the Congressional sponsors of the
legislation to refine its policy and technical elements.
At the beginning of this year, we were encouraged by a
series discussions involving staff representatives of Senate and
House sponsors on a bipartisan basis, and the principal private

-
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sector organizations interested in these bills.

We sought the

formulation of a uniformm bill and refining such a proposal in
order to minim mize revenue costs.
One of these meetings was on May 23, 1983, arranged by
the staff of the Senate Small Bu8iness Com'mittee.

At that time,

a detailed and very helpful technical critique of the bill was
offered by Harry Graham, a counsel to the Finance Committee
staff.

A memorandum itemizing these suggested improvements will

be appended as Exhibit 11.
Some of the suggestions were:

prescribing foreign

ownership (as does the Small Business Investment Company program), restricting the amount of passive income# personal holding
company income or real estate as a condition of eligibility for
such a loan.

Other persons have recommended reevaluation the

size limitations of the bill.
in may opinion

None of these modifications would,

impair the basic purpose of the SBPD which is to

assist in raising capital for active trades and
not for passive investment-type ventures.

usinesses and

We continue to hope

that the bill will be improved along such technical and policy
lines, and that other observations of Douse and Senate sponsors

and staffs will also be taken into account in improving the
legislation.
RBVBNUE ESTIMATE ON IMPROVED LEGISLATION NBEDED
The most recent Treasury revenue estimate, of July 13,
1983,

was rendered on the SBPD bill

(S. 642) before any of the

improvements just discussed had been made.
-
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Further,

these Treasury estimates stated no assump-

tions, gave no explanation and, therefore, did not provide a
basis for analyzing which parts of the legislation might produce
revenue losses and to what extent.
We would like to invite the Subcommittees attention to
the Joint Tax Committee revenue estimate of September 2, 1980,
attached as Exhibit 12.

Based on a bill which proposed more

liberal benefits than the present 8. 842, it

projected

significantly lover revenue numbers than the Treasury estimates.
There was an opportunity to inquire about the thinking
behind the 1980 estimates, and the memorandum accompanying
Exhibit 12 reflects what we believe to be accurate assumptions
used at that time.

It is noteworthy that paragraph 6, on page 4

of the memo, comments that if

small business firms earn 10% on

the capital generated by such debentures, the prospective revenue
losses would be offset completely.

The memo further observes

that if the aggregate return on the borrowed funds reached 12%,
Additional corporate taxes would be $3.3 billion for the

5th

year of the program # roughly $500,000,000 more than the revenue
loss estimated by the Joint Tax Committee.*
One of the subsequent witnesses, Mr. Pendergast, of the
Smaller Business Association of New England, has done sophisticated work on the revenue estimates for the SBPD# and we recommend to the Subcommittee his testimony, as well as that of the
other respected members of this business panel:

Mr. Robert

Baddad of Boston and Mr. Ronald Cohen of Cleveland.
-
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The possibility that the SBPD, properly £amed, could
make a positive contribution to the economy and to Federal
revenues,

argues strongly for a further exploration of this

instrument.

We would hope that following a further round of

refinements,

the bill will again be presented for a revenue

estimate that will be explicit as to its assumptions and
calculations, so we can learn which provisions account for how
much revenue and why.

This would enable the proponents of the

legislation to attempt to cope with the problems perceived by the
government's tax experts.
CONCLUS ION
The wide support for the SBPD in the small business
community and in the Congress is an indication of the potential
value of this concept.
We pledge our best efforts to assist in whatever way we
can in bringing this bill to a point where Congress can favorably
consider and enact such a proposal.

We believe that the benefits

of the SBPD will go beyond the individual small businesses, which
could not otherwise obtain long-term financing on acceptable
terms.

We believe SBPD will strengthen our general economy and

competitive stature in the world# and will also, on balance,
materially contribute to the revenues of the Federal Government.
We therefore hope Congress will press forward to
perfect this legislation.

-
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STATEMENT OF ROBERT HADDAD, PRICE WATERHOUSE & CO.,
BOSTON, MASS., ON BEHALF OF SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND, BOSTON, MASS.
Mr. HADDAD. Mr. Chairman, good morning. I am Bob Haddad
from Price Waterhouse in Boston. I am here representing the
Smaller Business Association of New England, SBANE, as the
chairman of their tax committee and as a director.
My testimony as submitted in writing has a great amount of
detail which will support my oral testimony, which I will try to
keep as brief as possible.
I guess I would like to focus on two things this morning, from my
perspective, having to do with capital. First, just some conclusions
that I have drawn from the State of Small Business Report that
was submitted to Congress by the President in March 1983. Three
points were made:
"Small businesses play a disproportionate role in the vitality of
our economy." That's a conclusion.
"Small business has experienced an increased risk of business
failure, a risk which could be significantly reduced by providing
them with increased- access to capital, which is their major problem.
"Small businesses are experiencing severe difficulties obtaining
capital from their traditional source of funds," that is, banks.
What are the current developments or the developments in the
last couple of years that have affected small business access to capital?
First, in the tax related area there are four: The Economic Recovery Tax Act of 1981, whose major provision had to do with the
accelerated cost recovery system, was a capital-intensive tax modification in the law, and unfortunately less than 25 percent of small
businesses are capital intensive. So the impact on small business of
that legislation was not significant in terms of the capital formation aspect.
Industrial development bonds have been diluted as the result of
the 1982 Tax Act, and there is a bill currently before Congress that
will further dilute access to and the availability of those funds.
The debt-equity regulation, section 385, is a subject of great concern to small business. It continues to be pursued by the Treasury
in their attempts to disallow interest deductions on the debt that is
owed by small businesses to various banks and other institutions.
The jobs credit, once thought to be a major potential source of
capital for small business, because of targeting and because of the
nonrefundable nature of the credit, has not enabled small business
to generate capital from this source.
Access to bank debt in the nontax area? Bank merger activity
and the elimination of approximately 36 percent of the small banks
in this country over the next 8 years is going to severely limit the
access to bank debt that small businesses have otherwise had available. Studies have demonstrated clearly that the access to bank
debt for small business has been on the decline, not the increase.
Venture capital requires a substantial relinquishment of equity
position in the company and is a very expensive source of capital
for small business.
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Other capital sources, in the form of institutional insurance, pension, and trust funds, are clearly not generally available as sources
of capital for small business because of regulation and risk factors.
Accordingly, SBANE is asking for the encouragement of and legislation of the SBPD's in order to provide them with a source of
capital that ought to be moderately priced and should provide
them with an opportunity to sustain their growth in troubled economic times.
I will end, since the bell has rung.
Senator PACKWOOD. Thank you.
Mr. Cohen.
[Mr. Haddad's prepared statement follows:]
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SBANE
SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND, INC.
SUMMIARY OF TESTIMONY

I.

I.

Introduction - Good Morning
A.

I am Robert L. Haddad, a Small
with Price Waterhouse in Boston

Business Tax Partner

B.

I am representing the Smaller
of New England (SBANE) of which
Tax Committee.

Business Association
I am Chairman of the

Overview of Testimony
A.

My oral testimony will address the following:
o
o
o
o
o
o

B.

The state of Small Businesses generally and in
particular their need for capital.
The available sources of capital for Small Businesses
and the current state of these sources.
Why SBANE supports the SBPD.
Why the SBPD is,
to this date, an idea as opposed
to a reality.
Problems inherent in the Joint Committee revenue
studv, which projected revenue losses due to the
implementation of the SBPD.
Conclusion-

My
submitted written testimony
supporting SBANE's
position in favor of SBPDs includes the following:
o
o

o
o

A more detailed discussion of the benefits. of the
SBPD.
A recent Wall Street Journal article in the October
13, 1983 issue, which emphasizes the difficulties
Small Businesses continue to encounter in their
quest for capital.
A copy of the Joint Committee Revenue Study.
SBANE Legislative Alert on IDBo.

69 HICKORY DRIVE e WALTHAM, MASSACHUSETTS. 02154 e (817) 890-9070
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A memorandum analyzing and elaborating on the Joint
o -Committee Revenue Study.

Excerpts from The State of Small Business: A Report
of the President. Transmitted to the Congress.
March. 1983.
o A report from the Small Business Advisory, October
17, 1983 which discusses a recent banking industrystudy.
The State of Small Business - from the March, 1983
President's Report to Congress
o

Ill.

A. Facts
o
o
o
o

Of the 13.3 million non-farm businesses in the
United States approximately 98% are Small Businesses.
Small Businesses account for almost half (47.9%)
of the nation's employment.
Small Businesses are the nation's primary source
of new jobs.
Small Businesses account for the majority of
innovative business ideas.

B. Conclusions
o
o

The conclusion to be drawn from these facts is
self evident, Small Business plays a crucial and
disproportionate role in the vitality of our
country's economy.
The strength of our nation's economy rests on the
vitality of Small Business.

C. Additional Facts
o Due to inflation, severe debt burdens, high interest
rates and the length of the recession, business
bankruptcies increased 38 in 1982.
o One half of the bankruptcies in 1981 and 1982
affected businesses in existence less than 5 years.
Nearly 75% of these bankrupt companies had fewer
than 20 employees.
o 99
of all businesses filing for bankruptcy had
fewer than 100 employees and 50% of these failing
businesses had liabilities of less than $100,000.
o Banks, the major source of borrowed capital for
Small Businesses, clearly favor big business.
Over
the past 3 years short term lending to brg businesses
increased 400 versus 25
for smaller businesses.
Also, over the same period, there was no increase
in long term lending for loans under $100,000.
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D. Conclusions
o

Small Businesses play a disproportionate role in
the vitality of our economy.
o Small Businesses experience an increased risk of
business failure, a risk which could be significantly
reduced by providing small businesses with increased
access to capital throughout their business-life.
o Small Businesses are experiencing severe difficulties
obtaining capital from their traditional source
of funds, namely banks.
IV. Other Critical Developments that have Adversely Affected
Small Businesses' Access to Capital.
A. Tax Related
o

Economic Recovery Tax Act of 1981
a. The major tax benefit of the Act, the Accelerated
Cost Recovery System, it essentially limited
to capital intensive companies.
Less than
25% of Small Businesses are capital intensive.
b. No significant benefits were provided for Small
Businesses.

o

Industrial Development Bonds were a major source
of Small Business capital in our region for years.
The benefits of IDB's were substantially diluted
in 1982 and could be further diluted if current
bills before Congress are enacted into law.

o

Debt/Equity Regulations, Section 385 - The Internal
Revenue Service is continuing its effort to treat
debt as equity in order to disallow interest expense
deductions.
Application of Treasury Regulations
under Section 385 creates an onerous burden on
Small Businesses.

o

Jobs Credit - Once thought to be a ma.{or capital
generator in the service businesses, this has not
been the case since the credit became targeted
as well as nonrefundable.
The targeting limits
the benefits and the credit's nonrefundable nature
causes it to benefit only companies in taxpaying
positions.
Many growing Small Businesses are not
yet in taxpaying positions.
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B. Access to Bank Debt
o As previously discussed debt financed capital from
this source has not increased whereas loans to
larger businesses have increased dramatically.
o According to a recent Wall Street Journal article,
Small Businesses must borrow at anywhere from 3
to 5 percent higher than larger businesses.
o The impact of current *bank merger activity on Small
Businesses has to date not been evaluated, as we
recently discovered at hearings on a major bank
merger in Massachusetts.
It is clear, however,
that the reduction in small owner-managed banks
will reduce the borrowing capabilities of Small
Businesses. A recent study of commercial banking
in the United States indicates that this situation
will continue to deteriorate.
The study conducted
by Arthur Andersen & Co., and the Bank Administration
Institute states that the number of small banks
(assets less than $100 million) will decline by
5400, or by 36% by 1990.
C. Venture Capital
o The cost of this type of capital to the entrepreneur
is generally 40% to 60
of the equity in the
business. This is a significant cost of capital
to the small businessperson.
D. Other Capital
o

More and more of the nation's wealth is being
accumulated by insurance companies, pension and
profit sharing trusts and similar institutions.
Regulations and traditional investment habits prevent
these
funds
from being directed
toward risk
situations.
In fact, even low risk situations
involving Small Businesses, are generally not
acceptable as investments in the institutional
marketplace.

V. SBANE Position
A. Small Businesses cannot thrive without reasonably
priced capital, a resource that is not currently
available in adequate amounts.
SBPDs represent a
vehicle to supply this capital and we wholeheartedly
support
legislation
that
provides
for
their
implementation.
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B.

Why?
o
o
o
o

When all factors are considered, implementation
of the SBPD will result in increased revenues,
as opposed to losses, to the government.
The concept has been discussed with and analyzed
by a number of Senators and Congressmen who support
the SBPD.
The capital market clearly has the funds available
and should be enticed by the favorable tax treatment
of the SBPD.
Additional equity capital
should assist Small
Businesses
in obtaining
lower cost and more
accessible debt financing.

C. Query?
o

How can it be that such a common sense, economically
favorable proposal, with broad based support, has
not been enacted into law?
o

o

o

The primary reason relates to a revenue study
by the Joint Committee on Taxation that fails
to reflect the true economic impact of the
legislation.
The revenue study of the Joint Comittee on
Taxation and Issues concluded that the enactment
of the SBPD would result in a 6.1 billion
dollar loss over the initial five year period
after enactment.
However, an analysis of the study points out
that:
These calculations do not reflect additional
tax revenues that would be generated from
expanded business from the small business
sector financed through the Small Business
Debenture proposal.
If it is assumed that
a small business entity can earn pre-tax
profits of only 10% of the debentures issued,
additional tax revenues would be generated
at the corporate level sufficient to offset
the revenue loss estimate determined by
the Joint Comittee.

28-040 0 - 84 - 17
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If the business entity can earn 12% on
funds received through the small business
debenture route, additional corporate taxes
would be $3.3 billion for the fifth fiscal
year after enactment, or roughly $500 million
more than the estimated revenue loss.
If
we also add the tax that would be imposed
at the shareholder level when these earnings
are
distributed
to
the
owners
of
the
businesses, between $2.2 - 2.7 billion could
be generated.
D.

Is this a Loss - We Say No.
o
o

E.

Allow me to make reference to a recent capital
investment bill which permitted an Immediate tax
deduction at the time of investment.
o
o
o

VI.

Obviously capital would not be borrowed or used
if it were not needed for growth and/or survival.
As money is invested, jobs and tax dollars would
be generated and since no tax benefits are achieved
upon investment,
it
does not seem possible that
a loss could be created.

The proposal was analyzed by the Joint Committee
to evaluate revenue impact.
It was concluded that the revenue loss would be
negligible in the initial year.
See Exhibit A which compares this proposal with
the SBPD proposal. It seems incredulous that similar
investments with the completely different initial
tax treatment noted, would result in revenue losses
for SBPD and virtually no losses for the direct
write-off proposal.
Mr. Pendergast will provide
further analysis of the revenue impact of the SBPD
in his presentation.

Conclusion

SBANE firmly believes that the sole reason for the failure
of this vital legislation thus far is the misint-erpretation/
misevaluation of its revenue impact.
Small Businesses are the
backbone of our economy.
Their continued and increased vitality
is integral to the economic recovery our nation is beginning
to experience.
We believe that the SBPD will inject new life
into smaller businesses across the country and consequently
hasten our economic revitalization.
Thank You.

EXHIBIT A
COMPARISON OF REVEN
nW-F
SBPD LEGISLATION
VERSUS DIRECT WRITE-OFF OF INVESTbEWT

Initial Year
Initial Investment
Initial Year Investor Deduction
Revenue Impact - Gain/(Loss)

Annual Interest Payment
Revenue Impact - Gain/(Loss)
Borrower Deduction
Investor Interest Income
A. Net Revenue Gain/(Loss)
Payment on Disposltion (Year 5)

Principal
Revenue Impact.Gain/(Loss)
Return on investment
Revenue Impact - Gain/(Loss)
Borrower Deduction
Investor Inclusion at Capital
Cain Rates - 20%
5. Net Revenue Cain/(Loss)
Time Value of Money
Loss of Use of $15.000 for
5 years @ 10%
C. Net Revenue Gain/(Loss)

SMALL BUSINESS
PARTICIPATING DEBENTURE

NEW VENTURE
INVESTMENT INCENTIVEE ACT

$30.000. 6% annual interest,
1% earninAs payable end of
year 5
None
None
$1.800

S30.000, 6% interest and
1% earninRs both payable
upon redemption (year 5)"
$30.000
(15.000)
None

(900)
900

None
30.000
0
5.000

(2.500)

None
None
(15,000)
30,000
15,000
14.000*
0

0

(2.500)

15.000

0
0

(7.500)

Total Revenue Cain/(Loss)(A+B+C)

$(2.500)

$(7.500)

Asstmptions
1.
2.
3.

50% Tax Bracket
Borrower EarninA $100.000 per year
Overall assumption is that pretax yield whether in the form of dividends
or interest is
same under either instrument.

*$1.800/yr. x 5 yrs. - $9,000 plus 1% of earnings ($1,000/yr.) - $14,000

the
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I.

EXPLANATION OF SBPD

A. SBANE supports legislation creating the SBPD as a means
of providing capital to small businesses without access
to the equity capital markets
B.

The SBPD would be a hybrid security, as a written debt
instrument, issued by a qualifying small business, which:
1. Is a general obligation of the company
2. Bears a stated rate of interest not less than a
standard imputed interest rate specified by the
Secretary of the Treasury
3. Has a fixed maturity date
4. Grants no voting or conversion rights in the company
5. Provides for the payment of a share of the company's
total earnings to the investor

C. The specific terms of the SBPD, such as the interest rate,
maturity date and share of earnings, would be determined by
the market for the security.
II. ADVANTAGES OF SBPD:

A. To Small Business Borrowers
1. Interest payments would be a deductible expense.
2. Obtaining growth capital via SUPD's would not require
giving up a share of the business to an outsider.
3. The SBPD is self-administering; no additional government red tape would be required.
4. Since return on investment (for the lender) depends on
the business' profitability, the business would have
a lender with a vested interest in the firm's success.
5. Both the cost of borrowing and the amount of borrowing
could be reduced as a result of tax benefits provided to
investors.
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B.

To SBPD Investors
I. The interest paid by the borrowing business would be
taxed as ordinary Income to the lender.
2. The share of the borrowing business' profits would be
taxed at the preferential capital gains rate.
3. The lender would be entitled to deduct any losses
incurred as ordinary losses.

C. To Government
1. Administration inexpensive since no government
involvement required
2. No risk of loss to government
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SEP 2 1980
The Honorable Lowell Veicker# Jr.
United States Senate
Washington, 0. C. 20510
Dear Senator Veicker:
This is in response to your request for a revenue
estimate of legislation creating small business
participating debentures (SBPD's). In accordance with a
conversation with Mr. Stan Twardy of your staff, we are
providing an estimate for S. 2981 rather than for S. 1481,
which hate as an additional Incentive, a credit against tax
for investment in SSPD's.
Below is listed the estimated reduction in fiscal
year receipts for 5. 2981 assuming enactment in October,.
1960.

1981

1962

1963

1964

19

(S billions)
0.1

0.4

1.0

1.8

2.6

Sincerely,

Bernard M. Shapiro

.

~
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TAX4XWT PWITSAL SEVELOUNT W= ThATBIE0
CAUSZ FO ALA qi The House Ways and Means Committee is scheduled to act the week
of October lot on a bill. MR 1635, that will restrict industrial development bonds
(J=s). These tax-exempt bonds, also referred to as industrial revenue bonds,
are used primarily by growing manufacturing firms in noeS of affordable financing.
Many of these firts are small businesses.
It* opponents are trying to attach MR 1635 to the mortgage revenue bond bill,
a bill which is assured of passage this year. If HR 1635 is attached tc this
bill, =8 opponents will succeed in further restricting IDBs.
To save INs, we must prevent the House Ways and Means Committee from attaching
MR 1635 to the mortgage revenue bond bill.
MR 1635 must be defeated. It enacted, It would
--extend the depreciation schedule for facilities financed with lOess
-- impose a $20 million worldwide capital expenditures test on any company
using 100si
-- impose a $20 million limit on the amount of b*nds a firm car. have
outstanding at any one times and
--prevent 1DB financing for land acquisitions.
In short, the legislation would devastate a program which creates jobs. increases
productivity and provides an Important Incentive for industry to modernize and
expand.

CALL FOR ACTION: Small-business owners must immediately contact members of the
House Ways and Hears Committee, in particular Congresma. Shanror. (D-Hass.) and
Congrqssvoar Kenelly (D-Conn.), and your own Congresmser. and Senators tc ask
their assistance in opposir.g i 1E35.
Your letter or mailgram should included
-- opposition to MR 1635 and its removal from the

ortgage reve-u

extension

bills

--benefits of 1OBs - creates )obs. increases pr:Suctivity. increases
state and local revenues, provides important .r4centaves to s&:I business
to modernize and expands
-- reforms last year - reduced bond volume and e'iminated abuses.
tven if you have not beer. a recipient of IDS financing, write anyway. Mary of
your colleagues, small-business owners like yourself, have benefited from this
program. I. addition many distressed areas such as Lowell, Hass..have bee. revitalized
due to IO financing.
ACT HO.
Write, telegram or call your representative ttA.. Dor.'t let C:r.gress
discrilrnate9against small bus
ss by severely restricti.; a fir.a. .ial pr-.grun
that has a proven track record for helping mall business.
Please send a copy of your correspondan.e to SlA£. 61VP.:,cry Dri t. Walt-:.h%,
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zACCGPJIMi The key opponent to =88 Is the Treasury Department. They view the
restriction and ultimate elimination of tax-exempt IDs as a means to raise money.
However, facts show the bonds cost the federal government little.
The Treasury @rgues that the federal government loses billions of dollars each
year. However, a study by the Congressional Budget Office shows a net revenue gain
of only $400 million if the IDS program was eliminated on January 1, 1982. This
is a relatively small sm when comared to Treasury standards. and especially
when one considers the millions of dollars in state and local revenues generated
from the creation of new jobs.
In Massachusetts# a study showed that over a 10-year period the jobs created by
IDS-funded projects will product
-- $6.5 billion in additional personal income
-- $1.3 billion in additional federal and state tax revenuet and
--thousands of indirect new service jobs resulting from increased
disposable income.
Below are statistics which illustrate the impact IDSs have had on New England
during 1981 and 1982.

(Maine statistics unavailable at time of printing.)
Jobs

Projects

Bond Volue

*Connecticut

349

$598 million

37,360 new G
retained

Massachusetts
New Hampshire
**Rhode Island

721
67
103

997 million
156 million
247 million

36

13 million

32. 359 new
6,610 new
23,700 new &
retained
892 new

State

'Vermont

*Fiscal years 1980-81 and
*'1977-82

1-82

During 1977 to 1981, as interest rates rose to unprecedented levels, 1os provided
the only reasonably priced financing available to small business. The 1IN program
grew substantially during this time.
Fortunately, they were only
Last year, the Treasury tried to eliminate IDES.
successful in instityjng reforms. These reforms, while eliminating abuses, also
reduced the bond volum.
If HA 1631 is passed, the Treasury will get minimal revenue due to decreased bond
volume and many small businesses will not be able to take advantage of this taxexempt financing program.
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SMALL BUSINESS PARTICIPATING DEBENTURE
RIV4NUE ESTIMATE CONSIDERATIONS

1.

The criteria for qualification for SBPD's

a.
million;

Equity capital not to exceed $25
and

b. Total debentures outstanding at any
one time of no more than 81 million.
2.

The. essential tax aspects are:
a.

A stated Interest rate, not to exceed
the rate imputed under IRC Section 483, which
would be deductible by the borrower and fully
taxable. to the lender; and
b. A profit participation feature, the
payment of which would be deductible by the
borrower and taxable to the lender as capital
gain.

-

The first tax element, stated interest, involves
no change from present law and should have no revenue
effect. The second feature would create a deduction to
the borrower (a change from existing law) and capital
pain to 4he lender, thereby reducing the Income taxable
to the lender by 60% of the amount paid. These changes
would reduce tax revenues.
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3.
Offsetting the tax revenue losses from
these changes would be:
a.
Taxes on the additional profits generated
by the borrower through invrEtment of the funds
secured through SBPD's.
b. Tazes on wages paid to persons employed
through expansion of business financed by 8DPD's.
a. Taxes on profits generated by suppliers
of materials and services purchased by the
borrower for such expanded operations.

4.
The tentative, revenue loss calculations made
by the Joint Committee are as follows:
illions

a.

FY 61

b.

FTY 82

400

a.

FY 83

1,060 --

d.

FY 84

10800

e.

ry

26
2,800

$

100
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Assumptions made in arriving at these
estimates include:
s. Five percent of all eligible firms
would participate in fiscal 1981, increasing
to 30% by fiscal 1985.
b. The average sue of the issue for each
participating taxpayer would start at
$300,000# increasing to $400,000 by fiscal 1985.
a. The dividend or profit participation
element is assumed to be 5% of the face amount
of the debenture.
d
Twenty-five percent of the SBPD's issued
would replace existing debt.
5. On a *worst case" basis, under which the borrower
would receive tax benefit from the profit participation
element at 46% and the lender would receive tax benefit from
capital gain treatment at a 70% rate, the effective tax rate
to be applied to the amount of debentures outstanding to
arrive at the revenue loss would be 4.6%. Assuming more
modest tax benefit factors (a 25% benefit to the borrower
and a 35% tax rate to the lender), the overall tax benefit
percentage would be 2.3%. Translating this into (1) the number
of taxpayers uging the small business debenture proposal and
(2) the total amount of debentures that must be outstanding to
create the revenue losses estimated by the Joint Committee,
the-following results are determined:

MR6
Fiscal Years

84

82

a1

65

(Millions)
:CT Rev.
estimate

$

100

$

400

$

1,000

$

1,800

S

2,800

Volume ($)

of SBPD's
required to
generate eat.
losses
orst case

C by 2.3S)

4,400

17,400

43,500

78,300

121,700

(# by 4.6%)

2,200

8,700

21,600

39,100

60,900

i1,000
5,500

43,500
21,800

108,800
54,400

195,800
97,900

304,300
152,100

'Best

case

If average issue
is $400,000

number of
companies will
be
Us? -W r" case
400t$T-B0c4-ase

6. These calculations do not reflect additional
tax revenues that would be generated from expanded business
from the small business sector financed through the small
business debenture proposal. If it is assumed that a small
business entity can earn pre-tax profits of only 10% of the
amount of debentures issued, additional tax revenues would
be generated at the corporate level sufficient to offset the
revenue loss estimate determined by the Joint Comittee. If
the business entity can earn 12% on funds received through
the small business debenture route, additional corporate
taxes would be $3.3 billion for Fy 65, roughly $500,000,000
more than the estimated revenue loss.
""
If we also add the tax that would be imposed
at the shareholder level when these earnings are distributed
to the owners of the businesses, between $2.2 billion and
$2.7 billion could be generated.
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STATEMENT OF RONALD B. COHEN, COHEN & CO., CLEVELAND,
OHIO, ON BEHALF OF SMALL BUSINESS UNITED, WASHINGTON,
D.C.
Mr. COHEN. Thank you.
My name is Ronald Cohen. I am managing partner of a Cleveland, Ohio, CPA firm. Our firm acts as accountants and advisers to
approximately 200 small businesses. I am here officially representing Small Business United, an organization consisting of regional groups whose members number in excess of 55,000 small
businesses.
One of our big problems is questioning the credibility and-objectivity of the Treasury in connection with the revenue estimates. In
that regard, I want to thank their representative, who aided us a
lot when he stated that the 12 million small businesses in this
country represent a particular industry group, and that ACRS was
a small business tax measure.
In fact, the purpose of this bill is not to grant tax relief to
anyone but to allow for capital creation through the creation of the
one remaining source, and that is the individual investors, to move
into this area.
Today the restrictive tax laws do not permit this, and what we
are asking is not for tax incentives but to remove very unfair tax
disincentives, which I elaborate on in my written testimony submitted separately.
Briefly, an individual cannot make a loan because there is no
upside to the loan, there is tremendous risk if it's a small business,
and if he loses his money there is minimal deductibility. He can't
buy stock, because there is no way to get his money out without
selling out his holding in the business.
We think the investors in this bill would consist of several
groups:
First of all, there are those who are risk takers who would get
into some businesses, who are looking to develop a tiny business
into a large business. They would obviously be prepared, if necessary, to take losses; but they would be able to extract for their efforts a very substantial profit during the term of their loan.
Second, there would be those very conservative investors who
have many sources of funds and substantial funds who would be
able to evaluate the collateral provided by a business that needs
expansion, which is a developing business, and thereby have an opportunity to increase his yield and in effect gather some additional
equity for himself.
Finally, there will be small investment groups formed whicfi will
cater to, I believe, small investors or small units, who will be able
to go into these partnerships and diversify over many investments.
And finally, a source that has not been mentioned a lot, but the
SBIC's and the venture capital companies who today cannot invest
in small businesses, because their motivation is to get out in 5 to 10
years. If an individual's goal is not to sell out or go public, there is
no interest at all under current legislation for an SBIC or venture
capitalist to get in there. This would permit those individuals as
well, or those organizations as well, to have that opportunity.
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Thank you for the opportunity to testify before you, and I am encouraged by the ad lib remarks that you made in favor of our legislation.
Senator PACKWOOD. I have worked with Senator Weicker a long
time on this, so the testimony you are giving is not new to me. We
need it for the record, and I appreciate it.
Mr. Pendergast.
[Mr. Cohen's prepared statement follows:]

268

STATEMENT OF
RONALD B. COHEN
Cohen & Company
Cleveland, Ohio
on behalf of
SMALL BUSINESS UNITED

before the
UNITED STATES SENATE
COMMITTEE ON FINANCE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

October 28, 1983

Good morning!

My name is Ronald Cohen.

I an a CPA from Cleveland, Ohio

and the managing partner of a local accounting firm, consisting of approximately
30 professional employees and a clientele of-several hundred small business
entities. I am here today representing Small Businesi United, an association
of whose membership consists of 16 regional organizations,

representing

between 55,000-60,000 business entities throughout the country.

I appreciate the opportunity to testify here today on behalf of 8. 842,
legislation permitting the use of Small Business Participating Debentures.
Before discussing the merits of this particular legislation, it is important
tc understand why small business needs some new, creative means of obtaining
funds to finance development, expansion and, in some cases, survival.

Aserica became great because of the foresight and courage of two very different
segments of our economy.

One vas represented by the hard-working, innovative

entrepreneur and the other by his partner, the healthy individual or financial
institution that supplied funds for new and- expanding enterprises.

Today,

we have plenty of small business owners who can fill the first role as well
as ever,

but, unfortunately,

to support their ventures.

there are few financial risk-takers willing
The following discussion deals with some of

the reasons.

The most coon source of funds in the past has been comercial banks, bt
vith the gradual disappearance of the mall, locally ovned and managed bank,
these funds have become less available.

Large, structured banks are far

less likely to finance closely-held companies than were their owner-sanaged
1.

28-040 0 - 84 - 18
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predecessors.

More and sore of the nation's health is being accumulated by insurance companies, pension benefits trusts, an other similer institutions.

Regulations

and traditional investotnt habits prevent these funds from being directed
toward risk situations.

In fect, even low risk sltuations, if they involve

small business, are generally not accepted in the institutional market place.

There are a limited number of private venture capitalists.

Those that do

commit capital to emerging businesses traditionally finance only risk situations
with a potential for extraordinary grovtb, not traditional expansion.

Con-

sequently, even when funds are made available, an excessive mount of equity
and control must be given to the venture capitalist in order to secure this
financing. Many entrepreneurs understandably find these conditions unacceptable.

The motivation for an individual investor to direct his funds towards mall
business has virtually disappeared.

If he wants to become a lender, be

would have to charge an incredibly high interest rate to warrant the additional
risk he would be taking compared to money market funds or similar investments.
Whatever interest rate he earns, however, will be subject to ordinary tax
rates.

Also, if the investment is bad, he will incur a capital loss which

provides relatively little tax benefit to offset the economic loss.

On

the other hand, should he decide on a purchase of equity, there is no way
to realist either return on or return of the investment without either selling
the holdings or being penalized by the prohibitive second tax on dividends.

2.
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many of the

foregoing moments

funds rests with the brand
that there is

indicate

that

new or emerging

the primary need

entity.

Although

a dramatic need to finance those new ventures,

for these
it

is true

there is an

even greater need to find funds for the many mature mall businesses who
must now modernize

their' plant or desire

to expand into new territories.

There are deserving companies who would have no trouble borrowing from banks
were it not for the fact that the relatively mall size of their loan does
not get the attention of the decision-makers at the banks.
by the banks

today ,a.ke

companies very difficult.

bor, ovings

Systems imposed

for all but the financially

stTongest

I have enclosed, as an attachment to this testimony,

an article describing the plight of the mall company trying to borrow from
a large bank.

Knowledgeable
believe

mall businessmen,

their &dvisors and sophisticated investors

that the SBPDes will finally provide the much needed,

of capital for mall businesses.
mentioned above.

It

new source

appears to solve many of the problems

An SBPD offers to the mall business capital without the

need to give up equity or be required to tap existing sources of debt financing
which, even if available, are often unaffordable.

For the investor, an SPD offers a stated rate of return, plus a negotiated
share of the profits for a limited period of time.
to share

in the

fruits of a potentially

It offers them an opportunity

flourishing

business,

virtually

unlimited profits in addition to a stated interest rate, taxation of those
profits at favorable capital gains rates and limited economic risk (a loss

3.
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would be minimized by a tax write-off).

Investors could be any individuals who want to invest in the future of America
through small business.

For example, personal friends or relatives of a

particular entrepreneur would be lees reluctant to risk their capital in
his venture.

Banks and insurance companies would be motivated to allocate

some of their monies to this exciting segment of the economy.

Finally,

even the smaller investor could participate through investment partnerships

that would probably spring up.

These partnerships, mostly sponsored by

stock brokerage firms, night sell its units for as low as $5,000.
partnership would then make many

investments,

Each

thereby reducing investor

risk through diversification. Naturally, the tax attributes of the investments
would pass through to the individual partners.

The investor will find that new or expanding businesses will become one
of the best places for his money, rather than one of the worst.

He will

have the benefit of realizing the appreciation of his investment at capital
gains rates without having to dispose of it.
investment would certainly warrant

The potential gain on a successful

the risk.

Actually,

he will have an

investment with the security and yield potential of a note, with the upside

potential and tax attributes of stock.

For the entrepreneur, SBPD's will make desperately needed funds available
for product development,

market development,

or physical expansion.

The

typical suall businessman will not mind generously sharing his profit, as
long as he knows that he is in control of his company and that there is
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a predetermined method for his to pay off his "partner" when his business
can obtain conventional financing or at the maturity of the note.

The only opposition to SBPD's has been based on the mistaken belief that
SBPD's would be costly.

It

is indeed unfortunate that early cost estimates

did not take into account the fact that a substantial portion of the funds
that would be invested in SBPD's would otherwise be invested in tax shelters
or tax-exeupts.

Furthermore, there has

cost

to any

estimates

been no consideration in the early

secondary benefits

afforded

by these

investments.

it is obvious that no mall businesman vould ever give a significant portion
of this profits to an investor if he didn't need those funds to create or

preserve jobs, acquire

inventory or equipment,

all of which would create

a substantial amount of additional Federal revenue.

In suimary,

let se implore you to give this legislation your earliest and

most serious consideration.

Here is a bill that can stimulate the economy

and reduce unemployment without costing revenues and without involving the
bureaucracy. The time has come for the adoption of SBPD legislation.

5.
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STATEMENT OF EDWARD H. PENDERGAST, PRESIDENT, FINANCIAL MANAGEMENT AND CONSULTING CORP., BOSTON, MASS.
Mr. PENDERGAST. Thank you, Mr. Chairman.
My name is Edward Pendergast. I am here as a small business
activist. I was a delegate to the White House Conference on Small
Business and a member of the Capital Formation Task Force that
considered the small business participating debenture, and recently
was a member of a capital formation advisory group to the SBA.
I was interested in hearing the Assistant Secretary talk about
their reaction to this bill. I have been a-mall business activist for
20 years and somehow or other they changed the names, but the
words come out the same from the Assistant Secretary of the
Treasury for Tax Policy: they are always No, and very rarely any
consideration of any dynamic aspects of legislation.
I sat down after having seen revenue estimates and decided to
see if I could set up a computer model that was based on the IRS
statistics themselves, to see if we could come-up with figures that
would be anywhere near revenue estimates that we have seen
projected.
As we looIed at it, we decided that it was probable that the
dollar impact of unincorporated companies in the SBPD would be
relatively small, because their economic impact is less. Also, most
people who are lending to small business prefer to lend to an incorporated entity. So the model is limited to corporations.
Under the assumptions I have made-and if you look at exhibit 1
of my testimony, you will see an outline of the assumptions that I
have made-I started out with one basic assumption, that the only
reason -- company is going to enter into debt with a small business
participating debenture is that they hope to invest that money to
yield more than the cost of the money. And no revenue estimate I
have seen has made that assumption.
I have said let's assume that a corporation will make some
money on that debenture. First, if they don't make any money, the
maximum revenue impact I have been able to find is $179 million.
If they made 10 percent as a return on the moneys they have invested by borrowing that, the revenue enhancement to the Treasury would be $277 million.
There are ways to make it more or less by different assumptions,
and I was hoping that Treasury would come in with some detail so
my computer model, which I have here, could have been modified
to address the Treasury.
Senator PACKWOOD. I think your problem with Treasury is, they
just don't like the philosophy of the bill.
Mr. PENDERGAST. They also don't like to disclose how they calcu-

late their revenue losses, because it might be challenged.

Senator PACKWOOD. No, but that is not unique to this bill. We

have discovered that applies to bills that involve billions and billions of dollars. Assuming that everything goes wrong, and our estimates are terrible, the revenue loss is comparatively small-if
there is a loss. Yet we have had the same difficulty with Treasury
on estimates on their own tax bills. You are talking about tens of
billions of dollars, in trying to figure, "Howdid you get from A to Z
on--the estimate?"
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Mr. PENDERGAST. Are you asking me that question?
Senator PACKWOOD. No, I am just talking about the Treasury.

Mr. PENDERGAST. I have shown the A to Z.
Senator PACKWOOD. I want you to continue, because I have often
discovered that many of these bills die or pass solely on the basis of
revenue estimates, assuming that the committee is favorable to the
philosophy. If you haven't gotten over that hurdle, we don't go anyplace, anyway.
But beyond that, and especially when we are talking about $200
billion deficits, this is-not a propitious time to be adding new bills
if we cannot convince people there is no revenue loss or that it is
de minimus.
Mr. PENDERGAST. OK.

Let me tell you something else about them. If a company has
borrowed $100,000 and yields as little as 4 percent for their own as
a return on the investment, in fact the revenue loss is zero-it's a
break-even situation.
In fact, looking at the statistics from the IRS, companies earn on
the average of 7 percent on the return on borrowed money; which
means that at that point there would be some $100 million addi-tional revenue to the Treasury.
Another thing that is not considered here is the increased economic activity from the investment that the companies have added.
And further, something else that I can't calculate without an
economist to help me, is: "What is the job generation effect of a
company getting additional funds to operate with?" I haven't taken
that into consideration, because I don't feel competent to; but it is
another factor that would create significant additional revenue for
the Treasury.
Any time that you make a projection that there is going to be a
capital gain generated, which is a concern that Treasury has, that
means there have been profits generated by the corporation. And
you need to take that into consideration as a balancing factor, because that means there is additional tax revenue from those additional profits. And my assumptions I think have fairly clearly outlined, say, that the corporation might make as much as 10 percent,
and then we would have that revenue enhancement of $277 million.
[Mr. Pendergast's prepared statement follows:]
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Mr. Chairman, thank you for this opportunity to address the issues
of Small Business Capital Formation. My name is Edward H. Pendergast.
I am a financial consultant to small business and my background
includes many years a. a small business activist as can be seen
from my attached resume.
I have served as a president of the

Smaller Business Association of New England, been a delegate to
the White House Conference on Small Business, am a member of

the American Institute of CPA's Small Business Committee, Vice
Chairman of the Small Business Foundation of America and Chairman
of Massachusetts' Governor's Small Business Advisory Council.
First I would like to comend the Senate Finance Committee's
Subcommittee on Taxation and Debt Management for holding these
hearings and for the initiatives it has taken to facilitate small
business access to capital. Your interest in Capital Formation

for Small Business and specifically your consideration of 5842,
the Small Business Participating Debenture Bill, is well worth
the time you are committing to this effort.

It is not necessary to repeat what others have said about the
importance of small business to our country. Suffice it to say that
new job generation and successful exploitation of new technology
have been unique characteristics of the small business. A quote
relating to new business was helpful to me. "New businessess-add
products and services that improve choices for consumers and build
competitive strengths for the nation against foreign rivals.
Entrepreneurial ventures provide a competitive spur to existing
companies, both large and small, stimulating them to improve quality
and reduce prices to the benefit of buyers. They accelerate the
advance and dissemination oflwwtechnologies which enhance national
defense and the quality of life at the same time. The new jobs they

create provide more alternatives for employment, particularly for many
individuals who have difficulty finding or Citting into the rigid
slots of established organizations.
New ventures are territory

essential for the pursuit of happiness by many. Through entrepreneurship more people become leaders and economic power becomes more
decentralized, broadening the base for a democratic economy." (1)

Too often the problems of capital retention are confused with
those of capital formation. True capital formation issues are
relatively rare. The reduction in the capital gains tax enacted
by Congress two years ago has stimulated a tremendous growth of
new venture capital. The current quickening of the pulse obscures
the real problems. First, only glamorous issues easily attract
the needed capital whether in the public or private marketplace.
Many good, solid business opportunities go begging because the
earnings multiples are not outrageous enough. Second, with all
the talk about venture money, private venture capital companies
have about $7.6 billion in capital and actually invested only $1.8
billion In the last year. Underwriting for companies with net
worth of $5 million or less totalled about $620 million. This total
of the
of $8.2 billion is less than one mutual fund operation,
1,

11 Karl H. Vesper, entrepreneurshipp and National Policy" Haller
Institute for Small Business Policy Papers, 1983.
-I-
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Fidelity, has in its cash management fund, never mind its other
funds. Further, as a percent of the total equity money available,
small business receives a pitifully small amount, probably less
than 10% for the 92% of businesses that have less than $5 million
in assets even though these businesses generate 30% of gross
receipts. (2)
The Small Business Participating Debenture (SBPD) is the only
major new true capital formation initiative that seems plausible.
You have heard detailed testimony from the members of the panel
reviewing the history and many of the arguments in favor of the
SBPD. There does not seem to be any real opposition except
for revenue estimates which I will address in detail. The secondary
objection seems to center around abuses. Mr. Barth has suggested
remedies for this concern that would eliminate tax shelter schemes
from eligibility. The purpose behind SDPD is to create
capital not beg taxes. Creation of capital creates jobb and profits
which in turn generate revenues for the Treasury. Another
objection is that SBPD would replace existing debt. in order
for this to happen, the creditor would have to be interested in
the capital gains aspect of the investment. The vast majority of
existing debt is bank debt. Banks pay tax at a lower average rate
than the corporate capital gains tax which may explain why banks'
capital gains represent only 3t of banks' total taxable income.
As to the revenue estimates, the SBPD legislation has been
plagued by inexplicably high revenue loss estimates. No explanations
of assumptions have been forthcoming. Any assumptions need
necessarily be complex and arbitrary so this Is not in itself a
barrier to discussion. We do need to see these assumptions to have a
chance to test the reasonableness of them. For example, as Mr.
Haddad has testLfied, the revenue impact of Senator Tsongas'
New Venture Investment Incentive Act (NVII) were calculated as well
below those of SBPD in spite of the fact that NV!! calls for
an initial complete write-off of the investmentI
To try to address this, I decided to develop a model that would
calculate revenue estimates. Attached as Exhibit 1 are my conclusions
of the revenue impact of the SBPD. I eliminated unincorporated
entities from my calculations because, although they are large
in naber, their economic impact on the Treasury would not be
significant and participation by lenders is apt to be quite small
since lenders prefer to lend to corporations and require personal
guarantees of the principal shareholders. My computer model is
designed to allow for any changes in the assumptions that have been
made. It assumes that stated interest on the debentures will have
no revenue impact since this is no change from current law. The
only difference is the extra Ointerest' element that is paid out
of profits generated from the SBPD which are deducted as
ordinary expenses by the corporation and recorded as capital gain
by the investor.
(2) These are estimates from IRS data for corporations. Individuals
proprietorships are not included. If they had been the figures
would have been even smaller.

-2-

The IRS' statistics are, as always, lacking when you try to make good

estimates. The SBPD bill limits this type of investment to
companies with less than $10,000,000 of equity but the IRS statistics
of income are classified by size of assets. To address this,
I calculated the average equity of categories of corporations by
asset size and concluded that corporations with assets of less
than $25,000,000 included the corporations with equity of $10,000,000
or less.
It is evident to me that the only reason a business v'uld agree to
an SBPD with an investor would be because the business expected
to realize a profit for the business on the use of the borrowed
funds over and above the cost of those funds. This additional profit
would create taxes for the Treasury at the corporation's normal
corporate tax rates. Using my assumptions, the corporations
would only have to earn 41 on the borrowed funds in excess of the
cost of these borrowed funds for the SBPD to be a break even
revenue eutimatel During 1980, these corporations on the average
earned 7.61 on borrowed funds. At a 7.6t rate, SBPD*s generate
$145,400,000 of tax revenues None of these calculations take into
consideration the fact that the increase in economic activity from
the funds generated by the investment of an SBPD will create
jobs# particularly in the small business which is more labor intensive
than the large businesses.
On my assumptions, the worst case which assumes the corporation
does not earn any monay on the SBPD, the revenue loss in the 5th
year would be $179 million. If it earned 10%, the revenue gain
would be $278 million. To evaluate the possibility of reduce
the size limits of eligible corporations, I modeled the affect
of eliminating the corporations with assets of $5,000,000 or more
which might be equivalent to corporations with equity of $2,000,000
or less. This analysis is included as Exhibit 3. The worst case
revenue loss is $113 million. Meaning the corporation earned
101 of the face of the debenture, the revenue gain would be $142
million.
My conclusion is, absent any other analysis of actual data and
a responsibly explained revenue estimate from Treasury, the SBPD
will at worst probably cost the Treasury nothing. At best,
and
this is highly probable, the SBPD will generate significant
revenues even without analyzing the job generat6h effect of the
SBPD. If that job generation effect could be measured, I suspect
the SBPD would turn out to be one of the most exciting and
rewarding pieces of economic legislation that this country has seen.
I will be happy to a&Just my computer model to alter any of the
assumptions I have made.-

-3-
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My recommendation is that the SBPD be enacted after Mr. Barth's
recommended changes to eliminate possible abuse and that the size
limit be started at $5,000,000 of equity until the impact is
observable.
This would require the IRS to monitor the affect of
the SBPD. One the positive aspects of the SBPD could be measured,
consideration could be giVen to raising the limits.
The committee should be congratulated on holding this hearing.
I hope you will recommend the SBPD to the entire Senate.

-4-
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Revenue Impact of the Small Business Participatin

EXHIBIT 1
ebenture

prepared by: Edward H. Pendergast - October 28, 1983

The estimated revenue gains or (loss) for each of the first 5 years is
as follows ($ in millions):

Year
2

3

4
5

ssuzo Corporation's Earnings on the Debenture

0%

101

$ (23.9)

" 37.0

$(47.7)

$ 74.1

$(83.6)

$129.6

$(119.4)
$(179.1)

$185.2
$277.8

*After payment of a profit participation to the debenture holder of
5% of the face of the debenture.
The revenue impact in the fifth year if the size limit was reduced to $5
million in assets would be $(65.2) million and $61.9 million respectively.
The assumptions are based on IRS' 1980 Statistics of Income.
In addition the following assumptions are made:
1. The average SBPD will be $5,000 for companies with less than
$100,000 in assets, the $1,000,000 maximum for companies with
$5,000,000 to $25,000,000 in assets and 10% of assets for all
other corporations.
2. The average profit sharing portion will be 5% of the face amount
to the holder of the SBPD even though many companies will not earn
enough to pay a profit share to the investor.
3. Number of corporations using the SBPD will rise from 2% in the
first year to 15% in the fith year.
4. The revenue in the first column above is the 30% difference between
maximum ordinary tax rate of 50% and maximum capital gains rate
of 20%.
S. The revenue gain in the second column is the tax on a 10%
earnings by corporations on the face of the SBPD less assumption 4.
The attached EXHIBIT 2 shows year 5 with these assumptions.
EXHIBIT 3
shows these assumptions eliminating corporations with assets in excess
of $5,000,000.
Revenue break even is achieved in year 5 when assumption S earnings are
as low as 4.1%.
At the corporations' average net on assets as shown on
the table, the revenue gain is $145.4 million.
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EXHIBIT 4
EDWARD H. PENDERGAST, C.P.A.
Financial Management and Consulting Corporation
one Faneuil Hall Marketplace
Boston, Massachusetts, 02109
(617) 720-0400
PROFESSIONAL EXPERIENCE
Consulting. President and Founder of Financial Management and
Consulting Corporation since 1979. The company serves as
financial advisor to growth oriented businesses.
Small Business. Elected President of the Smaller Business
Associat-on of New England (SBANE) in 1972 after serving in a
variety of roles advocating the needs of small business. Served
on Secretary of the Treasury's Small Business Advisory Coaxittee
as Chairman of the Tax Policy Subcommittee. Currently serving as
Vice-Chairman of the Small Business Foundation of America, Inc.
and Chairman, Massachusetts Governor's Small Business Advisory
Council.
Public Accountin. Founded CPA firm of Pendergast, Creelman
and Hill. Merged with the international CPA firm of Hurdman
and Crantoun becoming partner-in-charge of the Boston and 4aine
offices. Appointed National Director of Planning. National
responsibilities included mergers, acquisitions and marketing.
Withdrew in 1979 to form Financial Management and Consulting
Corporation.
Education. Develop -- d teaches courses in problkmw-of closelyHeld ffly business and financing and tax planning for the
small business.
Arbitrator. American Arbitration Association - Member of
Commer T Panel.
PROFESSIONAL ASSOCIATIONS
Smaller Business Association of New England - President
1972-1973, Member of the Board of Directors 1978-1981,
currently member of taxation committee.
Massachusetts Society of Certitjed Public Accountants President 1977-1978, currently member of legislature
and small business committees.
American Institute of Certified Public Accountants - Currently

member of Small Business Committee and Past Member of

Governing Council.
American Association of Accountants
EDUCATION

Bachelor of Science in Accounting, Bentley College
Master of Science in Taxation, Bentley College
Certificate of Advanced Graduate Study, Northeastern University
Graduate School of Business Administration
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Senator PACKWOOD. Gentlemen, I have no questions. Having
been in the Senate long enough, I realize that these new ideas take
some degree of incubating; although this idea is not new. Lowell
has been kicking it around now for 4 or 5 years. In my mind the
evidence is becoming more and more conclusive that it will work.
I was intrigued by the evidence in the statement about the Wisconsin bank. That was new to me; I had not seen that before. It is
interesting evidence, but I don't want to say conclusive. I support
the bill. It is something like this, and will indeed work as intended.
I suppose if you don t want to help small business, if you want to
tilt away from it or be neutral, then you are saying that we are
going to put the new little business in the same pocket with General Motors. Then the bill doesn't get passed and you let the market
determine how it is going to go regardless of size. But I don't think
that's the intended philosophy at least of this Congress.
Mr. BARTH. Mr. Chairman?
Senator PACKWOOD. Yes, sir.

Mr. BARTH. The Milwaukee bank also reported that two of the
few loans that they made saved family-owned businesses as a closely held company, that the alternative was merger and further concentration. Andthrough two of its loans, it saved two small businesses in Milwaukee.
Senator PACKWOOD. I would wager you couldn't find 1 person in

10 in Congress that says they don t want to help family businesses.
Indeed, we have attempted to pass the estate tax changes and
other legislation with that very philosophy in mind. So it is neither
foreign to us in terms of our rhetoric nor in terms of our actions.
Mr. COHEN. Mr. Chairman?
Senator PACKWOOD. Yes.

Mr. COHEN. In connection with the revenue, I would like to add
that logic demands that you assume that the businesses are going
to take any money that they are going to borrow by giving up a
percentage of the profits in their business, and put those moneys
either into new employees, new inventory, new capital goods, or
whatever.
Furthermore, the idea that much of the source of the funds will
provide an alternative to individuals to tax shelters or tax exempts.
And even though they are paying favorable capital gains rates, you
may have people paying taxes on income that they otherwise would
not have had taxed at all.
Senator PACKWOOD. I agree with you completely.
Mr. HADDAD. Mr. Chairman?
Senator PACKWOOD. Go right ahead. Yes.
Mr. HADDAD. I have one last comment.

In one of my analysis I presented an exhibit comparing a billjust to get to the question of the revenue study by the joint committee.
There was P.bill submitted which provided for a direct writeoff of
an investment in a small business, as opposed to an SBPD which
merely provides-Senator PACKWOOD. Was this the Tsongas bill?

Mr. HADDAD. Yes, the Tsongas bill. That bill showed a negligible
revenue loss; yet, in a simple example of a $30,000 investment,
there was a $15,000 immediate revenue loss, which wouldn't be re-
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couped by Treasury until 5 years down the road. A $30,000 investment in an SBPD results in no immediate revenue loss, if you
assume all other factors are constant, which they should be between the two investments.
It makes no sense to us at SBANE how that result could occur.
Senator PACKWOOD. You would have a smaller revenue loss from
the Tsongas bill?
Mr. HADDAD. That is correct.
Senator PACKWOOD. I agree. I noticed that when I read through
your statement, I had not had that point called to my attention
before. I will follow up on it and find out what the base was, and
how they came to the two different conclusions.
Mr. HADDAD. A constant investment and no tax benefits are
more than one issue.
Senator PACKWOOD. I agree.
If anything, it ought to be the reverse, in terms of the two bills.
Mr. HADDAD. That is correct.
Senator PACKWOOD. Gentlemen, thank you very much for
coming.
Mr. HADDAD. Thank you.
Mr. BARTH. Thank you, Senator.
Senator PACKWOOD. We will now move on to S. 499, and a panel
of R. Scott Clements, J. A. Garrett, and Martin Orr.
It is good to have you with us.
Mr. Clements is a constituent of mine, the president of ClementsMarshall in Portland, and he is also the chairman of the Oregon
Municipal Debt Advisory Committee and the president and presiding director of the Oregon Economic Development Corp. So he
comes with a great deal of practical and political experience.
Mr. Clements, go right ahead.
STATEMENT OF R. SCOTT CLEMENTS, ORGANIZING DIRECTOR,
OREGON SMALL BUSINESS DEVELOPMENT CORP., PORTLAND,
OREG.
Mr. CLEMENTS. Good morning, Mr. Chairman.
I would like to thank you on behalf of Governor Atigeh for the
opportunity to appear before your committee this morning.
Senator PACKWOOD. I don't know if you were here. I have put his
letter in the record.
Mr. CLEMENTS. I did hear that, sir. Thank you.
I would like to file my formal remarks for the record and condense my comments into simply an update of what we are doing in
Oregon that relates to S. 499, and the reasons behind our action.
Senator PACKWOOD. All of your statements will be in the record
in full.
Mr. CLEMENTS. Thank you, sir.
This has been an active year in Oregon. We have created a statewide 503 corporation, which is still in its very early stages. And
during this same year, in an effort to make industrial development
bonds available to small business, we have taken the first steps
toward the creation of an umbrella bond program which would authorize issuance
of industrial development bonds in amounts less
"-X
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than $1 million, and would provide a vehicle to do so at an economical cost.
The reasoning for doing this, as you are aware, is that the State
of Oregon has been in a very depressed situation for the last 3
years. We are extremely excited by the prospects of the 503; used
in conjunction with the industrial bond, it is of genuine value.
The 503 program is unique in its subordination provisions, which
allow and encourage the private sector to do additional capital
funding.
The industrial development bond itself is a natural ancillary tool
to be used, and I would take issue with the Treasury when they
referred to these two instruments as being duplicative. In fact, they
are complementary.
The last point I would like to make, Senator, is that I think, in
terms of what the future holds as far as the State of Oregon, it is
very closely tied to our ability to access new sources of capital, and
the provisions of 499 will permit both instruments to be used together in a complementary fashion, which will accomplish more
than either of the instruments used alone.
Thank you very much.
Senator PACKWOOD. Thank you very much.
Mr. Garrett.
[Mr. Clements' prepared statement follows:]
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Good morning, Mr.

Chairman and distinguished Committee members.

name is Scott Clements and I am a resident of %,4.nd, Oregon.

My

I wear a

variety of hats in Oregon which account for my appearance before you this
morning in regard to S.499.

I am President of Clements, Marshall & Co.,

an independent financial advisory firm which serves as financial advisor
to a variety of private and public sector clients, including the Oregon
Department of Economic Development and several other State agencies.

I

also serve as Chairman of the Oregon Municipal Debt Advisory Comission,
,an appointive body which, together with the State Treasury, serves in an
advisory capacity to Oregon local governments in the areas of debt policy,
management and issuance.

Finally, and the primary reason fnr my presence

here today is my role as President and Presiding Director of the Oregon
Economic Development Corporation, a statewide SBA 503 development corporation
recently organized under the sponsorship of Governor Atiyeh.
In approaching.S.499, I will attempt to:
*

identify the polity issues and goals Involved in the IDB and 503

programs.
*

describe what we are doing in Oregon in response to those perceived

issues and objectives.
*

put Into context, the importance of IDB financing for small business

versus perceived costs.
*

provide some concluding observations.

Job creation and maintenance are generally characterized as the public
policy justification for IDB's and federal business support programs.

however, follow productivity.

Jobs,
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High levels of productivity directly benefit U.S. producer's competitiveness
in both the domestic a.d international markets, and historically productivity
has beet positively correlated with the-sea

of capital investment.

The post-

World War II U.S. history in terms of the average annual increase in
productivity growth is as follows:
3.3%
1.82
.82

1947-1967
1967-1977
.1977-1982

By comparison, during the 1977-82 period, productivity in Japan grew at a 5.62
annual rate.

The reasons for this disparity in growth rates are varied, but

the result of this slowing in U.S. productivity growth has been dramatic
and predictable.

Imports have risen as a percent of total U.S. sales.

Comparing imports in 1960 versus 1982:
Autos
Steel
.Apparel

1960
82
52
6%

1982
28%
222
152

In recognition of the need for capital investment to stimulate economic growth
and development, the various levels of government have attempted to encourage
investment through a variety of programs.
utilized; primarily by the various states;

IDBs

represent one vehicle

The 503 program represents a similar

repose by the federal level directed at small business.

I would suggest

that IDBe and the 503 program are directed at the same public policy objective,
stimulating capital investment.
Through the process of subordination,
function.
little

It

creates a "surrogate" or substitute form of equity.

value to the large, .

equity capital

the 503 program provides a unique

traded company because it

through the marketplace, whenever it chooses.

This is of

can raise
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The small business is typically privately held, and as a result, does not
have the same capital market access.

Therefore, the 503 program, through

subordination, serves an essential function in encouraging private sector
lenders to participate in funding additional small business investment.
The issue as to the form private sector investment takes is not material
to achieving the stated public policy goal, it is only important, as a matter
of principal, to certain Treasury and Administration officials.

To

arbitrarily limit alternative forms of private participation constitutes a
disincentive for lender participation in the 503 program.

If this occurs,

the overriding objective of the 503 program, stimulation of investment, will
be frustrated.
In recognition of the importance of IDBs to the small business sector
and the high transaction costs traditionally associated vith smaller issues,

1%3

the 4 9 Oregon legislature overvhelmingly passed legislation authorizing
"umbrella" or composite 1DB issuance.
This program provides:
*

funding for projects under $1 million.

*

various credit enhancements by the State which makes the bonds
broadly marketable, thereby accessing capital sources not previously
avlable.

*

a program directed at small business sector,
A
the incentive for private capital to leverage the State's participation.

The ability to utilize this authority in combination with the $03 program constitutes
the cornerstone of a financial program's effort designed to augment economic
development.in a state which has historically and continues to be a net importer
of capital.
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In application, the 503 program, in combination vith umbrella bonds,
offers small business the opportunity to access the capital markets directly
in addition to the traditional local funding sources.

Potential sources

include:
*

Local capital, through participating lending institutions.

*

taxable bond market for the SBA portion through the Federal
Financing Bank.

*

tax exempt bond market through the "Umbrella" bond program.

It is important to stress that income from bonds sold to finance the SBA
portion is, in all cases, fully taxable.
Tax-exempt financing only comes into play as an alternative method of
funding the

private sector participation and in the "Umbrella Bond" approach,

comes with an acceptable transaction cost.
Personal experience suggests that reduced cost of financing can be and often
is sufficient inducement to motivate investment now, rather than later,
because the lower cost of financing leaves a greater cushion of earnings
available for working capital to finance ongoing business operations.
Total industrial aid financing for the 9 months ending September, 1983
amounted to $2.6 billion or 42 of total tax exempt debt issues during the
same period ($61 + billion).

The small business element of this modest total

for industrial aid is scarcely significant enough to constitute the "raid"
on the U.S. Treasury purported by IDB critics.

Rather, use of IDB's in small

businesses must be one of the more justifiable applications of this type of
financing.
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Further, use of IDB's in conjunction with the 503 program appeatz to have
been contemplated by the Congressiozal Budget Office.

Alice Iivlin, Director

of CBO testified before the House Ways and Means Oversight Comittee in 1981.
In part, Ms. Rivlin stated, "In keeping with the intent of the 1968
legislation, the Congress might want to target IRBs toward smaller
businesses to facilitate their access to credit or encourage new competition.
If so,

the Congress could establish criteria for small issue IRB financing

that conforms to the guidelines set forth by the Small Business Administration
or it could limit the usefulness of IRBs to larger firms by setting limits
on the amount of small issue financing that any given firm could use.

If

the goal is to make credit available to riskier firms, the Congress might
want to consider coordinating the use of small issue IRBs with other public
programs that offer loans, grants, or guarantees."
Use of IDBs in conjunction with the 503 program constitutes such a
coordinated effort, but avoids traditional guarantees through the subordination
process.

This joint, cooperative effort greatly enhances the attainment

of the common goal of both programs, investment -growth -

jobs.

productivity and economic
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STATEMENT OF J. A. GARRETT, PRESIDENT, TEXAS CERTIFIED
DEVELOPMENT CO., CEDAR PARK, TEX.
Mr. GARREr. Thank you, sir, for having us here. This is indeed a
unique opportunity for someone from a small town in Texas, to
come up and have the privilege to speak concerning something that
we think is as important as this issue.
I am with Texas Certified Development Co. We are a statewideexcept for the Texas Panhandle-certified development company
under the 503 SBA program. We are one of the most active development companies in the United States. This last year we have
done between 70 and 80 loans, this fiscal year 1983, and this year
we plan to do more-probably twice that amount.
We are working real hard now in the Texas Valley, which is in a
state of economic chaos in some areas down there. We already have
delivered several loans into that marketplace. The 503 program is
a very, very good program; however, it could become an excellent
program if coupled with the IRB program.
The Texas Economic Development Commission of the State of
Texas, under the direction of the Governor, and following the lead
of President Reagan's jobs bill, initiated an umbrella bond program
tnis year; with a maximum amount of $750,000 their criteria are
set up to work with the 503.
We, in effect, would be initiating most of the bonds, because in
Texas Certified we have about 15 loan consultants in the field
taking this program into the marketplace, trying to sell it to the
small business concerns, to make them aware of it. They don't
know it exists.
I think we had six or seven loan packages that got through
before September 30. We would like to have the privilege of submitting everything we turn in that would qualify through this program.
I was amazed at some of the things that the gentleman from the
Department of the Treasury had to say. He was speaking against
small businesses, as I heard it, and that's really amazing since they
are the backbone of this country. Most of the jobs, most of the
money, most of the taxes, everything comes from small business according to the information that we have. And yet they are attempting to restrict the capability of these small business concerns to
expand, to grow.
Also, he talked about the double guarantee or the instruments
duplicating each other. I agree with the gentleman from Oregon
that that just isn't true.
Instead of working capital or accounts receivable types of financing, we are talking about fixed-asset financing.
Let's assume the worst situation, that the small business concern
did fail. And let's assume that even after that the SBA did have to
come in, and to protect their position they bought out, if you will,
the bondholder. They still have fixed assets there, and probably
would receive no loss, anyway.
Thank you very much.
Senator PACKWOOD. Thank you. Mr. Orr.

[Mr. Garrett's prepared statement follows:]
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Small business is the heart and soul of America and the
backbone of our economy. Yet, very-little, if anything, is
done to help. As Senator Bentsen has repeatedly pointed out
in speeches and articles, most tax bills don't favor small
business, most financing programs don't favor small business,
and high interest rates are killing small business (over
65,000 last year.)
When I first got involved with the 503 Program, I heard a
story about how the 503 Program got its start. It seems
an American Congressman was visiting with his Japanese
counterpart-and was asking how the Japanese Government was
able to so effectively help their small businesses and to
get so much in return for the money they spent. The response
was, "We spend all of our money helping the successful small
business become more successful. The companies that can'repay
the low interest, long-term loans will be in business year
after year creating more jobs, more products, more new
products and more revenue for taxes." I don't know if the story
is true, but it is a good story.

OFFICERS

The SBA 503 Program was born. This program Is a good program,
one of the few that helps the small businessman. They can own
their land and building for the first time or they can expand
to maintain their place in the market. In Texas, banks would
only make 3 to 5 year loans -- maybe 7 years - at some interest
rate above prime and floating. But with the 503 program,
we are seeing 10 year and 15 year loans -- a monthly payment
a small business can realisticaly afford to pay.

President

The statements made by the Senator from New York on the Senate
floor in February concerning the 503 Program and the IRB Program

vK President

are statements that I have found to be true in the market in
Texas.

J.A. 'BUD" Garrett
Lloyd Johnson
Treasurer

Whitney Walsh C.P.A.
Secreta-y

Rochelle King
Legal

William M. Cook
P.O. Box 1613 Cedar Park, Texas 78613 (512) 258-8312
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Gentlemen, if we are to have IREs, they should
to the small business concern and available in
with the 503 Program. Why? To give our small
the lowest monthly payment for his fixed asset
we possibly can.

be available
conjunction
businessman
financing

In response to the Administration Jobs Bill, the State of
Texas developed an Umbrella IRE Program primarily to work
hand in hand with the 503 Program. The small businesses
we were able to get qualified prior to the September 30
deadline were very happy people. Their annual savings using
a combination IRB/503 package as opposed to a regular 503
package was approximately $18 to $20 per $1000 borrowed.
Our goal at TCDC is to help the small business concern
as much as we can through economic development by using all
of the tools available.
One of the tools that should be available and can be available
is the IR/503 combination loan.
1. If we have IREs, they should be for small business.
2. The SBA 503 Program is a good program, the best in the
marketplace, but it could become more excellent with the
IRE.

OFFICERS
President

). A. "BUD" Garrett
Ve Preident

Uoyd Johnson
Treasurer

Whitney Walsh C.P.A.
Secreury

Rochelle King
Leal

William M. Cook
P.O. Box 1613 Cedar Park, Texas 78613 (512) 258-8312
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STATEMENT OF MARTIN ORR, SENIOR VICE PRESIDENT, KANSAS
CITY CORPORATION FOR INDUSTRIAL DEVELOPMENT, KANSAS
CITY, MO.
Mr. ORR.

Thank you, Senator. Good morning.

My name is Martin Orr. I am with the Kansas City Corporation
for Industrial Development. We are a not-for-profit private corporation sponsored by the city of Kansas City, Mo., the Chamber of
Commerce of Greater Kansas City, and the Civic Council of Greater Kansas City. We are an umbrella organization that administers
a variety of public authorities and private development activities,
including an SBA 503 development company.
Our fiscal year ended August 31, and this past year we participated in over $200 million of financing for the retention and expansion of business in Kansas City.
Kansas City has only one Fortune 500 company. Over 90 percent
of our companies are small businesses. And as Mr. Garrett mentioned, small businesses are crucial to the survival of Kansas City
and of the Nation. They are so important for our jobs and for absorbing the losses from many of the larger manufacturing companies that are reducing employment in our community as well as in
the United States.
Right now we feel that the Small Business Administration's 503
program is an extremely important tool for the expansion of these
small businesses w. work with. The ability to match this program
with industrial revenue bonds is veiy, very important in allowing
small businesses to compete financially on an equitable basis with
larger corporations. Large rated companies are able to get 100 percent financing at 60 to 80 percent of prime.
Right now we are working with a large variety of companies that
are medium in size, where they are not able to get 100-percent industrial revenue bond financing. Banks and private lending institutions will talk to them in terms of industrial revenue bonds for 50
to 70 percent of a project's costs. Lending institutions tell the companies that they have to come up with 20- or 30-percent equity on a
very low-risk, fixed-asset deal. Many of our clients are good solid
companies with 5 to 10 years' track record. They cannot compete in
the free market unless they can compete equitably with the larger
companies relative to plant and equipment financing. And this we
feel is an extremely important issue as it relates to combining SBA
503 and industrial revenue bond financing for small businesses.
Industrial revenue bonds as an issue is a broad issue, that I don't
want to deal with in general. But I do feel very strongly that as
legislation is being considered in Washington, whether it is Senate
bill 499 or some of these other pieces of legislation, that special
consideration be given to small businesses.
Thank you.
[Mr. Orr's prepared statement follows:]
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Good morning, I appreciate having the opportunity to be with you. My
name isMartin Orr.

I am the Senior Vice President of the Kansas City

Corporation for Industrial Development (KCCID). The KCCID isa private
not-for-profit corporation established by the City of Kansas City, Missouri, the Chamber of Commerce of GKC, and the Civic Council of GKC. As
a public/private partnership, we administer a variety of public authorities
and private development organizations. These include:

the Port Authority

of Kansas City, the Industrial Development Authority, -the Planned
Industrial Expansion Authority, the KCCID-Charitable Fund, the Kansas City
Industrial Foundation, and our KCCID/SBA 503 and 502 small business
financing programs.

During our past fiscal year, which ended August 31, we

participated inover $200 million dollars of financing for retention and
expansion of business inKansas City.
Kansas City has only one Fortune 500 Company. Over 90 percent of our
companies are small businesses. The success and growth of small businesses
inKansas City and the Nation iscrucial to the survival of our free
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enterprise economy. Although you have heard the reasons before, I want to
re-emphasize those I think are most important.
Small businesses by virtue of their size and flexibility are product
and process inovators. As they are responsive to market changes, they
often have excellent growth trends. As the United States has exported so
much of its manufacturing activity, small businesses are increasingly
becoming an important factor inspecialty manufacturing. For these reasons,
small businesses are the major source for creation of new jobs and new
taxes--for us inKansas City and for the Nation.
Because of the importance of small business, we were founding members
of the National Association of Development Companies. We want to do as
much as possible to insure success of the Small Business Administration's
503 debenture financing program. More importantly, we want to insure that
the SBA 503 programbecomes an even better tool for fixed asset financing
by small businesses.
Senate Bill 499 is an excellent and simple piece of legislation.
Bottom line--it allows SBA 503 debentures to be subordinated to tax exempt
industrial revenue bonds.

I do not want to debate the issue of industrial

revenue bonds ingeneral.

I want to emphasize the importance of providing

equity to small businesses.
Small businesses need and deserve the opportunity to make fixed asset
investments at costs comparable to that-of large corporations. Although
significant efforts are being made to curtail the use of tax exempt
financing--it is apparent that some form and degree of tax exempt financing
will continue. If anything, the efforts underway will make credit requirements even more difficult for small businesses.
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The SBA 503 debenture financing program isp4dicated on two facts.
There are viable growing small businesses that need help with financing for
fixed asset growth. And secondly, the combination of 50 percent first
mortgage private financing with 40 percent second mortgage SBA 503 debenture financing, requires that the small business invest only 10 percent of
the total project costs. The small business isable to protect as much
available cash as possible to meet working capital needs which will
increase as the company grows.
While larger businesses have access to 100 percent financing at 60 to
80 percent of prime--creditworthy small businesses find that this source of
financing iseither not available, or available for only a portion of project costs at a higher rate and shorter term. Those small businesses with
so much potential to create a maximum return for a small tax incentive find
that they cannot participate.
The ability of local development companies to match SBA 503 debenture
financing and tax exempt industrial revenue bond financing should be considered interms of short and long range benefits to both local communities
and the national government. A tax exempt first mortgage versus a prime
plus conventional first mortgage will add to the positive cash flow of a
small business. The savings in cost of fixed asset financing will result
in greater profits, and more business income taxes, locally and nationally.
The improved cash flow will allow the small business to effectively manage
its funds for continued growth--growth in employment and taxes.
Senate Bill 499 may have an added benefit to the U.S. Treasury.
Financial institutions now buying tax exempt bonds for 100 percent of a
project's costs will be able to finance their small business clients with
only 50 percent tax exempt, and offer the long term benefits of SBA 503
debentures.
-3-

303
In summary, I encourage your support for Senate Bill 499. 1 believe
opportunities for increased
the benefits to our small'businesses--the
I|"
employment--and increases in local and national earnings' taxes--far offset
the concerns of those opposed to tax exempt financing in-deneral.
Furthermore, I ask that you give special consideration of small businesses,
in any legislation pursued to curtail tax exempt industrial revenue bonds.
Thank you very much for allowing me to testify this morning. Your
consideration isgreatly appreciated.

Senator PACKWOOD. I would add just one word of caution on in-

dustrial revenue bonds. You are all aware of the occasional abuses
of them, and one day the baby may get thrown out with the bath
water if those who legitimately use them cannot band together to
help us cure the abuses.
I can see it coming down the road. I hate to see a good program
lost because some of your peers will permit the abuse and do nothin to stop it. You would all, therefore, get penalized.
Mr. ORR. I agree. I have been involved in industrial development
for 14 years, and originally I thought of myself as-strictly an industrial development professional. Now' I am referred to as an economic development professional, and they expect us to do everything
from shopping centers to manufacturing plants. And I think industrial revenue bonds have gone the same way. They used to be
strictly manufacturing and industrial-type uses, and now massage
parlors and who knows what else.
Senator PACKWOOD. Well, let's not speculate. [Laughter.]
Mr. Garrett, you look like you are about to say something.
Mr. GARRETT. Yes.

One of the things I intended to say a few moments ago is that we
certainly agree with the Congressman and the Senator who spoke
previously on behalf of this bill. They outlined many of the benefits
that, of course, we could have done; but we decided to talk of what
is going on in our areas.
But we have a program down there that can really deliver lowinterest rate money to a small business concern that is not really
giving them an advantage above anyone else; it's just making them
equal to their larger competitors. And they need this advantage.
Senator PACKWOOD. I agree.
Gentlemen, thank you very much for coming today.
Mr. CLEMENTS. Thank you, Senator.
Senator PACKWOOD. Now we will move on to a panel of Mr. Leo

Baldwin and Ken Scholen, both on S. 831 and S. 1914.
I see Senator Boren is here. David, would you like to comment on
your bill before the panel starts?
Senator BOREN. I have already put my statement in the record
on the remarks of the past panel, so I won't interrupt to add further. But I agree with the statements that you have made about
the importance of providing investment capital at reasonably com-
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petitive rates for small businesses, because it is really their lifeblood.
I want to again commend you for having these hearings. A
strong interest has already been expressed-in the Small Business
Committee in this particular piece of legislation, and I'm very
pleased to join with you in expressing interest in it and support for
it.
Senator PACKWOOD. Yes. We had some very good testimony on
revenue estimates, because the Treasury has what appear to be unrealistic estimates of revenue losses.
Senator BOREN. Well, they appear unreasonable to me as well,
and I hope we can straighten thk out, because I think we simply
must be sensitive to capital costs. More and more experts from several different areas have been coming to us as individual members
of the committee, pointing out that the cost of capital becomes absolutely crucial in terms of the ability of enterprises to compete.
And this is particularly true of our smaller enterprises.
I think it is extremely important that we take action in this
area. And I hope that the objections of the Treasury can be resolved so that we can move forward with this legislation.
Senator PACKWOOD. Thank you.
Mr. Baldwin.
STATEMENT OF LEO BALDWIN, HOUSING COORDINATOR, AMERICAN ASSOCIATION OF RETIRED PERSONS, WASHINGTON, D.C.
Mr. BALDWIN. I am Leo Baldwin, coordinator for housing programs for the American Association of Retired Persons. We are
here to testify regarding S. 831 and S. 1914.
These bills are designed to facilitate home equity conversion
through sale-leaseback transactions.
The interest of the association is to make available to its members and the older population at large legitimate alternatives by
which assets such as home equity may be used with responsibility
and prudence during the remainder of their lives, as discretionary
cash resources.
We believe that it is crucial that Federal and State legislation
provide minimum standards for sale-leaseback transactions. These
should include: First, the control of the tenure of the lease by the
seller-tenant; second, resale of the property only if the new buyerlandlord accepts existing contractural obligations between the
original parties; third, rent increases over the life of the lease determined by reference to a defined, fixed limitation that is reasonable in light of the terms of the sale-leaseback agreement; and
fourth, adequate protection against an artificially low discount
sales price.
Unless it-is clearly- understood that social goals are to be served
in conjunction with financial interests, AARP would take the position that this legislation is poor public policy.
AARP recognizes that, as an irreversible lifetime decision, there
are certain risks inherent in sale-leaseback transactions. For example, the seller will turn the title of the house over to the buyer,
which-could increase the seller's risk in certain situations, such as
the bankruptcy of the buyer.
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No -one can predict the impact of inflation upon the bu ing

power of the cash generated, as this dollar amount remains fixed

for the life of the seller-tenant.
Future appreciation on the property cannot be captured by the
seller-tenant. The sale price of the property could be somewhat less
than appraised value. Although any balance on the sales contract
would be collectible by the estate, sale leaseback removes the home
as an asset of the estate.
S. 1914 will permit, with more certainty, the sale-leaseback
transactions, with its accompanying economic benefits to both parties-the seller-tenant will e able to remain in his home while
still enjoying the proceeds of the sale.
The sale will also shift the risks and burdens of ownership to the
buyer, further alleviating the problems of the seller-tenant, while
in exchange the buyer will be able to take depreciation on the
home.
Further tax consequences are clarified by excluding the value of
the seller-tenant occupancy rights and fair market discount sales
price from the seller-tenant income, while including the net return
on any annuity purchase for the seller-tenant as income when that
income is received.
Additionally, the buyer will be able to take advantage of current
accelerated depreciation rules for investor-owned housing.
The AARP supports these refined interpretations of the present
tax law as a means of making the sale-leaseback area more defined, and thus more attractive.
Senator PACKWOOD. Mr. Baldwin, let me saythis.
Mr. BALDWIN. Yes, sir.
Senator PACKWOOD. You don't need to read just exerpts from
your statement, because the entire statement will be in the record,
and I've had a chance to read it. So if you would emphasize orally
what your major points are and the concluding portions of your
statement, I would appreciate it.
Mr. BALDWIN. Fine.
In connection with S. 1914, we are concerned about the definition
of the occupancy rights, being concerned that if the term continues
to be defined as "equal" or "exceeds one half of the life expectancy
of the seller-lessee," this term may initially be set at too long a
period of time, based on the age of the seller-leasor, and they could
be locked into a long-term lease which shortly would become an
unaffordable burden.
The fair-rental clause is also an integral part of this legislation;
but we feel the definition does not go far enough, in that it should
be addressed to meet the need for future rent constraints.
Senator PACKWOOD. Mr. Baldwin, I would ask you to conclude
your statement. I have read your statement, and you are reading
from it. Frankly, I don't need you to read it to me. It will be in the
record.

Mr. BALDWIN. Sir, there were those few points in connection with
the definition of the terms of the legislation which I wanted to
bring to your attention.

I think the one other area that I would emphasize at this point is
that we believe that S. 1914 is a positive step toward the viability
of home equity conversion through the sale-leaseback transactions.
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We wculd be pleased to work with the committee in the further refinement of that legislation.
Thank you.
Senator PACKWOOD. Thank you.
Mr. Scholen. Do I pronounce that correctly?
Mr. SCHOLEN. Yes.

[Mr. Baldwin's prepared statement follows:]
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The AARP.appreciates the opportunity to testify regarding
S. 831 and S. 1914, bills designed to facilitate home equity
conversion through sale-leaseback transactions.

The Association

has a vital interest in reverse equity as the elderly represent
a substantial portion of the homeowners whose property is being
considered the subject for reverse equity programs.
of the Association is

The interest

to make available to its members and the

older population at large legitimate alternatives by which assets
such as home equity may be used with responsibility ahd prudence
during the remainder of their lives as discretionary cash
resources.
There is little question that a sale-leaseback runs counter
to the long held aspiration of many older Americans to own their
home and pass it on to their heirs.
psychological barriers.
abandon these goals.

These seem to be two major

It is not our purpose to encourage or

However, in my discussions with older

homeowners and their children, it is clear that there is a
growing awareness by both generations that home equity is a
legitimate asset which the 6wner should consider as a means of
perpetuating independence and financial stability.

How quickly

this attitude becomes prevalent we believe, depends upon:
1)

the quality of the homeowner protections made
mandatozy for sale-leaseback transactions which would
qualify for tax benefits, and

2)

the economic circumstances of the older homeowners as
the national economy and public policy limit resources
devoted to the needs of this rapidly expanding population.
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We believe it is crucial that federal and state legislation
provide minimum standards for sale-leaseback transactions.
These should include:
a)

the control of the tenure of the lease by the
seller-tenant;

b)

resale of the property only if the new buyer-landlord
accepts existing contractual obligations between
the original parties;

c)

rent increases over the life of the lease determined
by reference to a defined fixed limitation that is
reasonable in

light of the terms of the sale-leaseback

agreement; and

-

d)

adequate protection against an artificially low
discount sales price.

Our testimony is directed to reflect the interest of AARP's
membership in the program developed by this bill, the way in which
this legislation may be most advantageous to the older homeowner,
and the areas in which we believe consumer safeguards need to be
provided.
Records of the nature of the experience of older persons
with sale-leaseback transactions are very limited.

Most such

arrangements we believe have been sales within the family or
with buyers who were sympathetic to the needs of the older
homeowner.

Such transactions have often reflected the use of

sale-leaseback as a way to tap the "means of last resort"
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with little or no consideration being given to profit or tax
consequences.

Among the potential buyers with whom Association

staff members have discussed sale-leaseback in the last year or
two, it is obvious they have become aware that there are tax
consequences and that in addition to the boost it gives a
relative or friend, buyers are seeking to improve their own
economic circumstances.

For the potential seller-tenant there

is considerable frustration displayed that legislators and tax
authorities have thwarted their efforts to use home equity by
not developing concise guidelines under which sale-leasebacks
can be consummated.
The sale-leaseback transaction has been well known and used
in the manipulation of 'commercial real estate and certain
depreciable durable 4oods for a long time.
straightforward.

The purpose is quite

That is to divest one party of ownership while

maintaining use; to transfer certain capital gains while retaining
the income derived; and to do this to the mutual advantage of
the contracting parties.
Most of us would have little concern about consumer protection
in sale-leasebacks which involve business entities because we can
assume the two parties have the knowledge, sophistication and
expertise to analyze and negotiate the transaction in their own
interest.

In addition, there is a body of security regulations

and tax laws against which commercial sale-leaseback arrangements
can be tested.
However,

in the area under consideration today, a number of

critical factors are different.

First, there is little experience

in which private, profit-motivated interests have engaged in the
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acquisition of private residential property for long-term
investment.

Second, security commissions and the tax laws are

not sufficiently clear.

Third, the two parties do not approach the

transaction with comparable knowledge, sophistication or expertise.
Fourth, the transaction may be conducted in an atmosphee in
which the seller-tenant is under some financial pressure due to a
waning income and extraordinary expenses.

Further, the

consumer in this situation is dealing with his most precious
asset --

his home --

the potential loss of which without adequate

compensation could be devastating.

The Association is thus

convinced that seller-tenant protection is the primary objective
against which this bill must be measured.

Unless it is clearly

understood that social goals are to be served in conjunction with
financial interests, AARP would take the position this legislation
is poor public policy.
Although our statements should not be interpreted to indicate
that older people are incapable of overseeing their assets,
including the equity in their homes, we believe there is a
significant number who are vulnerable to high pressure sales
tactics, sharp dealing, or the promise of benefits which cannot be
fulfilled.

Since the market for sale-leaseback arrangements will

inevitably involve profit motivated investors and unsophisticated
homeowners,

we believe it likely that some homeowners may act

without due consideration of qthqr alternatives or act without
full knowledge of the impact of the transaction upon their lives
and living arrangements.
AARP recognizes that as an irreversible lifetime decision,
there are certain risks inherent in sale-leaseback transactions.
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For example:
1)

The seller will turn the title to the house over to
the buyer, which could increase the seller's risk in
certain situations -- such as the bankruptcy of the
buyer.

2) No one can predict the impact of inflation upon the
buying power of the cash generated, as this dollar
amount remains fixed for the life of the seller-tenant.
3)

Future appreciation on the property cannot be captured
by the seller-tenant.

4) The sale price of the property could be somewhat less
than appraised value.

This is necessary to attract a

buyer who is giving up certain rights, such as occupancy
rights, normally obtained in the acquisition of property.
5)

Although any balance due on the sales contract would be
collectible by the estate, sale-leaseback removes Mhe
home as an asset of the estate.

Despite its limitations,

it is apparent that sale-leaseback

is of interest to a substantial number of older homeowners.
Questions raised by interested homeowners are generally related
to the following issues:
1)

Is such an opportunity available in my community;

2)

Where do I go for information/advice;

3)

How can I be assured of the right to live in my home;

4)

How can I be assured of an adequate flow of cash
throughout my life;

5)

How does this affect my estate;

6)

How will this affect my tax situation; and
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7) What will happen if the buyer gets into financial
difficulties.
S. 1914 clarifies the answers to many of these questions.
The legislation will permit with more certainty the sale-leaseback
transaction with its accompanying economic benefits to both
parties.

The seller-tenant will be able to remain in his home

while still enjoying the proceeds of the sale.

Since the

seller-tenant must be 55 or over, he would qualify for the
one-time Section 121 capital gains exclusion, thus making the
transaction more attractive and beneficial.

The sale will also

shift the risks and burdens of ownership to the buyer, further
alleviating the problems for the seller-tenant, while in exchange
the buyer will be able to take depreciation on the home.

Further

tax consequences are clarified by excluding the value of
seller-tenant occupancy rights and fair market discount sales
price from the seller-tenant's income, while including the net
return on any annuity purchased for the seller-tenant as income
when that income is received.

Additionally, the buyer will be

able to take advantage of current accelerated depreciation rules
for

investor-ownd housing.

AARP supports these refined

interpretations of present tax law as a means of'making the
sale-leaseback area more defined and thus more attractive.
AARP also supports the definition of occupancy rights.

As

an essential feature of this legislation, the seller-tenant is
guaranteed the right to remain in his home by exercising a
continuing right of renewal of the lease until his death.

This

will help insure that the seller-tenant retains the one critical
option in this transaction, the right to choose to live in one's
own home for the remainder of one's lifetime.

This option will
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retain its effectiveness only if upon resale of the property
the new buyer is also obligated to assume all responsibilities in
the existing contract.
One change in S. 1914 may be needed in the definition of
"occupancy rights."

The bill states in part that the right to

occupy would be for a term that "equals or exceeds one half of
the life expectancy of the seller-lessee."

This term may

initially be set at too long a period of time.

The seller-tenant

may be locked into a long-term lease which shortly becomes an
unaffordable burden.

Since the bill already provides for a

continuing right of renewal, a shorter original term may be
more appropriate.
The "fair rental" clause is also an integral part of this
legislation, but the definition does not go far enough.
fails to address the need for future rent constraints.

The bill
A

modification is needed to expand the meaning of "fair rental"
by addressing the extent to which future increases in an initial
market rent can be limited without jeopardizing the validity of
the sale or creating imputed gain or loss.

This can be

accomplished by legislating that future rent increases must be
defined by a reasonable limitation set out in the contract of
sale.

The limitation itself need not be specifically defined

in the legislation, but may be left to the contracting parties
to use such options as indexing to an acceptable economic
indicator or payment agent.

This will allow the parties to

choose the option most appropriate in view of life expectancy,
the discount on the sales price or other contingency in each
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transaction.

More importantly, this provision will provide

some protection for the seller-tenant against future prohibitive
rent increases.
We feel the most effective protection would be an indexing
related to the future income of the seller-tenant, a good example
being the social security cost of living adjustment.

If future

rent increases cannot be reasonably restrained, the seller-tenant
may in practice be effectively precluded from exercising the
renewal option mandated by this legislation.

This would be

contrary to the social goal which AARP believes this legislation
must protect --

the opportunity to live in one's home for the

remainder of one's lifetime.

By requiring a reasonable limitation

in the rent increase in the contract of sale, the seller-tenant
can be adequately protected from exhorbitant future rent
increases that would drive the seller-tenant from his home.
Another area of concern for the Association is the size
of the discount of the purchase price of the home.

The

Association feels that the discount sales price should be
appropriately related to the fair market value of the home taking
into account all the terms of the lease and the individual
contracting parties.

This could be accomplished by giving the

IRS the authority to investigate whether the transaction was
conducted on an arm's length basis.

This would serve to ensure

fair dealing between the parties, thus protecting the seller-tenant
from receiving a disproportionately low sales price with respect
to other contract terms.
There are other features of sale-leaseback transactions,
while perhaps more appropriate for regulation outside of a tax
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bill, which should be brought out to this subcommittee upon
consideration of this legislation.

First, in order to ensure

better protection for the seller-tenant, a full disclosure of
information will be necessary, including all the obligations,
options and risks inherent in these transactions.

Only with

full knowledge will the seller-tenant be able to make an
intelligent and informed decision with respect to home equity
conversions.

Second, to help prevent pressure tactics by

profit-motivated buyers from causing a seller to make an
ill-advised sale, a rescission period should accompany each
sale-leaseback transaction.

This extra time may be necessary

to enable the seller to reconsider the transfer of an asset
as precious as one's home.
A further protection that should become an industry
standard would require that the buyer purchase an annuity for
the seller that would become payable when the monthly payments
on the sales contract cease.

The cost of the annuity, purchased

by the buyer for the seller-tenant, would be included in the
purchase price.

The guaranteed flow of income would best serve

to ensure the elderly beneficiary of lifetime security.
The Association believes that the design of S.
1914 is
a positive step towards the viability of home equity conversions
through sale-leaseback transactions.

We support the present

attempt to redefine acceptable limits of already existing tax
treatment.

In order to become a meaningful aid to the elderly

homeowners who live on modest fixed incomes, legislation in
this area must further ensure the quality of homeowner protection.
AARP hopes to be able to continue to work with the subcommittee
in support of its efforts to enact legislation that would open
up the area of equity conversion for homeowners.
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STATEMENT OF KEN SCHOLEN, DIRECTOR, NATIONAL CENTER
FOR HOME EQUITY CONVERSION, MADISON, WIS.
Mr. SCHOLEN. Thank you, Senator. I will summarize my prepared
comments.
The earlier oral testimony by the Treasury Department may give
the impression that S. 1914 creates a new class of tax shelter for
investors. This is simply not the case. Based on existing case law,
existing revenue rulings, and explicit Treasury Department testimony to the Senate, it is abundantly clear that in a residential sale
leaseback the seller may already take the one-time capital gains
exclusion if otherwise qualified, and the buyer may already take
deductions for depreciation and expenses.
What is not clear in the law, however, is really the heart of the
matter and the key element of the sale-leaseback transaction,
namely, the degree to which the future occupancy rights of the
seller may be safeguarded without jeopardizing the tax status of
the transaction.
At one extreme, it is clear that short-term occupancy rights-for
example, a 1-year lease with no limit on future rent increaseswould be permissible. At the other extreme, it is clear that a rentfree life estate would not be permissible.
Ironically, the tax status of the sale leaseback becomes increasingly questionable as the occupancy rights of the seller become
more secure. The lack of legal clarity in this area means, therefore,
that parties to current sale-leaseback transactions have an incentive to "play it safe" from a tax perspective at the cost of reducing
the security of the seller's occupancy rights. This perverse incentive undermines the fundamental purpose of the transaction. That
is the central issue in S. 1914: to clarify the extent to which occupancy rights may be safeguarded.
Changes in this legislation responding to the concerns of the
Treasury Department are discussed in my written statement. In
short, the statutory definition of "fair rental" should not specify a
below-market rent, although future rent consultants should be permitted. In addition, the section regarding the valuation of occupancy rights should be subject to a condition that the purchase price
be reasonably related to full fair-market value unencumbered by
the lease but taking into account the condition of the leaseback
and the terms of the lease.
Thank you.
[Mr. Scholen's prepared statement follows:]

28-040 0 - 84 - 21

318
Statement on S. 1914
to the
Senate Finance Subcommittee on Taxation & Debt Management
by
Ken Scholen, Director, National Center for Home
Equity Conversion

October 28, 1983

America's fast-growing elderly population could be more self-sufficient
and independent if older Americans could more fully use the most important
financial asset they already own.

At present, most older persons do not

derive any cash income from their single largest financial investment.

Most older Americans own a mortgage-free home. The overwhelming majority
prefer to live independently in their own homes for as long as they can.
Because they don't sell and move, however, most older homeowners never
turn this frozen resource into cash.

Converting home equity into income for the elderly while they remain in
their homes is the purpose of various home equity conversion mechanisms
now being developed and tested throughout the country.
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In one of these plans - the residential sale leaseback - a homeowner

sells her home but remains living In it as a renter.

Based on case law, revenue rulings, and explicit Treasury Department
testimony, it is clear that in this type of transaction the seller may
take the one-time capital gains exclusion if otherwise qualified, and
the buyer may take deductions for depreciation and expenses.

What is not clear, however, is really the-heart of the matter and the
key element of the deal:

namely, to what degree may the future occupancy

rights of the seller be safeguarded without jeopardizing the tax status
of the transaction?

At one extreme, it is clear that short-term occupancy rights, for example,
a one-year lease with no limit on future rent increases, would be permissible. At the other oy..reme, it is clear that a rent-free life estate
would not be.

The tax status of the deal becomes increasingly questionable as the
occupancy rights of the seller become more secure. The lack of legal
clarity in this area means, therefore, that parties to current sale
leaseback transactions have an incentive to "play it safe" from a tax
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perspective at the cost of reducing the security of the seller's occupancy rights. This perverse incentive undermines the fundamental purpose
of the transaction.

That isthe central issue in S. 1914.

It is the reason we need legislation

or an administrative ruling to clarify the extent to which occupancy rights
may be safeguarded.

Such clarifying legislation should as nearly as pos-

sible reflect existing tax code provisions, case law, and revenue rulings.

In particular, S. 1914 should be amended in the following respects:
1) the bill should be re-cast as "safe harbor" legislation, i.e.,
its compliance criteria should not be exclusive, and any failed
attempt to meet iuch criteria should explicitly not create a
presumption against compliance;
2) the statutory definition of "fair rental" should not specify a
percentage of appraised fair market rent, but should permit the
parties to constrain future increases in a current fair rental,
provided such constraints do not arbitrarily decrease the initial
fair rental; and
3) provisions regarding the value of occupancy rights or fair market
price discount should be subject to the condition that the purchase
price be reasonably related to full fair market value unencumbered
by the lease, but taking into account the condition of the leaseback and the terms of the lease.
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(Further discussion of these issues and recommendations are included in
an attached supplementary statement prepared originally for the Federal
Council on the Aging.)

Clarifying federal tax policy on residential sale leasebacks is one step
toward unlocking the largest single source of private savings held by
older Americans.

Converting home equity into income provides a new way

for older homeowners to purchase the goods and services they need to
remain independent.
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THE ISSUE IS SAFEGUARDING THE SELLER
Supplemental Statement for the Federal Council on the Aging
by Ken Scholen, Director
National Center for Home Equity Conversion
September 27, 1983

At present, a seller and buyer of residential property can transact
a sale leaseback and receive all of the basic tax benefits necessary to
make such a deal work.

Then why are legislation and/or administrative

rulings needed? They are needed because
1) only those sale leaseback deals with a certain combination of
terms and characteristics clearly qualify for the tax benefits;
2) the deals that clearly do qualify are the ones that do the
worst job of safeguarding the elderly seller;
3) the deals that clearly do not qualify are the ones that do the
best job of safeguarding the elderly seller;4) between these two extremes there is a hazy middle ground of
legal uncertainty; and
5) elderly sellers need to know how far they can go in safeguarding
their legitimate interests without jeopardizing the tax status
of the transaction.
*The most direct way to analyze this issue is to consider A) the deals
now clearly favored by the tax code; 8) why these deals are dangerous for
the elderly seller; C) how these deals could be made safer; D) the tax
implications of safeguarding the seller; E) the uncertainties these tax
implications create; and F) how elderly sellers can gain a reasonable
measure of statutory and/or administrative guidance in safeguarding their
legitimate interests within the boundaries of a responsible transaction
and sound tax policy.
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A) Currently Favored Transactions
At present, favorable tax treatment is given to residential sale
leasebacks that most closely match the terms and characteristics "formula"
in the following transaction:

a) the home sells for fair market value;

b) title transfers to the buyer and the seller retains no repurchase
option; c) the buyer is responsible for all taxes, special assessments,
major maintenance, and repairs; d) the buyer is entitled to all future
appreciation in the home's value and any condemnation awards or other
insurance proceeds; e) the buyer bears the risk of loss from depreciation,
casualty, and condemnation; f) the seller pays a fair rental on an annual
lease with no limits on future rent increases; g) the interest rate on
seller financing is reasonable; h) the deal is entered into for profit
by the buyer; and I) neither party enters into the deal for tax avoidance
purposes.
At present, this type of sale leaseback qualifies for the following
tax treatments:

a) the seller may take the one-time capital gains exclu-

sion on the sale of a principal residence if otherwise qualified; and
b) the buyer may take deductions for depreciation, property taxes,
insurance, maintenance, and improvements.
B) Risk for the Seller
The "formula" sale leaseback outlined above today qualifies for the
tax benefits that make the deal work.
ruling are necessary.
to this formula?

No legislation or administrative

So why aren't sale leasebacks structured according

What's wrong with this deal?
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The problem Is that one part of the deal is much too risky for most
elderly sellers.

Indeed, it is so dangerous that an elderly seller would

be ill-advised to enter a contract having this provision.
This excessively risky feature is the absolute right of the buyer
to raise the rent without limitation throughout the life of the seller's
tenancy.

The danger is that rapidly escalating rents can quickly eat up

the seller's new monthly income from the deal.

This in turn can make the

home much too costly to rent (unless, of course, the seller has substantial
income or assets other than the home). Although the seller may retain a
legal right to lease the home on an annually renewable basis, she may no
longer be able to afford it.
The rent increase issue is pivotal in protecting the integrity of
the transaction and in safeguarding the seller's vital interests. A
seller's motivation for entering the deal is to increase spendable income
while maintaining a reasonably secure right to remain in the home as a
renter.

With unlimited future rent increases, however, the sale leaseback

can end up impoverishing older persons and forcing them from their homes.
C) Reducing the Risk
The seller who wants to ensure the tax status of the transaction
will agree to pay a market rate of rent at the outset of the deal.

But

the seller who wants to safeguard her future financial and occupancy
interests will also have a legitimate interest in obtaining some contractual assurance about future rent increases.
This rental safeguard could take the form of a perpetually fixed
rent, a fixed schedule of annual rent increases, a clause permitting
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annual increases tied to an index but not exceeding a given percentages
or any of a variety of combinations of these or other possibilities.
As the safeguard mechanism becomes more favorable to the seller, however, the property becomes less valuable to the buyer.

As a result, the

buyer is willing to pay less for a more stringently encumbered property.
This dynamic is magnified by the life expectancy of the seller. The
younger the seller, the longer the rent safeguard is likely to be in
effect and, therefore, the less a buyer would be willing to pay for the
property.

In the case of a very old seller, by contrast, the buyer would

be less concerned about a given rent safeguard because it could not be
expected to be in force as long.
From a seller's standpoint, the difference between two rent safeguard provisions can end up being much greater than they may initially
appear to be.

For example, with an annual rent escalator of 2% it would

take over 20 years for the monthly rent to increase by 50% over the amount
charged in the first year. But with a 7% annual escalator, the rent would
reach that same level in only 6 years; it would double in 11 years; and
it would quadruple in the time it took the 2% escalator to reach a 50%
increase.
D) Jeopardizing the Tax Benefits
Safeguarding the seller against unlimited rent increases jeopardizes
the tax benefits of a sale leaseback.

Itdoes so because it introduces two

related deviations from the formula transaction outlined earlier in part A.
First, it places an explicit contractual limit on future rent increases.

This means that at some future time the actual rent paid by the
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seller may be less than what would have been paid without the limit, i.e.,
less than a future "fair market" rent.
Second, safeguarding the seller against rent increases reduces the
value of the property for the buyer. This means that the seller and
buyer are likely to negot-iate a sales price that is somewhat less than
the price would be if the deal did not include a rent safeguard, i.e.,
less than a "fair market" price.
These related deviations from the tax-favored sale leaseback formula
jeopardize the transaction in two respects. First, they may cause the
IRS to conclude that a true sale has not occurred and that, therefore,
the tax benefits listed in part A are not available to the parties.
Second, the IRS may require that some or all of any difference between
the negotiated sales price and the "fair market" value of the home when
sold without a rent safeguard be reported as prepaid rental income by the
buyer, and as imputed gain or loss by the seller.
The degree to which a rent safeguard jeopardizes the tax status of a
3
sale lease back depends upon the degree to which it protects the seller.
At the extremes, the issue is clear-cut.

"The clcser the transaction

comes to unlimited rent increases, the more likelihood there would be a
valid sale .

.

,4 and the less likelihood there would be an imputed

income/gain requirement. At the other extreme, a rent-free life estate
5
has been ruled to be not a valid sale by the IRS.
The practical, real-life problem is not at the extremes, however.
It is knowing to what degree the elderly seller can be safeguarded without jeopardizing the tax status of the deal.

This is probably not a

serious problem for sellers having substantial income or assets other
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than the home.

But It is the key issue for most sellers who are entering

a sale leaseback precisely because they do not have such income or other
assets.
E) Uncertainty for the Seller
Where does this leave the elderly seller who wants to transact a
valid deal with economic substance, who wants that deal to fall cleanly
within the boundaries of federal tax law, who is not motivated by tax
avoidance, who is willing to meet the basic "fomula" requirements for a
clearly tax-favored sale leaseback, and who wants some reasonable rent
safeguard that is reflected in the negotiated sales price?
What should this person do?

Should she forget about her own best

interests, and agree to unlimited future rent increases just to make
certain it's a valid sale?

Ineffect, the current uncertainty of federal

policy provides an incentive to do just that.
Assuming that she agrees to a first year rent at a market rate,
should the seller agree to a fixed future schedule of substantial (i.e.,
arguably "market") annual rent increases? Such increases would substantially diminish any difference between the negotiated sales price and the
home's "market" value.

This would mean a larger down payment and/or

larger installment purchase payments to the seller from the buyer.

But

these increased inflows to the seller would be much more rapidly surpassed
over time by substantially escalating rental costs than the inflows from
a reduced price would be by a more constrained rent schedule.
Assuming the IRS would permit some kind of future rent schedule,
what is likely to be deemed reasonable?

The difference between a 2%
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annual increase and a 7% annual increase, as we have seen, is a difference
in degree so great that in time it becomes a difference in kind. Two
percent qualifies as a safeguard, but seven percent can became a formula
for economic eviction.
In guessing how much of a rental safeguard (and price reduction) the
IRS might permit, should the seller take into account her life expectancy?
Should she assure that the IRS (like the buyer) is likely to accept a
stronger safeguard for a shorter expected term, and a weaker safeguard
for a longer expected term? Should both parties assume that any price
"reduction" will have to be reasonably related to the value of the rent
safeguard?

If so, by what method should this be calculated? Should the

buyer report the price reduction as imputed rental income? Should the
seller take it into account in determining capital gain or loss?
F) Guidance for Safeguarding Sellers
All of these questions arise from a single source:

the need to safe-

guard the seller against unlimited future rent increases. Without this
need, the questions would be irrelevant, and there would be no serious
legislative or administrative barriers to sale leaseback arrangements.
But because the rent safeguard is central to the integrity of the
transaction, elderly sellers need some statutory and/or administrative
guidance on this issue.

They need to know how far they can go in protect-

ing their interests without jeopardizing-the tax status of the transaction.
An IRS revenue procedure could provide this guidance. But, depending
upon the specificity and the specific provisions of that guidance, legislative action might still be required.

For example, the IRS might rule
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that an initial market rent plus a fixed schedule of reasonable future
rent increases is permissible. But it might not define "reasonable" at
all, or it might define "reasonable" as being an annual percentage that
exceeds what is in fact workable.

In addition, such a ruling may neither

speak to nor provide sufficiently clear guidance on the imputed gain or
loss issue.

Indeed, the IRS may never issue such a ruling of any kind.

It makes sense, therefore, to continue refining new statutory language.
This activity will suggest content for an administrative ruling, establish
a standard against which such a ruling can be compared, and continue
preparation for a legislative solution should the ruling not be forthcoming
or sufficient. The basic purpose of this legislation (or any administrative
ruling) should be to clarify the meaning of "fair rental" by addressing
the extent to which future increases in an initial market rent can be
constrained (and the purchase price reduced) without jeopardizing the
validity of the sale or creating imputed taxable gain or loss.

Presumably,

a transaction with some marginal rent constraint and marginal price
reduction taken together with the full panoply of "formula" requirements
listed in part A (including in particular an initial market rent) would
qualify under current law for the tax benefits listed in part A.
Any regulation or ruling, therefore, would not be creating a new
"favored class" or "new complexity" in the code.

Instead, it would be

defining the limits of art already existing tax treatment, and reducing the
complexity faced by taxpayers who want to know and abide by those limits.
It would not "give" a tax benefit that does not now exist; it would
clarify the boundaries beyond which an already existing benefit is not
available.

S3O
In addressing such a limited goal, legislative or administrative
initiatives should not seek to make fundamental code changes with respect
to related but separate issues.

They should not create new tax treatments

for sale leasebacks that are fundamentally different from the treatment
now given to sales in general and to ownership of rental property.

Neither

should they create new tax treatments-for certain types of residential sale
leasebacks that are different from treatments now clearly accorded very
similar types of residential sale leasebacks.
For example, at present the seller of a principal residence who is
55 years of age or older may on a one-time only basis exclude up to
$125,000 of gain.

This tax benefit is now clearly available to sellers

who move, and to sellers who lease back their home (provided they meet
the formula requirements in part A).

What is not now clear is how far

the seller can go in constraining future rent increases and reducing the
purchase price - and still claim the existing exclusion.
Legislation clarifying this matter of limits should not also address
a separate issue that has been raised in other testimony, i.e., the
distributive impact of the capital gains exclusion-Itself.

It is true

that the exclusion is structured as a deduction rather than a credit.

It

is also true that up to a point the value of this particular structure
in general increases with income and home value.
known and understood.

These facts are generally

Nevertheless, this legislation should not attempt

to make the capital gains exclusion more progressive for all qualifying
sellers in general, or just for all or some leaseback sellers in particular.

It should simply clarify the extent to which elderly sellers

331

-

who lease back their homes can safeguard their interests while remaining
eligible for the existing exclusion.
Similarly, the legislation should not attempt to re-assign the basic
distribution of tax benefits that normally go to elderly sellers (the
capital gains exclusion) and to owners of rental property (depreciation
and expenses deductions).

It may be, as some have argued, that this

arrangement favors the rental owner over the seller. But that major
policy issue - like the capital gains matter - is not an appropriate

topic for this legislation.
Applying a different kind of capital gains exclusion to sales that
involve leasebacks, or to certain types of sale leasebacks, would create
a new "favored class" and "new complexity."

This would also be the case

if a different distribution of tax benefits between elderly sellers and
rental property owners were instituted for sales involving leasebacks,
or for certain types of sale leasebacks.
On the other hand, neither legislation nor administrative ruling should
be so finely prescriptive on the limited issue at hand that it unduly
restricts the functioning of this market by arbitrary design or inadvertence.
General guidance and direction are what is needed.
Testimony presented to the Federal Council on September 14 strongly
suggests that the Specter draft should be amended to reflect the formula
characteristics listed in part A as modified by the following four provisions:

1) require a market rate of rent that by contract may be subject

to future increases but may not be arbitrarily decreased; 2) permit an
annually renewable or lifetime lease; 3) require that the sales price be
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reasonably related to fair market value taking into account the terms
and conditions of the lease; and 4) provide that neither seller nor buyer-receive imputed gain, loss, or income based on a sales price derived in
this manner.

Considering the Langford and Giberson decisions in particular6 , it
is reasonable to conclude that the substance of this amended bill could
be issued as a revenue procedure by the IRS.

Whether in administrative

or legislative form, however, the provisions suggested above address the
major relevant issues raised at the FCA hearing.

They speak directly to

the practical questions that arise from the need to safeguard the legitimate interests of the elderly seller.
Without this type of clarification there will continue to be only
three types of residential sale leaseback transactions:
1) deals without rent safeguards made by wealthy individuals
who can afford the financial risk;
2) deals without rent safeguards made by non-wealthy persons
who cannot afford the financial risk, but who nonetheless
take it to avoid the legal risk that the IRS might subsequently overturn the agreement; and
3) deals with rent safeguards that run the risk of IRS
disapproval (ifinvestors for such deals can be found).
We need to move beyond this unacceptable trio of choices.

That is

the only way elderly sellers can be safeguarded against unreasonable rent
increases that threaten their economic and residential security.
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Notes

1
The tax advantages and business purposes of residential sale leasebacks
are significantly different from those of commercial sale leasebacks.
A summary of the tax and business features of commercial sale leasebacks
is discussed by Del Cotto, 37 Tax Law Review 1981, pp. 3-6. Two Tax Court
decisions on residential sale leasebacks are cited in note 6 below.
2

Letter submitted to Senator John Heinz by John E. Chapoton, Assistant
Secretary for Tax Policy, U.S. Department of the Treasury, on August 20, 1982.
3

Tax benefits triggered by a sale of property are not permitted unless
a valid sale has taken place. If the seller" retains substantial occupancy
rights and control of the property, then the IRS may rule that for tax
purposes a valid sale has not occurred. But the seller ir a sale leaseback

needs some assurance that her future occupancy rights as a renter are
secure.

Yet she must be careful that they are not so secure (e.g., a

rent-free life estate) that she remains the owner in the eyes of the IRS.
The formula transaction in part A describes a clearly valid sale. This
transaction, however, does not have sufficiently secure future occupancy

rights for most elderly leaseback sellers.

As progressively stronger future

occupancy rights are introduced into the deal, moreover, the validity of
the sale becomes increasingly questionable.
4 Statement

submitted to the Federal Council on the Aging by Nancy
Schurtz, Associate Professor, University of Oregon School of Law, on
September 14.
5

Internal Revenue Service Letter Ruling #8029088.

6

Langford v. Commissioner, 42 TCM 1160-(Dec. 38,270(M), 1981);
Giberson v. Commissioner, 44 TCM 154 (Dec. 39,111(M), 1982).
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Senator PACKWOOD. Do you think this bill can be made a workable bill, so long as we have those protections in it?
Mr. SCHOLEN. Yes, sir.
Senator PACKWOOD. Mr. Baldwin, do you think so, too?
Mr. BALDWIN. We feel the same way. Yes, sir.
Senator PACKWOOD. I think the fears you expressed are justifiable. I can see, without the protections on occupancy, you are going
to have the possibility of abuse. I don't want to prejudge anybody,
but I can see the possibilities. Clearly, that is the one thing-that
the seller wants. That's the reason they are selling. They want to
have the income and yet some guarantee of a life tenancy.
David.
Senator BOREN. No questions, Mr. Chairman.
Senator PACKWOOD. Gentlemen, thank you very much.
Mr. BALDWIN. Thank you.
Mr. SCHOLEN. Thank you, sir.
Senator PACKWOOD. We will move on to a panel consisting of
Richard Finn and Lana Batts, on S. 1231.
Senator BOREN. Mr. Chairman, I wonder if I might make an
opening statement on this as one of the cosponsors of the legislation, before we have the very able panel present their statements?
Senator PACKWOOD. By all means.

Senator BOREN. I will summarize and ask that my full statement
appear in the record.
Mr. Chairman, you remember that back in December, in the closing hours of the debate on the Surface Transportation Act of 1982,
that I and others became aware of a gross inequity that exempted
from the 12-percent Federal sales tax a rail vehicle known as the
RoadRailer to the exclusion of a vehicle made and used for the
same purpose, a piggyback trailer.
This was discussed on the floor, in fact, in a colloquoy at the time
that the bill was passed. As you recall, it was right before the
Christmas recess, the time was running out, and we were under
deadlines on the floor. The decision was made at that time that it
was impossible to address inequity at that point of proceedings on
the bill, but a commitment was made by the chairman of the committee and others to have hearings and to examine the problem
that was created, that we were treating two different kinds of vehicles that really had the same purposes differently.
Piggyback trailers now pay the full 12-percent Federal sales tax,
even though they travel the same road mileage as the RoadRailer,
and they are designed to serve the same purpose as the RoadRailer. Of course, the basic difference between the RoadRailer and
the piggyback trailer is that the RoadRailer has a set of train
wheels to travel on the rail, while the piggyback trailer is lifted
onto a flat car to travel on the rail. But both types of trailers travel
about the same land mileage, which usually averages less than
3,000 miles a year.
Of course, that was the idea, that if we were putting a tax on
vehicles because they tore up the roads and they should pay a portion of the upkeep of the Loads, that those that were designed and
were not going to be on the roads very much should pay a lesser
amount or should have an exemption. So the RoadRailer was
exempt, but the piggyback, which has exactly the same function,
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and travels about the same mileage, was nut exempted. And this
creates a competitive imbalance in the industries. Those companies
that happen to have opted for RoadRailers end up being much
better off than those companies that opted for the piggyback approach, even though they are filling exactly the same function and
are sometimes in a competitive situation with each other.
So I think we can solve this problem. Piggyback trailers cost
more to build, weigh about 1,000 pounds more than an over-theroad trailer. They are built differently, they are constructed differently, they cannot really be used interchangeably. Therefore, I
think it can be done without much of an enforcement problem.
So I hope that the committee will give this serious consideration.
Several of our colleagues-Senators Wallop, Matsunaga, Mitchell,
Symms, Baucus, Pryor-as well as myself, all members of the committee, have joined in cosponsoring this legislation.
Mr. Chairman, I would just insert the rest of my statement in
the record and say that hopefully we will give very serious consideration to this piece of legislation. I am pleased that this very able
panel of experts has appeared to discuss it this morning.
Senator PACKWOOD. David, thank you.
Why don't you go right ahead, Mr. Finn?
STATEMENT OF RICHARD FINN, PRESIDENT, TRANSAMERICA
INTERWAY, INC., NEW YORK, N.Y.

Mr. FINN. Thank you very much, Mr. Chairman, Senator.
My name is Richard Finn. I am president and chief executive officer of Transamerica Interway. We are a major owner of containers, piggyback trailers, and very importantly, also, over-the-road
trailers which we rent, and we are an ICC-regulated trucking company. So in the sense that there is any issue between us and truckers, we are on both sides of the fence.
I am pleased to speak in favor of S. 1231, which would exempt
the piggyback trailers from the 12-percent excise tax.
Under last year's Surface Tran,3portation Assistance Act, both
the over-the-road trailers, which are major highway users, and the
piggyback trailers, which travel much less on road and more on
rail, pay the same 12 percent.
However, Piggyback trailers and of course the roadrailer, which
Senator Boren has already mentioned, use the roads much less
each year than the large long-haul over-the-road trailers. Our overthe-road trailers average about 50-60,000 a miles a year.-Piggyback
trailers, based on the samples that we did in 1978 and 1981 run
below 3,000. So there is a tremendous difference in ratio of mileage
over-the-road used.
The 12-percent excise tax, as I understand it, was aimed at getting heavy road users to pay for the highway maintenance that
they cause. But piggyback trailers, as we have said, do not significantly damage the highway, simply because they do not go over the
road that many miles. Therefore, we feel very strongly that an exemption for piggyback trailers makes sense.
As we have already noted, the principle of an exemption for lowmileage users of highways has already been recognized by the ex-
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emotion for the roadrailer, which, as Senator Boren mentioned, is
simply a modified piggyback trailer.
We think that the exemption should help to encourage the use of
rail for long-haul freight, which we believe is a positive thing for
the country, in the sense that it will offset the basic increased cost
of bringing up the spec of a trailer to Piggyback use. You have to
put on lift pads, you have to put on extra locking bars on the doors,
and that costs an additional amount of money. Furthermore, of
course, it increases the weight, if that is significant for you. And if
you increase weight, obviously over the life of a trailer you will increase the fuel use that the trailer incurs.
We believe that the administration of an exemption would be
simple. All of our trailers, for example, are certified by the AAR.
They would have to meet that certification. And because they require those additional features initially to meet such certification,
we doubt that many people would want to incur those additional
features and the additional weight in order to circumvent the 12percent tax.
As far as the cost of the exemption to the Treasury, which certainly is an important factor, we believe it would not be that significant. There are not that many piggyback trailers in the countryabout 145,000. We think you might need to replace and increase
the volume by about 12,000 trailers a year. So our estimate of the

revenue loss is about $13 million per annum.
So basically we feel strongly that we should get an exemption for
Piggyback. I was disappointed to hear that the Department of
Transportation indicated that they were not in favor of this, because in their Federal Highway Cost Allocation Study in May of
1982 they said, "piggyback trailers: Consideration should be given
to relieving truck trailers that are manufactured for use as piggyback trailers, trailers transported by rail for the line haul portion
of the trip, of the new truck excise tax." That's what they said in
May of 1982. They now apparently oppose it, and we will have to
find out why.
Thank you.
Senator PACKWOOD. Thank you. Ms. Batts.
[Mr. Finn's prepared statement follows:]
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I am pleased to submit this Statement in support of
S. 1231, a bill to amend the Internal Revenue Code of 1954 to
exempt certain Piggyback trailers and semi-trailera from the
Federal excise tax on motor vehicles.

TRANSAMERICA INTERWAY

Transamerica Interway is a subsidiary of Transamerica
Corporation, a diversified public company.

Headquartered in

San Francisco, Transamerica employs approximately 26,000
employees throughout the United States working for a number of
diverse subsidiaries including Transamerica Airlines,
Transamerica Occidental Life, Transamerica Delaval and Budget
Rent a Car.
Transamerica Interway operates through various
subsidiaries including Transamerica Trailer Services, which
leases over-the-road trailers; Transamerica ICS, which leases
intermodal freight containers and chassis; Transamerica
Transportation Services, our Piggyback trailer Lessor; and two
subsidiaries engaged in freight transportation, including an
over-the-road Interstate Commerce regulated trucking company.
(Parenthetically, at this point I would observe that even
though we own, operate and lease over-the-road trailers, we are
only endorsing an exemption for Piggyback trailers.)
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Transamerica Interway's subsidiary, Transaigerica
Transportation Services (TTS) owns, operates and leases a fleet
of about 36,000 Piggyback trailers.

As such, TTS is the

largest owner of Piggyback trailers in the United States.
principal lessees are United States railroads.

Its

TTS leases its

Piggyback trailers both on a medium term and short term basis.
The major thrust of TTS' leasing business is providing
approximately 20,000 trailers on a pool basis, wherein the
Piggyback trailers are interchanged from one user to another,
as the freight moves from origination point to ultimate
consignee.

With thg transfer of possession of one of our

Piggyback trailers, all of the lease obligations simultaneously
pass from one user to the other.

PIGGYBACK TRAILERS

Piggyback trailers are, as indicated above, operated
primarily by the nation's rail-roads for the transportation of
freight on rail flatcars for the long distance line haul and
briefly on local streets and highways for pick-up and
delivery.

Piggyback trailers are visually similar in overall

design to trailers which are primarily used over the road (OTR
Trailers).

However, Piggyback trailers are significantly

modified and strengthened in order to withstand the rigors of
their primary use, i.e. in trailer-on-rail-flatcar (TOFC)
service.

Attached as Exhibit I is a listing of components
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required by the Association of American Railroads (AAR Trailer
Specification M-931) for Piggyback trailer certification
together with the additional weight and cost of each component.

ROAD VS. RAIL USAGE OF PIGGYBACK TRAILERS

Piggyback trailers perform the vast majority of their
transport function on railroad flatcars and not on the
highways.

Several studies conducted by TTS have established

that Piggyback trailers travel insignificant amounts on the
Indeed, OTR trailers travel

highways compared to OTR trailers.

on the road somewhere between 10 to 20 times the annual road
mileage of Piggyback trailers.
In 1981 a survey by TTS concluded that a sampling of
62 Piggyback trailers equipped with hubodometers, traveled on
average 2,432 miles on the road.

A similar survey in 1978

produced an average of 1,406 miles.

We would point out also

that based on our experience, a large portion of the road
mileage traveled by Piggyback trailers is on local streets and
not major and interstate highways.

The Department of

Transportation on the other hand has calculated the average
annual mileage for all heavy tractor trailer combinations over
75,000 lbs. GVW at 67,930 miles.

Thus, we feel is it

reasonable to conclude that Piggyback trailer's usage of
interstate roads is insignificant compared to OTR trailers.
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EXCISE TAX STATUS OF
PIGGYBACK TRAILERS

At the time that the Department of Transportation was
preparing its Final Report on the Federal Highway Cost
Allocation Study, Transamerica Interway first raised the issue
of the fairness of the application of the excise tax to
Piggyback trailers.

We submitted a detailed and exhaustive

brief outlining the inequities in the application of the tax to
Piggyback trailers.

In its Final Report DOT said:

*Consideration should be given to
relieving truck trailers that are
manufactured for use as piggyback
trailers from the new truck excise
tax."
We owners of Piggyback trailers must admit that we
missed the boat when we did not get an exemption written into
the Surface Transportation Assistance Act of 1982.

We were

alerted to action in early December of 1982 when we discovered
that included in the House Bill was an excise tax exemption for
the so-called RoadRailer.

We were, however, too late, and the

exemption for the RoadRailer passed with the 1982 Act.
Meanwhile Piggyback trailers are taxed at a rate of 12% of the
retail purchase price.

It is important to our position to

understand that the RoadRailer is nothing more than a
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Piggyback trailer with a set of rail wheels.

Visually they

look very similar as can be seen by reference to the cover page
of Exhibit II. The RoadRailer spends most of its time on the
rails and as near as we can tell no more or less time than a
Piggyback trailer on the roads.
We agree fully with the Congress that the RoadRailer
is entitled to the excise tax exemption it now has.

We only

ask that Piggyback trailers have the same exemption for the
exact same reasons that prompted Congress to give the
RoadRailer its exemption in the 1982 Act.

S. 1231 WILL HELP TO
PROMOTE-THE USE OF TOFC

Transamerica Interway has prepared a booklet which we
have attached to this Statement as Exhibit II. That booklet
points up some of the desirable results that will be obtained
from encouraging and promoting the use of the Piggyback mode of
transport.

In addition to the obvious one of taking heavy

trailers off the roads, with the resulting benefits in cost
savings to the nation's highways, Piggyback is safer to human
life and is more fuel efficient.
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COST TO THE TREASURY

We estimate that an exemption for Piggyback trailers
would cost thh treasury above $13 million per year for the si.x
years that the excise tax on heavy vehicles is currently in
effect for.

Exhibit II details how we have arrived at that sum.

We would urge, however, that fairness both in relation
to the RoadRailer exemption and fairness in relation to the
underlying theory of the excise tax, dictates that Piggyback
trailers have an exemption.

We understand that the underlying

rationale for the excise tax is to place an additional cost on
heavy vehicles because of the damage they cause to the
highways.

For example, there is no excise tax on most

automobiles because the theory says they do not do material
damage to the roads.

But Piggyback trailers are designed for

and used primarily off the roads and on the rails, so that the
logic dictates that they not be required to pay an excise tax
since they also do not do material damage to the roads.

TAX AVOIDANCE

The possibility has been suggested that a Piggyback
trailer exemption will be difficult to enforce because OTR
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trailer owners would get their trailers certified as Piggyback
..

. raiders.

We believe that the economics of the situation

dictate against that result.

As our Exhibit I shows* the

approximately $1,000 of additional cost and the added weight to
the trailer of 1,138 pounds would make it highly unat--ractive
-

ttr-in initial cost and in ongoing operating costs for one to

purchase Piggyback trailers for predominant use in
over-the-road service.
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Roderick A. DeArment
Chief Counsel
Committee on Finance
Room SD-219
Dirksen Senate Office Building
Washington, D.C. 20510
Dear Mr.

DeArment:

We at Transamerica Interway want to thank you for
the opportunity for our President and Chief Executive
Officer, Richard H. Finn, to testify today in favor of
S. 1231, introduced by Senator Boren and which would
exempt certain piggyback trailers from the Federal Excise
Tax.
We have been authorized by each of the firms and
corporations listed on the attachment hereto to advise
you and the Committee that they endorse our testimony
and position in favor of S. 1231.
Very truly yours,

DJK/ecc
Attachment
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1. The TheProleM
Problem • ofUnder
theover-te-road
Suface TransportatM
Assistance
1982,
(OTR) trailers,
which Act
travel on the highways an average well over
60,000 miles a year, pay the full 12% Federal
Excise Tax.
* Piggyback trailers, which in contrast use the
highways an average of well under 3,000 miles
per year, also pay the full 12% Federal Excise
Tax.
* RoadRaler trailers, however, which travel the
same low mileage on the highways as Piggy-'
backs, are exempted from the 12% Federal
Excise Tax by the Surface Transportation Assistance Act of 1982.
Uke RoadRailers, Piggybacks are significantly
different from over-the-road trailers. While similar in
overall design to an OTR trailer, Piggybacks are
modified and strengthened for trailer-on-ral-fiatcar

(TOFC) service. They are operated primarily by the

nation's railroads for the intermodal transportation
of freight, traveling on railroad flatcars for the long
distance line-haul and by highway for local pick-up

and dehvery. Piggyback trailers are also used by
water carriers for transport aboard rolon/roll-off

vessels. Piggyback trailers consequently perform

the vast majority of their function off the highways.
The purpose of the Federal Excise Tax is to generate funds to expand and maintain the Nation's
highway system. The Imposition, therefore, of the

tax equally to OTR and Piggyback trailers isdearly
inequitable. Furthermore, it is not consistent with
the intent of Congress in creating the Highway
Trust Fund, that the tax burden necessary to main-
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tain and develop the highways be equ
distributed among the highway users in accordance with
their use.*
The fact that Piggyback trailers must pay the full
Excise Tax flies in the face of a statement made by
the Department of Transportation in May of 1982 in
its Final Report on the Federal Highway Cost Alocation Study. DOT said:
Consideration should be given to relieving
truck trailers that are manufactured for use as
piggyback trailers from the new truck excise
tax. [1-14.1
Inthe closing hours of the 97th Congress, during
exhaustive debate of the Surface Transportation
Assistance Act of 1982, Piggyback trailers were included in the Federal Excise Tax. RoadRailers were
exempted
Ina colloquy on the Floor of the U.S. Senate
during this debate, Senator David Boren (D-OK)
said:
... Mr. Chairman .. . Could I ask ... if the

committee would look at the entire area to assure the equal treatment of various types of
piggyback vehicles in the next session through
hearings with a view toward possible corrective
legislation?
Finance Committee Chairman Robert Dole (RKS) replied:
I can assure the Senator that the committee
will have an opportunity to consider this issue
,"s Send* Repod No. 2064, 84h Cong, 2nd Sms (1966); See,gsww
S

Conrq

skxWI Budget Office, Hgway Assitenoe Prograrne: A Hislodoel Powscv (Foeb
1978).
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next year. [Congressional Record Dec. 20,
1982 S 15733.]

Senator Boren has agreed during the 98th Congress to introduce legislation to exempt Piggyback
trailers from the Federal Excise Tax.

2. The Facts

* Road Mileage Contrasted
i OTR Trailers

The Department of Transportation has calculated
the average annual highway mileage for all
heavy tractor trailers at 67,930 miles.*
o Piyback Trailers
Transamerca Interway has calculated the average annual highway mileage for Piggyback trailers to be 2,432 miles.*
o RoadRailer
RoadRailer is nothing more than a modified Piggyba trailer, the major difference being a set of
rail wheels in addition to road wheels. The
RoadRailer, like the Piggyback, does very few
miles over the highways. Transamerica Interway
estimates the RoadRailer's over-the-road mileage
to be the same as a Piggyback trailer.
* Cost Saving to the Nation's Highways
Each OTR trailer diverted to the rails would result
in a reduction to the nation of a minimum of
$3,200 per year inroad maintenance and repair.***
See Appendx S.

See Appendi
C.
A-ra cwat
responetit of a heavy bk-ft
Relrton OwFederatv

cW
=ma&% (aw 75,000 tw). Fina

coatAlocabon Sk

, TableVt-N(page Vt-34).
5
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•iggyback Safety*"

Each OTR trailer diverted to the rails would contribute substantially to the safety of human life.
In 1980, the incidence of fatalities involving
heavy bucks was 607 times greater than that for
railroads per ton mile.
In 1981 the heavy truck fatality incidence increased to 1,392 times that for railroads per ton
mile.
The following table shows the fatality relationship between rail and heavy truck on an intercity
ton mile basis.
FATALITIES PER HUNDRED MILLION INTERCITY TON
MILES
Ton Mi

Mode

TW

Yew Odred .Faua

(r

HMdb

MWon

__n WW)

Rail
1980 918.62
29
Heavy trucks 1980 242.20 4,642

.03
19.17

Rail
1981 911.71
13
Heavy trucks 1981 240.70 4,756

.01
19.71

Sourmn: Anmodn d AnJw A I m -j
knwthw
* Andon

PiggybackFuel
f
Economy Piggyback is substantially more fuel efficient than
truck.
Ina 1980 paper presented to the Transportation Research Board entitled "The Energy Crisis
and Intermodal Competition" it was determined
that long-haul trailer on fiat car service when
"s

mo AWpsnc
D.

_
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compared to truck had a relative energy efficiency advantage of 2.3 to 1.
"Energy Use in Freight Transportaoio" a report

prepared by the Congressional Budget Office,

found that on the basis of actual energy used to
move freight, rails prove to be three times as efficent as trcks.
* Projected Piggyback Excise Tax, 1983-1988
Transamerca Interway estimates that over the
next six years approximately 62,000 Piggyback
trailers will be acquired in the United States at a
cost of approximately $650 million. At a 12% excise tax rate, the cost of exempting Piggyback
trailers from the excise tax would be approximately $78 million or $13 million per year.*

3. The Solution

As of November 1982, approximately 154,000 Piggyback trailers were officially listed with the vast
map*ty being owned by railroads and leasing cornpanies.**
To exempt Piggyback trailers from the excise
tax would cost the Treasury about $13 million a
y on average over the next six years. However,
we urge that the proper perspective for a Piggyback trailer exemption is one of fairness in relation
to the RoadRailer and more importantly to recognize the dollar savings to the nation ($3,200 per
year per diverted vehicle) that would result in highway maintenance and repair costs.
The exemption of Piggyback trailers from the
excise tax would not require any administrative or
"See AppwnE.

- Se Appeox F.
I
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enforcement burden. Piggyback trailers are distinguishable from ordinary over-the-road trailers, and
they incur a cost and weight penalty that would preclude OTR operators from purchasing Piggyback
trailers simply to avoid payment of the excise tax.
Congress has already recognized the distinction
between certain classes of vehicles in the application of the excise tax, and has exempted other vehicles which make minimal use of the highway,
e.g., mining, construction and farm vehicles and
RoadRailers.
It is clear that there is no material difference between a RoadRailer and a Piggyback trailer either
in their intermodal operation or in the benefits they
derive to the U.S. highway system. Indeed, if anything, Piggyback trailers when on the highways
may do less road damage than the RoadRailer because of the added weight of rail wheels on the
RoadRailer.
Piggyback trailers are clearly in the national interest. They help to lessen traffic congestion, are
safer than OTR trailers to human life and property,
are fuel efficient, cause less pollution and save
highways. Not only should Piggyback trailers be exempt from the Federal Excise Tax, but Congress
-should undertake by legislative inducement to get
trailers off the roads and onto the rails. Removal of
the excise tax is one way to do that. This is consistent with the Congressional policy of promoting
intermodal domestic forms of transport.*
We agree, the RoadRailer should have an exemption from the excise tax. BUT FOR THE VERY
SAME REASONS SO SHOULD PIGGYBACK
Mo&oCarrier Ac of 1960. Pub. L No. 96-296, PusL 4.
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TRAILERS. Therefore, Transamerica Interway advocates legislation to exempt Piggyback trailers
from the Federal Excise Tax imposed by the Surface Transportation Assistance Act of 1982.

Appendix A

Tnsarmerica Interway
Transamerica Interway Is a subsidiary of Transamerca Corporation, a diversified public company. Headquartered InSan Francisco, Transamerica employs approximately 26,000 employees
throughout the United States. Besides Transamerica Interway,
these subsidiaries include Transameica Airlines, Transamerica
Occidental Life, Transamerica Delaval and Budget Rent a Car.
Transamerica Interway's subsidiary, Transamerica Transportation
Services (TTS) owns, operates and leases a fleet of about 36,000
piggyback trailers. As such, TS is the largest owner of pWggyback
trailers in the United States.
Transamerica Interway Is also engaged through another subsdiary, Transamerica Distribution Services, Inthe business of transporti temperature-controlled commodities--primarily fresh
produce-in refrigerated piggyback trailers (reefers) intranscontinental intermodal service. This subsidiary operates 500 refrigerated trailers whose long hauls (as opposed to the short-haul
collection and distribution) are exclusively undertaken by rail.
Transamerica Interway is also engaged inthe repair and maintenance of its own and others' piggyback equipment inthe U.S.
through Transamerica Intermodal Maintenance Services, which operates 11 repair shops and more than 200 mobile service units.
A total of 634 employees of Transamerica Interway and its subsidiaries are Involved Inpiggyback trailer actiies. These employees are located in the major railroad transportation hubs of the
New York Area, Atlanta, Chicago, Miami, Philadelphia and the San
Francisco Area.
These employees owe their jobs to the fact, as reported by
Modem Railroads, that tLeasing companies have met railroad
-needs for trailers ingood times and bad."
In the Greater New York Area, where Transamerica Interway
has had its corporate headquarters since 1963, approximately 150
employees are engaged inseven ..ha piggyback trailer Industry.
In the Chicago Area, the nation's biggest railroad hub, a total of
273 people are employed in two localities.
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Tlituon-@
In Miami, Florida, the hub for roll-on/roU-off steamship Interdages of piggybadc trailers with the raroads-and a key area
for trade with the Caibbea and South Amerca-i 05 people

employed, the majority Inmaintenance and repair work.

are

On the VWst Coast InOaland and Los Angeles, a total of 48

people are Inthe Company's employ serving plggyback trailers.
InAftnta, 58 people ae employed Inpiggyback operations.

Appendix B

Over-the-Road
Trailer Highway Mileage
T.he Department of Tansportabon ha calculated that the average
annual mileage for all heavy tractor-trailer combInations ove
75,000 lbe. GVW at 67,930 miles.0
Soumc: 'FWPWo , FerW H4~ftm Cost Akoogon Slud-U.. Domffeit of Truupot~on. (C~xidon baWeon WIee IVA 2 aid IV-1 "--yI 197.
O,1n bae da -19T7 Truck Irwer"u WndUse Se#a-m of ft wesus)

Appendix C

Piggyback Trailer
Highway Mileage
In order to obtain an Indication of the average annual mileage
trvelled by Transmerica. Rflasoton Services' piggyback W&il
ers on

public

hW

ays,

TTS personnel

In April 1961 located aN

TS trailers on which hubodometers had been instaNed at the time
of purchase. Sixty-two such trailers were lct nationwide. The
Identification numbers and
readings from these tralers were recorded.
From purchase records the number of months which had
elapeed since the acquisition of each trailer was computed.

An average monthly mileage was obtained by diding the hubo-

dometer reading for each trailer by that trailers months In swvice.
This fgur was then multiplied by 12 to get an average yearty
mileage for each traier. Based on te foregoing facts and calculations itwas found that the average yearly mils for each trailer
was 2,432 mes.
10
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Inaddition, during a three-month period In 1978 TTS extracted a
sample of 493 pWyback trailer hubodometer readings from tire
repair worksheets. The data from these worksheets showed an
average annual mileage of 1,406 mkles per miller.

Average Annl MIlMge of "nsam

kerPiggyback TrallW
-vr - k

Monfh in
,-4W

Hubodomwbo
d

dMd by moAui
In em'11

111,111

No.-Yr.

304146

10-72
7-70
6-73
8-72

1030
130
95

7-70
8-0
3-74
1-70
11071
&We
3.-6
9-6"
S67
3-88
7-70
9-74
11-73
7-70
7-70
3-74
7-76
104Y
104
12-71
6.70
1-74
12-70
6-70
v-67
11-68
10-76
1-60
4-74
10-70
467
6-74
6-74

130

19119
10003
13013
30647
300T7
39511

141

54596

367

a6
136

19611
13719
13381
32619
27674
23227
23212

227
101

290637
2D4464
200060
294614
206740
300660
703o0
701409
20S643
700129
701464
254036
296M0

281719
791312
294641

294119
3Wo376
30312
3W30
304590
791301

705368
2076

284075
706157
21753
293761
202192
294576

25M

10..66

105
151

114
144

156
164
166
158
130
s0
90
130
130
58
127
151

113
131
as
125
129
166

25896

91447
20109

15636
29061

100646
19450
11488
73M29
30147
1294
6116
22870.
22942
32661

150

16011

67
148
95
127
I6
83
83

10699
22441

,100.

22942
30129
67299
16710

186

82

-

137
291
199
304

117

228
175
142

iss

164
703
251
174
216
774
226
196
581
200

115

so
70
183
179
194
-'1200
294
152
125
161
178
15
201

2M3
9W4
1644
3MU

2308
364

2724
1212
4404
373
2100
1704
166
1856
6436

3012
2006
2502
2712
2376
8972

240

t36o
640

2196
2136
1440
229D
2172
2136
970
2412
11
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Averap Annual MIleage of flanemeric Piggyback Tllers
AveepmmmIly
rDom
nsmnbe
203422822
202834
20213

701380
20405

M..Yr.
98
6-74
6,a
6a0
3a8
4-66

202647
206749
207M9
208216
20974
281640

2O6218
2661
207682

791313

3-74
12-0

5-6
19
1-73
1169
10,9
1168
1045
11-68
1-.0
12-8

Monroe
I
-eOWV
smdbn
152
83
143
143
158
181
138
96

137
156
138
140
100
138
139
150
187
150
136
149

-

-Aboomsr

dividd by mwiis
In ervi

22816
187
20426
1550
23687
10029
14969
17180
10725
15207
15681
16637
17872
17154
14453
16549
14121

150
217
143
108
150
56
108

3264

22
59

7990
18059

two)
2604

1716
1296

6800

1296
2400
ON
1164

200
78
97
114
119
179
124
104
110
76
122

1428
2148

1488
-

1248
1320
912

264
706

1484

24320
"Aveage nMle W VU&i.
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Appendix E

Projected Piggyback
Excise Tax, 1983-1988
Transamerice Interway estimates that ove the next six years a total of approximately 62,000 piggyback trailers will be acquired In
the United States at a cost of approximately $650 million (inconstant, 1963 dollars). At a 12% excise tax rate, the loss Inrevenues
to the Treasury of exempting pgyback trailers from excise tax wil
therefore be approximately $78 millon or $13 minllon per year.
This figure Is derived inthe calculation below and inthe Exhibits
which follow:
Estimated lndust piggyback fleet, August 1962
Estimated utilization, In 1982
Normal utilization

166,946'
75%2
85%1

Required fleet as of August 1982 (f75&%)

147,305

Required fleet as of August 1988
Required additions (185,315-166,946)
Projected annual replacement rate

185,315
18.369
58%'

Projected replacement units

58,098

Total additions plus rplaements, at current
average capacity of 2,799 cu. ft. per trailer
Total additions plus replacements, at projected
average capacity of 3,444 cu. ft. per tiler'

76,487

Projected annual growth rate of pggyback freight

Average price (in1963 dollars)

3.9%4

62,168

$10,500'

$653 million
Total cost of new trailers, 1983-1988
12%
Excise tax rate
$78 million
Totat excise tax 1983-1968
Average annual excise tax 1983-1988 (in 1983 dollars) $13 million

&S" ExhtI 2
'Se Et1" 3
'The hi or: 1growth
hik 4), pku t

I gp1ybedMeng1971 o 162M

lWdortci growth in ev

3.3% p yew (we Ex-

e Iraiw cepey 1971 to 1963 was Vpd

*W
mvey 0.6%pr yew (9e E~*5). Tot growth ro of piWtyWe
*r*co* V* fairty -orm -ond to conu oer
8Worn*s* 3.9% per yew. WW
the faed *xy"rl
'See et~6 5
'See Exd* 9
oci va valer wwwue " not of exce tax.
'rryplc
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Exhibit 1

Estimated Industry Piggyback Fleet
Transamerica Transportation Services (TS) piggyback
fleet as of August 1982, per the Official
Intermodal Equipment Register (OIER)
TTS' actual fleet as of August 1982
Correction factor
Total Industry piggyback fleet as of August 1982,
per the OIER
Corrected industry piggyback fleet as of August 1982,
(11.6% correction factor)

'Trs'

32,284'
36,01Tr
11.6%
149,5933
166,946

number "Knde alrn on n Wm nse to raioed. Wabeaf ratod maa*-

'ToW
re inside unt oWof ervle. pendrg sae or daoe, ow.
Correcbld tor
an error of 6.500 inthoeglee wtl dousle counted &akAx unwt.

Exhibit 2

Industry Piggyback Fleet
Utlizatn, May 1982
Company Name
Railrod Copais'

Atchison, Topeka & Santa Fe
Burlington Northern
Chicago & North Western
Chicago, Milw., St. Paul & Pacific
Consolidated Rail Corporation
Denver & Rio Grande Western
Grand Trunk Western
Illinois Central Gulf
Family Unes
MWssoud-Kansas-Texas
Missouri Pacific
Norfolk & Western
St. Louis Southwestern
Soo Une

Total
Idle
Perent
Tralers Trailers Utizaton

9223 1050
5084 1700
1575
414
2251
755
9128 3357
194
32
1570
361
1766
520
10408
300
242
76
3772
600
2854
914
494
325
190
30

'Sued on INeOf fntmode Equmni Register May 1962

'Id RaM Taier Surey byTrS Mawke Doent May 21, IO2 (inc
POW mark)
16

88.6
66.6
73.7
66.5
63.2
83.5
77.0
76.2
97.1
68.6
84.1
68.0
34.2
84.2
ral
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Industry Piggyback Fleet
Utilization, May 1982 Continued
C-npan Nam
Southern Pacific
Southern Railway
Union Pacific
Western Pacific
Sub-total
Other Railroads (Exd. Venmont)
Leein CompaMa'
TfS/Rail
Xtra

Availoo
Vermont
Sub-total
Railroad + Leasing Company
Sub-total
Water Carriers
Other Companies (Reefer Operations)

Total PWyback Fleet

Total
id
Pcen
Trains Trains UtlIMntO
867
78.4
4005
10570 1751
83.4
1476
110
92.6
-896
81.4
167
65698 13329
21238 4311
86M$5 17640
16376
15500'
8300
296
431'2
1300( '8

5857
6117'
2406'
518'
14896
32538

79.7
79.7
79.7
64.2
60.5
71.0
82.7
65.5
75.0

102; 1
26! 6
143054

"Asxsmd eaWM of udlizsdon mt. repot
ing raikoada
Pod (per dm) frws only (ndudn kg twnn bee Vdec
ased on TTRsI Cwpetr le Van Report Aprl lN
qTs Flet Uot,,on prt (mxdn noneuwnu)
-"l nu now

17

364

T1suen
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Intrnodal Loaclnge Growth

Exhibit 4
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T rausmens
Piggyback Fleet Growth
And Replacements 1977-1982

Exhibit 5

Realco(TS Piggyback Fleet at November 1977
Re)o' Piggytack Fleet at August 1982
1977-192 Increase
1978-1982 Procurement
Replacements (14,247-5,994)

30,023
36,017
5,994
14,247
8,253

Replacements (%)

27.5

The average replaceent rate for ReakTS during the 4 year period
was therefore 5.8% per year. We believe our mainenance and re-

placement policies to be Simr t those of te majority of te knsty.

Exhibit 6

Capacity Adjustment For Larger Trallers

Estimated piggyback fleet opposition at January 1971:
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Current estimated piggyback fleet composition at January 1983:
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x
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2470
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2779
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Capacity (Cubic Feet)
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Increase inaverage capacity of fleet from 1972 to 1983 = 7%
= 0.6% per year

Projected mix of new piggyback trailers acquired 1983-1988:
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50%

LngthWkh

45'
48'
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x
x
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x
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Increase incapacity of new trailers vs. current fleet mix = 23%
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Piggyback Trailer Owners And Users"'

Appendix F
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10-19-83
The following companies and organizations have indicated to us their
endorsement of S. 1231:
PRINCIPAL
LOCATIONS

BUSINESS

Brae. Corp.

California &
Wisconsin

Trailer Manufacturer
Lessor

Miller Trailer

Florida

Trailer Manufacturer

Heritage Trailer

Florida

Trailer Manufacturer

Budd Company

Pennsylvania

Trailer Manufacturer

Lifschultz Fast Freight

New York

ICC Regulated
Motor Carrier

Clipper Express

Illinois

Freight Forwarder

Interstate Consolidated

California

Shipper's Agent

Keystone Terminals

New Jersey

Shipper's Agent

Tri-State Consolidators

Pennsylvania

Shipper's Agent

Intermodal Transport

California

Shipper's Agent

Los Angeles Piggyback
Service

California

Shipper's Agent

Rapid Traffic Services

California

Shipper's Agent

Bay State Shippers

Massachusetts

Shipper's Agent

American Pacific, Forwarder

California

Freight Forwarder

National Association of
Shipper's Agent

Washington

Trade Association

Crowley Maritime

California

Steamship Company

Itel Corp. (Itel Rail,
Itel Transportation
Servi,%s)

California

COMPANY

Box Car, Flatcar
and Trailer Leasing

Nashville & Ashland City

Tennessee

Railroad

Totem Ocean Express

Washington

Steanship Company

Puerto Rican Maritime

Puerto Rico

Steamship Company

Greater South Traffic

Tennessee
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Concorde Nopal

Florida

Steamship Operator

Burlington Northern RR

Minnesota

Railroad

Washington, D.C.

Trade Association

Southern Pacific RR

California

Railroad

XTRA, Inc.

Massachusetts

Piggyback Trailer Lessor

Vanco, Inc.

New Jersey

Trailer Manufacturer

Chicago and Northwestern
Transportation Company

Illinois

Railroad

American Institute
for Shippers'
Associations

Coordinated Caribbean
Transport, Inc.
Rail Progress Institute

Steamship Company
Washington, D.C.

Trade Association
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Transamenoa
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Telex 12-6040
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November 11, 1983

SUPPLEMENTAL STATEMENT OF
TRANSAMERICA INTERWAY INC.
IN SUPPORT OF S. 1231
At the hearing on S. 1231 held before the Subcommittee
on Taxation and Debt Management of the Senate Committee
on Finance, on October 28, 1983, the American Trucking
Association, Inc. ("ATA") gave oral testimony that we
believe needs clarification.
i.

The ATA's logic is confused when it

Is argued

that S. 1231 places over-the-road operators at a competitive
disadvantage.

The excise tax is one placed only on certain

heavy vehicles on the underlying premise that they do
more damage to the roads and should therefore pay fur
that damage through this special asessment.

Transamerica

Interway has given largely uncontradicted evidence on
the low use of the roads by piggyback trailers as compared
with over-the-road trailers.

The issue is not, therefore,

one of competitive advantage or disadvantage, but rather
one of fairness - should piggybacks pay the same excise
tax as an over-the-road trailer?
is NO.

Clearly the answer
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2. The ATA implies that piggybacks without an excise
tax would virtually ride the roads free of charge.

Let

us not forget that operators of piggybacks in addition
to the tire tax must pay the fuel tax on the tractor
that pulls the piggyback on the road as well as the user
tax and excise tax on the tractor itself.

Thus, a piggyback

will pay its fair share in proportion to the minimal
time it is on the roads.
3. Transamerica Interway believes that a Certification
procedure will work.

We foresee Treasury regulations

that would, for example, require (a) that the piggyback
must be built to AAR specifications a-°! so certified
by the manufacturer, (b) that it be included in the "Official
Intermodal Equipment Register", (c) that it bear Association
of American Railroad's assigned reporting marks and (d)
that the owner submit a sworn statement that the "principal
use" is for piggyback use.
4.

We see no reason why truckers owning refrigerated

piggyback trailers should not be able to obtain the exemption,
the same as any other owner/operator upon appropriate
"Certification."

-
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5.

We disagree with the over-the-road trailer annual

mileage figures used by the ATA. However, even accepting
the ATA mileage numbers for over-the-road trailers, the
result is not changed -- the magnitude of the difference
between 35,000 miles (ATA's number) and our surveys of
approximately 1,400 and 2,400 miles for piggyback is
still-so great as to continue to warrant the exemption.
6. The fact that many other vehicles have low mileage
does not argue agains t the validity of an exemption for
piggyback.

##########

In conclusion, wi suggest that the case for a piggyback
exemption has been made and the ATA's testimony does
not change the basic fairness and equity for such an
exemption.
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STATEMENT OF LANA BATTS, MANAGING DIRECTOR, RESEARCH
AND POLICY ANALYSIS DIVISION, AMERICAN TRUCKING ASSOCIATIONS, INC., WASHINGTON, D.C.
Ms. BATTS. Thank you, Mr. Chairman, Senator Boren.
My name is Lana Batts, and I am the managing director for the
American Trucking Associations. As you know, we represent all
kinds of motor carriers-for hire, private, regulated, non-regulated.
And as such, we represent a large number of users of piggyback
service. And indeed, we find that this is a significant as well as a
growing segment of the motor carrier industry.
We welcome Lie opportunity to present our ideas on S. 1231, because we believe that many of the provisions that were included in
the Surface Transportation Assistance Act were not given full consideration and, particularly, these other taxes appear to have been
lost in the shuffle as Congress concentrated on the 5-cent gasoline
tax.
As we read S. 1231, we note that it would apply only to certain
piggyback trailers which are used principally-underscored-in
connection with trailer-on-flatcar service; and that the Secretary of
the Treasury will develop regulations which "the seller certifies
. . . the manner and form . . . that such trailer. . . will be used,
or resold for use, principally in connection with such service ..

Based upon that language, we oppose S. 1231 for six very simple
reasons: First, it places over-the-road operations at a competitive
disadvantage; second, certification of "principaI-use" is impossible;
third, other highway vehicles have low mileage vehicles; fourth,
tax avoidance will become a problem; fifth, piggyback is not as efficient as claimed; and sixth, piggyback is not as safe as claimed.
I would like to specifically address a couple of these items. First,
we believe that S. 1231 places over-the-road motor carrier operations at a significant competitive disadvantage. The Surface
Transportation Assistant Act raised Federal highway taxes for a
five-axle tractor semitrailer from $1,746 per year to almost $4,000
by 1985, and up to $4,300 a year in 1988. This reflects only Federal
taxes. Not included are massive increases in State taxes as the
States try to match the Federal dollars that are now available.
We have always believed that all highway users should pay their
fair share. Passage of S. 1231 would mean that piggyback trailers
will not be paying their fair 'share. Ultimately they will only be

paying the tire tax, which will amount to some $24 a year, compared to the tax paid by its competitor, the five-axle tractor semitrailer, of almost $4,000 per year.
The proposed tax exemption would come at a time when the
trucking industry is under tremendous financial problems. The
trucking industry is just coming out of the worst year it has ever
had. It has been paying its fair share of highway taxes. It is going
to be paying more.
We think it is interesting to note that while the industry pays
income tax, the railroad industry is not paying any income tax; although their profits are much higher than the trucking industry.
We also don't think sellers can certify principal use for piggyback trailers. We have -urveyed our members who use piggyback
trailers, and they tell us trailers are not dedicated exclusively for
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piggyback use; they are interchanged within the fleet, and they are
interchanged consistently.
Finally, we believe that the weight penalty for manufacturing a
piggyback trailer is not that significant for carriers who are not
weight-limited. As the table on page 8 in our testimony shows,
many carriers would be willing to incur a 1,000-pound empty
weight increase to save $800 per trailer.
Senator PACKWOOD. Let me ask you this: Do you think the RoadRailers should have been exempted?
Ms. BATrS. Absolutely not.
Senator PACKWOOD. Even though they are used very little on the
highways-if the evidence is to be believed?
Ms. BATTS. As RoadRailers grow, the lengths of haul, or the time
that those vehicles are on the highway, is going to expand. If you
look at piggyback operations that are taking place-and, interestingly enough, piggyback operations were not significantly affected
by the recession-he average lengths of haul, or the time that
those trailers are on the road, is expanding. We think that trend
will continue to expand, because we support intermodalism.
Senator PACKWOOD. Let me ask you this question: One, you are
saying the amount of miles on the road is difficult if not impossible
to prove-right?
Ms. BATTS. Correct.
Senator- PACKWOOD. If it was provable, should those who use the
roads less pay the same as those who use the roads mor6?
Ms. BATrs. Yes, but we think there are some ways you can respond to the problem. If there is a significant problem and if the
excise tax is impeding either the competitiveness of the piggyback
trailer with RoadRailer or the growth of that segment of intermodalism, something could be worked out.
One way would be to exempt the incremental cost that it takes
to convert a trailer from a regular over-the-road trailer to a piggyback trailer from that excise tax.
- Another alternative would be to determine how many miles that
trailer is on the road and how many it is on a flatcar. At this point,
we have one company's estimate of highway miles. And indeed, if it
is only 3,000 miles, there are a number of other vehicles that are
averaging those Nry low mileage that are also exempt-I mean,
also paying the tax.
Senator BOREN. When you said also exempt, I think that is an
accurate statement, isn't it? Because I know we exempted the agricultural vehicles and others where their onroad use is less than
5,000 miles.
Senator PACKWOOD. What she is saying is that there are a bunch
that are not exempt that are on the road less than 3,000 miles.
Senator BOREN. I know. I thought there might have been a
Freudian slip at the last there.
But Mr. Chairman, I certainly agree with Ms. Batt's terms of the
excessive penalties that were put on the excise tax. In fact, I am a
cosponsor of the bill to try to reduce the increases in those burdens. But I do wonder if you would think it woulo be unfair to have
the RoadRailer, if they are both operating under 3,000 miles and
approximately the same amount, in a different competitive situation than the piggyback.
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Ms. BATrS. Well, again, we don't think that the RoadRailer
should have been exempt. The problem that the piggyback industry
has, is competing with the RoadRailer. Therefore, the exemption
should be removed.
But again, to correct my earlier statement, the farm vehicles
under 5,000 miles are exempt from the use tax; they are not
exempt from the excise tax.
Senator BOREN. Well, let me ask this question. I notice in your
statement you talk about converting trucks to piggybacks to avoid
the tax, that the additional weight of 1,000 pounds plus the cost of
upgrading might offset the tax. But in terms of if you are trying to
operate those on the road for any length of time, isn't there also a
tremendous fuel differential in operating those smaller vehicles
that are heavier than you would have if you were operating just a
normal trailer designed for on-the-road use?
Ms. BA-rs. There may be a fuel penalty. But again, given the
way the companies are operating the piggyback trailers by integrating them into their fleet when they are not using them in piggyback operations, the fuel penalty is not part of the calculations.
If there is a trailer available and the company needs it, whether
or not it is a pig trailer, they will use it in over-the-road operations.
Senator BOREN. Well, if you were going to operate a company,
would you operate all piggyback trailers and just run them up and
down the roads? Would that be an economical way to operate?
Wouldn't it be true that with a heavier weight and the smaller
units, that you would certainly go broke facing competitors that
didn't operate a fleet of piggybacks on the highway?
Ms. BA-rs. No. I don't mean to imply that people would buy all
pig trailers. I don't think that's what they do.
What I am saving is that if they have some piggyback trailers
within their fleet, and if they are not using them for piggyback
service that day, they will use them as an over-the-road trailer.
Senator BOREN. I wonder if I might ask a question of Mr. Finn. I
apologize, Mr. Chairman; I know we are going to have to go over
for a vote here in just a minute.
Senator PACKWOOD. Go right ahead.

Senator BOREN. I noticed an inconsistency here in the statement
of the Treasury earlier. They- say we have insufficient evidence to
disprove the allegation that we are using piggybacks 3,000 miles or
less, on an average. And then they turn right around and say there
is ample evidence that many piggyback trailers travel more miles.
That is rather an interesting statement, that they have ample evidence to show how much many travel but no evidence to show
what the average figure would be. I don't know exactly-lnow that
comes out.
But in your statement, as I understand it, you are basing your
estimate on what appears to me to be actually the trailer numbers,
the speedometer readout, and actual tabulation of miles operated.
Mr. FINN. Right.
Senator BOREN. Is that how you arrived at your estimates?
Mr. FINN. Yes, sir. We had hubometers put on certain of our
trailers and ran them for a period of time, and then measured the
average mileage.
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Now, I think the key thing is not whether it is 1,421 miles, which
the first survey showed, or 248 point something, whatever it is. The
point is, these things travel very much less on the road by the
nature of their construction and their use. They are supposed to go
on the rail. And whether they go 2,000 miles, 3,000 miles, or 6,000
miles, that is still a substantial difference from the 50,000 to 60,000
miles that our over-the-road trailers and everybody else's long-haul
over-the-road trailers do. That's the point.
So we think that if that tax is designed to pay for highway maintenance, then it should be alinedto that mileage differential. That
is our basic point-plus the RoadRailer point, which of course is
valid, too.
And just to comment on that point on the RoadRailer, certainly
the RoadRailer should be exempt, because it doesn't go very far on
the roads.
Senator BOREN. Mr. Chairman, I know you want to hear one
more witness, and the rollcall is starting, so I will withhold further
questions. I think I had an opportunity to ask the two main questions on my mind. Thank you.
Senator PACKWOOD. And I have no further questions. Thank you
very much.
Ms. BArrs. Thank you.
Mr. FINN. Thank you.
[Ms. Batt's prepared statement follows:]
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FULL STATEMENT

1. INTRODUCTION

My name is (Mrs.) Lana R. Batts and I am Hanaging Director of the
Research and Policy Analysis Division of the American Trucking Associations,
Inc. (ATA), at 1616 P Street, N.W., Washington, DC
all kinds of motor carriers --

20036. ThVATA represents

for-hire, private, regulated and exempt. A

significant and growing segment of our industry utilizes trailer-on-flatcar,
also known as TOFC or piggyback.
We welcome this opportunity to comment on S. 1231, which seeks changes
in the Surface Transportation Assistance Act of 1982 (STAA). STAA, passed by
Congress during the hectic lame duck session, made many significant changes
in the highway taxes paid by the motor carrier industry:
" Fuel taxes increased 125 percent, from 4 cents-per-gallon to
9 cents-per-gallon;
" Tire taxes increased from 9.75 cents-per-pound to as high as
50 cents-per-pound over 90 pounds;
" Heavy vehicle use tax increased 700 percent from a maximum of
$240 per year to $1,900 per year in 1988; and
" Excise taxes increased 33 percent, from 10 percent wholesale to
12 percent retail (assuming a 10 percent dealer markup).
Unfortunately, during the lame duck session most of the debate centered
on the 5 cent increase in gasoline. The other taxes were lost in the shuffle.
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II. AMERICAN TRUCKING ASSOCIATIONS OPPOSE S. 1231

S. 1231 would "exempt certain piggyback trailers and semitrailers" which
are used "principally in connection with trailer-on-flatcar service" from the
12 percent retail excise tax (Chapter 31, Subchapter B, Sec. 4051) on new
trailers. (Emphasis supplieA.) The Treasury Secretary will develop regulations
by which "the seller certifies ...

or semitrailer ...
with such service

the manner and form ...

that such trailer

will be used, or resold for use, principally in connection
"

The American Trucking Associations oppose S. 1231 for the following
reasons:
1. S. 1231 places over-the-road operations at a competitive
disadvantage;
2. Certification of "principal use" is impossible;
3. Other highway users have low mileage vehicles;
4. Tax avoidance will become significant;
5. Piggyback is not as efficient as claimed; and
6. Piggyback is not as safe as claimed.
S. 1231 PLACES OVER-THE-ROAD OPERATIONS AT A COMPETITIVE DISADVANTAGE
The Surface Transportation Assistance Act placed the motor carrier
industry at a serious competitive disadvantage with the railroads. With one
piece of legislation, Federal highway taxes increased from $1,746 per year
to $3,973 in 1985 for a five-axle tractor semitrailer. By 1988, these taxes
will reach $4,249. These taxes reflect only Federal highway fees. Not
included are state highway tax increases which are occurring in order to
match Federal funds dnd expand state rehabilitation programs.
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The American Trucking Associations have'long been a strong supporter of
every highway user paying his fair share of highway taxes. Passage of S. 1231
would mean that one group of highway users --

piggyback --

is not paying its

fair share.
Currently, piggyback trailers only pay two taxes:

(1) tire tax and

(2) excise tax. The average tire tax paid by piggyback trailers could be as

1/
low as $24 annually.

The average annual excise tax, amortized over 8 years

is $246.2' Should piggyback trailers be exempt from the excise tax, the
average annual tax per year would be only $24 compared with the average
annual tax for a 5-axle tractor semitrailer of $3,973 in 1985.
Our Nation's economy depends upon competitive and efficient transportation, both intramodally and intermodally.

Real cost changes,

such as fuel and

labor, have occurred over the years which affect the relative costs of trucks
and rails and thus their relative competitive positions. The proposed exemption of piggyback trailers from the excise tax would be an artificial cost
change affecting competitive advantage to the benefit of the railroads.
The proposed excise tax exemption and competitive benefit to the rail
industry could not come at a worse time for the trucking industry. In
attempting to cope with both regulatory reform and the recessionary economy,
the motor carrier industry has seen its profitability fall annually since

1/ Eight tires in a dual tandem arrangement, at 91 pounds each ($10.50
+ 50t
$11 X 8 = $88). Average tire life is 124,000 miles. At 35,000 miles
per year -- the average annual miles per regulated motor carrier trailer -the average annual tax is $24.
2/ $13,925 average F.O.B. factory price of a 40-foot trailer according
to DOT's Road User and Property Taxes on Selected Vehicles. Average cost to
modify to piggyback trailer is $977, according to Transamerican Interway, Inc.
Average dealer markup is 10 percent. Total price:
$16,392. Excise tax at
12 percent retail: $1,967.
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1977. In 1982, the industry experienced its lowest level of earnings in
history with an operating ratio -revenues --

operating expenses divided by gross

of 98.29. From the residual operating income, further outlays

were made, for interest expenses on debt and income taxes, among others. The
1982 net income amounted to a profit margin of 0.50 percent, or 50 cents per
$100 of revenues.
Further, while the motor carrier industry pays income taxes, the same
is not always so for the railroad industry. According to the Joint Committee
on Taxation, motor carriers paid the second highest tax rate at 46.1 percent
of the twenty-two industries studied. Railroads had an effective tax rate of
minus 7.51 percent, even though they had a net profit of $1.7 billion. Overthe-road trucking industries, on the other hand, generated profits of under
$800 million but paid $367 million in U.S. income taxes.
Added to the situation are the highway tax increases imbedded in or
stemming from STAA, which significantly affect motor carrier outlays for
operating taxes and licenses. These increases, when fully in effect in the
near term will add 1.12 to 1.39 percentage points to the motor carrier
operating ratio and decrease profits commensurately. Had they been fully
in effect in 1982, the motor carrier industry would have experienced a loss
of 0.62 to 0.89 percent of revenues instead of generating the meager profit
level of 0.50 percent of revenues.-/ Thus, while the virtually profitless
motor carrier industry is

incurring added highway taxes; the profitable rail-

road industry is attempting to avoid increased levies on piggyback trailers
which are directly competitive with over-the-road motor carrier equipment.

I/ See attached report, "The Effect of Increased Highway Taxes on Motor
Carrier Operating Expenses and Profitability," prepared by the American
Trucking Associations, Inc., April 1983.
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CERTIFICATION OF "PRINCIPAL USE" FOR PIGGYBACK TRAILERS IS IMPOSSIBLE

One of the major advantages of piggyback is that the container, i.e.,
the trailer, can be used on a railroad flatcar or the highway. To the average
observer, one would not be able to distinguish a piggyback trailer from any
other trailer used exclusively on the highway. We have surveyed our members
engaged in piggyback operations as well as highway operations and they report
that these trailers are not exclusively segregated for piggyback service.
They are integrated into the fleet when not in intermodal service.
In fact, many motor carriers are entering into intermodal agreements with
railroads in order to expand their markets. Moreover, reportedly the largest
user of piggyback service is a regulated motor carrier. According to Railway
Age, motor carriers own 21 percent of all refrigerated piggyback trailers
utilizing Plan 3.
With this interchangeability, there is no way a seller can certify how
the trailer will be used after it is purchased.

MANY OTHER HIGHWAY USERS HAVE LOW MILEAGE VEHICLES

Part of the rationale for exempting piggyback trailers is the claim that
piggyback trailers average fewer highway miles than over-the-road combina-

2/
tions.-

This is an irrelevant comparison. The proper highway mileage

comparison is over-the-road trailer operations compared with piggyback
trailer operations. The Class I and II regulated motor carrier average 80,000

1/ Ron Heimburger, "Plan 3 Operators Push Perishables Traffic," Railway
Age, August 30, 1982, pp. 26-27.

Tax,

2/ Piggyback Trailers: The Case for Exemption from the Federal Excise
Transamerican Interway, Inc., February 1983, p. 2.
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miles annually per tractor.-I/ Yet, because trailers outnumber power units
2.5 to 1.0, the average miles per trailer is a substantially lower 35,000
miles annually.
Within the regulated motor carrier industry, specific groups have even
lower average annual trailer miles. For example, major general freight carriers
operating in local service average 1,759 annual miles per trailer and local
specialized common carrier operations average 14,139 annual miles per
trailer. These figures are far below the average of 35,114 miles per trailer
for the ICC-regulated motor carrier industry.
Furthermore, specific industry segments have low average annual miles.
Unfortunately, because of the way Truck Inventory and Use Survey (TIUS)
collects data on truck use, average annual trailer miles cannot be computed.
Nevertheless, TIUS offers some important insight into average annual miles.
For example, all gasoline-powered farm vehicles subject to the excise tax
average 7,000 miles per year. (See Table I.)

TABLE I
PROFILE OF GASOLINE-POWERED AGRICULTURAL TRUCKS
- 1977 -

Gross Vehicle Weight
26,001
33,001
40,001
50,001
60,001

-

33,000
40,000
50,000
60,000
80,000

TOTAL
SOURCE:

Number of
Trucks
91,425
23,821
21,908
5,011
3,176
145,341

-

Vehicle Miles
Traveled
(000's)

Average
Miles
Traveled

549,299
177,523
210,119
51,726
22,189

6,008
7,452
9,591
10,323
6,986

1,010,856

6,955

1977 Truck Inventory and Use Survey Data Tape, Transportation
Systems Center Version.

1/ 1981 Motor Carrier Annual Report, American Trucking Associations,
Inc. T981.
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Unfortunately, the TIUS data presented in Table I is average mean miles,
and does not indicate how many farm trucks average less than 10,000 miles per
year. The Department of Transportation (DOT) has estimated that 35,000 farm
vehicles over 33,000 pounds gross vehicle weight (gvw) average less than
10,000 miles per year. While the excise tax is applicable at 26,000 pounds
for trailers and the data are not directly applicable, they do provide some
insight into the magnitude of low mileage vehicles traveling the nation's
public highways that pay the excise tax. Piggyback trailers are not unique.

TAX AVOIDANCE WILL BECOME SIGNIFICANT

Currently, the excise tax applies to the following five categories of
vehicles:
1. All tractors;
2. All truck bodies over 33,000 pounds gvw;
3. All truck chassis over 33,000 pounds gvw;
4. All trailer bodies over 26,000 pounds gvw; and
5. All trailer chassis over 26,000 pounds gvw.
If certain trailers over 26,000 pounds gvw are exempt, then it will be
fairly easy for many trailers to be exempt. As indicated in Table II, a
carrier could save $766 by claiming to have a trailer used principally in
trailer-on-flatcar service. Any carrier not weight limited would find it
advantageous to incur a 1,138 pound empty weight increase to save $766 per
trailer.
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TABLE II
COMPARISON OF COSTS
Under S. 1231

COST OF TRAILER
F.O.B. Factory-

COST OF MODIFICATION-/
Subtotal

10% Dealer Markup
Subtotal

Excise at 12% Retail
TOTAL
Added Weight Per Trailer-2/

Piggyback Trailer

Regular Trailer

$13,925

$13,925

977

N/A

$14,902

$13,925

1,490

1,395

$16,392

$15,320

N/A
$16,392
1,138 pounds

1,838
$17,158
N/A

I/ Department of Transportation's Road User and Property Taxes on
Selected Motor Vehicles (1982), Table I, p. 13.
2/ Piggyback Trailers: The Case for Exemption from the Federal Excise
Tax, Transamerican Interway, Inc., February 1983, Appendix VII.
N/A a Not Applicable
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PIGGYBACK NOT AS EFFICIENT AS CLAIMED

Another argument used to support an exemption for piggyback trailers is
that they are three times more fuel efficient than standard over-the-road
operations.-/ Yet, depending upon what kind of service is being considered,
there can be no fuel advantage to piggyback at all. (See Table III.)
Since 1980, relative energy efficiency studies measure energy consumption
for comparable transportation movements. The results of these studies offer
conclusive evidence that n6 one mode can be considered inherently more energy
efficient than another.
For example, the Department of Energy (DOE) dsvised a demonstration study
to measure energy efficiency and concluded:
simply dividing the total amount of fuel that the railroads consume
in a year into the total rumber of ton-miles moved and comparing the
results with a number similarly derived for intercity truck freight
transportation is not realistic. Instead, a true comparison can only
_be obtained when the modes concerned transport freight between the
same origination and destination points. 2/
After conducting an investigation of relative energy efficiency, the Association of American Railroads concluded it could not support blanket statements about energy efficiency:
The main point of the analysis is that service type is extremely
important when evaluating energy efficiency. Simple statements such
as "rail is more energy efficient than truck" or "barges are more
energy efficient than rail are misleading." Relative modal energy
efficiencies can vary depending on what kind of transportation service is being analyzed. (Emphasis supplied.)_3/

I/ Piggyback Trailers, 2k. cit., Appendix IV.
2/ Press Release by Sydney D. Berwager, Office of Conservation and Solar
Applications, Department of Energy, January 1980.
3/ David S. Paxson, Association of American Railroads, "The Energy Crisis
and Intermodal Competition," Transportation Research Record 758, 1980, pp.
89-92.
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TABLE III
RELATIVE ENERGY EFFICIENCY ESTIMATES

MODE

NET TON-MILES PER GALLON

TRUCK
Department of Energy_1/
Association of American Railroads 2/
American Trucking Associations_3/
SRI International 4/
Department of Transportation_5/

87
105
107
107
174

Department of Energy_1/
Association of American Railroads

173

RAIL

Long Haul 2/
Short Haul_2/
SRI International 4/

SOURCE:

173
97
147

I/ Press Release by Sydney D. Berwager, Office of Conservation
and Solar Applications, Department of Energy, January 8, 1980,
45-foot highway trailer, 40-foot piggyback trailer.
2/ David S. Paxson, Association of American Railroads, "The
Energy Crisis and Intermodal Competition," Transportation
Research Record 758, 1980, pp. 88-92. Twenty-five ton payload,
90 percent loaded miles.
3/ Lana R. Batts, Truck/Rail Comparative Fuel Efficiency,
Technical Report (TSW-81-12), American Trucking Associations,
Inc., 1981, p. 44.
4/ Patrick J. Martin, "Truck and Rail Energy Comparisons," by
SRI International, Menlo Park, CA, a Presentation to the 5th
Western Highway Institute/Motor Vehicle Manufacturers Association Research Symposium, October 9-10, 1980, San Francisco,
CA, p. 15, A.
5/ Computed from data provided by Harry Close, Voluntary Truck
and Bus Fuel Economy Program, Department of Transportation,
"Voluntary Truck and Bus Energy Conservation Works in the
United States," Speech Before Commercial Motor Energy Conservation Conference, Goodwin, England, May 29, 1980, p. 11.
State of the art fuel efficient vehicle.
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Finally, SRI International not only looked at past energy efficiency but
also potential improvements in locomotive and truck tractor fuel usage. In
addition, SRI then went one step further to determine the value added to
commodities or merchandise per unit of energy consumed because in an energy
short economy, the U.S. "should strive to add maximum value per unit of energy
used, rather than add maximum distance per unit of energy used." SRI concludes
trucks offer more value added per gallon than rail. The total system
and general freight group show very significant advantage for
trucks. I/

PIGGYBACK NOT AS SAFE AS CLAIMED

Proponents of S. 1231 claim piggyback is 1,392 times safer than overthe-road-2/ traffic because it has .01 fatalities per ton-mile compared with
19.76 fatalities per ton-mile for over-the-road trailers. Their analysis and
conclusion: are seriously flawed for several reasons:
1. Fatality rates are usually calculated using vehicle miles as the
denominator, not ton-miles. Introducing ton-miles artifically
inflates the safety record of i gyback; piggyback carries more
tons per train than over-the-roa
carriers can per truck so the
denominator of the railroad fatality rate is artifically high
and the rate itself is, therefore, artifically low. Using
vehicle miles only would lower the heavy truck fatality rate and
raise the railroad rate making them far more similar than they
appear now.

I/ Patrick J. Martin, "Truck and Rail Energy Comparisons," by SRI
International, Menlo Park, CA, a Presentation to the 5th. Western Highway
Institute/Motor Vehicle Manufacturers Association Research Symposium,
October 9-10, 1980, San Francisco, CA.
2/

Piggyback Trailers, 22. cit.,

Appendix IV.
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2.

--

The data base on fatalities are very misleading. "Fatalities"
could mean "heavy truck occupant fatalities," "other vehicle
fatalities in heavy truck-involved accidents," "nonoccupant
fatalities in heavy truck-involved accidents," or some combination of the three. The proponents of S. 1231 fail to state explicitly-their data categories or their sources for the "heavy truck"
fatality figures of 4,642 (1980) and 4,756 (1981). The only similar published figures that could be found were about 5 percent
lower: 4,412 for 1980 and 4,496 for 1981 for "number of fatalities in combination truck-related accidents" from Table III-11,
page 111-18 (based on FARS data) in NHTSA's 1982 Large Truck Accident Causatidrh report LTAC). FARS annual publications do not
break out figures for "number of fatalities in heavy truckinvolved accidents;" information obtained by phone from NHTSA's
FARS offices indicates those figures to be 4,821 for 1980 and
4,884 for 1981 (3 - 4 percent higher than the proponents'
figures). (The figure for 1982 is 4,457 showing an 8.7 percent
decrease from 1981.)
Railroad fatality data also appear to differ from published
information. The data used for railroad fatalities (29 and 13)
seem too low compared with published NTSB intercity railroad
fatalities (employees and pedestrians) of 576 (1980) and 552
(1981), even realizing that the proponents' figures must have
been for a subcategory of intercity railroad data (piggyback).
The proponents used pseudo-specific phrases like "incidence of
fatalities involving heavy trucks," but what do they really mean?
Their category names and their fatality data do not coincide with
published information. If the proponents of S. 1231 are using
accurate data, why don't they explicitly state the category of
fatality data and their data source so there will be no chance
for reader confusion? As cited, the figures used by proponents of
S. 1231 are untraceable and can't be confirmed.

3. The comparison does not reflect the full trip for piggyback
operations. Some accidents must have occurred to piggyback units
being hauled over the road from origin to railhead or from railhead to destination. Including those accidents would not only
raise the railroad figures but would decrease the heavy truck
figures, since the piggyback-related fatalities are now
reflected there.
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III. ALTERNATIVES TO THE TAX'INEQUITIES OF
SURFACE TRANSPORTATION ASSISTANCE ACT
As indicated earlier, the Surface Transportation Assistance Act dramatically changed the highway user taxes paid by motor carriers. The most
dramatic change was not the 33 percent in the excise tax (10 percent wholesale to 12 percent retail); rather, it was the 700 percent increase in the
Heavy Vehicle Use Tax ($240 maximum to $1,900). Ironically, while the Senate
had voted 96 to 1 for a $1,200 maximum and the House for $2,000, the
Conference committee "compromised" at $1,900. This tax is even more onerous
because it is paid every year regardless of whether the vehicle travels
5,001 miles or 150,001 miles per year.

S. 1475

The trucking industry supports S. 1475, which was introduced by
Senator Malcolm Wallop and cosponsored by e.other Senators. This legislation
would eliminate the Heavy Vehicle Use Tax and replace it with a phased-in
diesel differential applied to the diesel fuel used by trucks over 10,000
pounds gvw. A comparable bill in the House, H.R. 2124, currently has

4%

cosponsors. Moreover, S. 1475 is revenue neutral, raising $71.6 billion
compared to $72.0 billion for STAA over six years. Finally, it is a pay-asyou-go system.
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REPEAL ROADRAILER EXEMPTION
The reason some piggyback trailer owners want an exemption
is not because piggyback is suffering financially.

In fact,

piggyback traffic was not particularly affected by the
recession.

Rather, the reason piggyback operators are seeking

an exemption from the excise tax is because of the exemption
given to Roadrailer units in STAA.J121 This exemption was not
fully evaluated by Congress in consideration of the legislation.
Roadrailer, like conventional piggyback, offers the flexibility
Like piggyback, Roadrailer is used

of rail or highway use.
on highways.
fees.

Therefore, it should be subject to highway user

We urge that the Roadrailer exemption be repealed.

EXCISE EXEMPTION FOR CONVERSION COSTS
Recognizing that piggyback trailers are not used solely
on the Nation's highways, some modification of the excise tax
structure may be justified.

For example,

it

costs

approximately $977 to modify a regular over-the-road trailer
for use as a piggyback trailer.

(See Table II.)

This

incremental cost could be exempt from the excise tax.

Another

possibility might be to grant an exemption to off highway
use of piggybacks.

We would be willing to further explore

either of these possibilities with the proponents of S.1231
and the Committee.

1/ Piggyback Trailers,

op. cit., p.

2/Sec. 512 "(c)(3)" (8).

5.
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IV. CONCLUSIONS
The American trucking industry believes all highway users
should pay their fair share of highway taxes.

Piggyback

trailers, by their very nature, are used on highways and
should pay highway user fees.

Congress should not be expanding

the number of exemptions to the Highway Trust Fund at a time
when revenues are desperately needed.
Moreover, the trucking industry is deeply disturbed by the
type of arguments used by the proponents of the exemption from
the excise tax.

Rather than emphasizing the positive aspects

of piggyback and the increasing cooperation between railroads
and motor carriers to promote piggyback, the proponents of
S.1231 attack the trucking industry as fuel inefficient, unsafe
and polluting.

They urge Congress to get as many trailers off

the highways and on to the rails.-'
The American trucking industry supports intermodalism and
piggyback.

We believe every mode or combination of modes should

be allowed to exercise its inherent advantage.

Furthermore, the

trucking industry supports efforts to improve intermodalism.
However, this improvement cannot come at the expense of either
mode.

S.1231 seeks to improve intermodalism at motor carrier

expense by creating an artificial cost advantage.

ATA stands

ready to work with the Committee, however, t.o develop an
alternative to S.1231 which would solve the problems of its
proponents while protecting the Highway Trust Fund, and at the
same time fostering the growth of intermodalism.

I/ Ibid., p. 3.
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Senator PACKWOOD. We will conclude with Daniel Brennan, the
vice president for taxes and insurance, Consolidated Foods, on S.
1807.
Mr. Brennan, let me assure you that you have a very enthusiastic champion in Senator Percy. He has talked to me about this bill
several times and about your particular situation several times.
Mr. BRENNAN. Thank you. I am very happy to hear about that,
Mr. Chairman.

STATEMENT OF DANIEL J. BRENNAN, VICE PRESIDENT, TAXES
AND INSURANCE, CONSOLIDATED FOODS CORP., CHICAGO, ILL.
Mr. BRENNAN. Let me just explain that I represent Consolidated
Foods, which is a large consumer package goods company headquartered in Chicago. Around the world we employ about 93,000
employees.
In 1968 Consolidated Foods bought a 65 percent interest in a publicly traded Dutch coffee trading company. The sales of the company were about $1 billion, and they continue to be at that level.
The company, called Douwe Egberts, was founded in 1753. In addition, there is a subsidiary in Switzerland that was founded in
1969. This subsidiary was set up in order to trade coffee. Switzerland happens to be one of the largest coffee trading centers in the
world, where about 25 percent of the coffee is traded.
Now, the Swiss company pays dividends in normal commerce to
its parent in Holland. When the parent receives the dividends in
Holland it is not subject to Dutch tax, under the Dutch tax rules.
Normally, the subpart F rules of our Internal Revenue Code
would say that those dividends are subject to subpart F rules and
therefore we would have to pay a tax on 65 percent of the income,
because we own 65 percent of the company.
Now, there is an exception in section 954(bX4) that says: if neither the acquisition of the company-in our case, Douwe Egbertsnor the payment of the dividend from Switzerland to Holland was
done for tax-avoidance purposes, the exception should apply.
Senator PACKWOOD. Let me ask you this. Would this bill affect
any other company but yours?
Mr. BRENNAN. Not that we know of, Senator.

Senator PACKWOOD. I see nothing wrong with special legislation
if the equities are on the side of the company for which you are
trying to pass the legislation.
Often people will say, "Well, this is a bill that affects only one
company," as if the presumption is, "Therefore, it is bad or immoral." I don't share that. I just wanted to make sure that to the best
of your knowledge no one else is in the same situation.
Mr. BRENNAN. I can't tell that, Senator. Senator, what we are
looking for here is, this bill is a clarification. It is not an extension.
Senator PACKWOOD. No; it is a clarification of what you assume
to be the law, and I think probably correctly assume to be the law.
Mr. BRENNAN. Absolutely correct, Senator.
What we are asking for here is just a clarification to allow us to
do-omething that we feel the law already says.
Senator PACKWOOD. And you heard my question to Treasury this
morning.
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Mr. BRENNAN. Yes.
Senator PACKWOOD. I found their answer rather specious, frankly. They were-giving an answer-one, I am not even sure it was
relevant to this bill, because this bill is so narrowly confined. I am
not sure they knew that. But I think they were imagining horrors
beyond anything possible this bill could allow.
Mr. BRENNAN. That is the end of my comments, Senator.
[Mr. Brennan's prepared statement follows4-
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STATEMENT OF DANIEL J. BRENNAN

BEFORE THE SUBCOMMITTEE ON TAXATION & DEBT MANAGEMENT

OF THE

COMMITTEE ON FINANCE

MR.
DANIEL J.

BRENNAN,

Consolidated
which

is

goods

to

primarily
the

Percy

Corporation,
engaged

public.

I

comment

on

and

-

President

Vice

Foods

opportunity to
Charles

I am

CHAIRMAN and members of the Subcommittee,

in
am

providing
pleased

consumer-packaged
today

introduced
This

Dixon.

Alan

of

company

Chicago-based

a

S. 1807

& Insurance

Taxes

have

by

Senators

clarifies

bill

an

to

an

exception regarding "Subpart F" income.

Present Law --

Under present

law, the

foreign corporations owned or controlled by U.S.
generally

subject

actually remitted

to U.S.
to

the

income
U.S.

tax

only

shareholders

earnings

persons are

when
as

of

they

are

dividends.

This treatment is normally referred to as "deferral."
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In
Kennedy,

in

Congress

what is
At

1962,

response

enacted

partial

commonly referred

that time, the

to

a

request

repeal

by

President

of "deferral"

by

to as "Subpart F" in the tax law.

President

requested

the removal

of

tax

deferral for income generated by what have been called "tax
havens."

Tax havens were being used by American firms who

arranged their corporate structures to significantly reduce
or eliminate their tax liabilities both at home and abroad.
Therefore,
in

certain parts of the Subpart F rules were adopted

order

to meet

the problem of diversion

of

income

from

U.S. taxation.

There
income.

If

a

are

now

five

controlled

"Subpart F" income,

of

"Subpart

foreign "corporation

such income

to the U.S. shareholder.

categories

is

F"

generates

deemed to be a dividend

Under these rules U.S. tax is due

even though no dividend is

declared and no cash in received

by the U.S. shareholder.

One

Subpart

income

F

such as

income

category

dividends,

covers

interest,

passive

royalties,

investment
and

rents

(generally referred to as foreign personal holding company
income).

It is an exception to this category that S. 1807

clarifies.
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In 1969, the Internal Revenue Code was amended
broaden

and

954(b)(4),

clarify
an

item

one
of

exception.
income

By

received

amending
by

a

to

Section

controlled

foreign corporation was excluded from treatment as

foreign

personal holding company income if neither the creation or
acquisition of

the controlled

foreign corporation

nor

the

effecting of the transaction giving rise to the income had
as one of its principal purposes a substantial reduction of
income taxes.

The rationale behind this exception was the

facts and circumstances

should prevail where tax

avoidance

is not a significant motivating force in the transaction.

Later,

the

tax Reduction Act

of

1975

adopted

an

exclusion to the taxation provisions of Subpart F for income
arising

from

the

sale

between

related

agricultural commodities which are not grown in
commercially marketable quantities.
amendment was that since
performed

in

the

U.S.,

of

the U.S.

in

The rationale

(because

the

commodities

quantities here)

taxation could be involved.

were

not

then no

So, there is

a history of granting exceptions where inequities
shown.

of that

the activity could not have been

grown in commercially marketable
avoidance of U.S.

parties

could be
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CONSOLIDATED
Consolidated

Foods

company,

Corporation

owns

Douwe

multi-national
centuries.

company
be

in a

KoninkliJke

- Theehandel,

the Netherlands.

To

65% interest

a

Egberts

Tabaksfabriek-Koffiebranderijen
incorporated in

OPERATIONS ABROAD

FOODS CORPORATION'S

B.V.,

which is

Douwe Egberts is a large

which

has

been

precise,

it

was

in

existence

founded

in

for
1753.

Consolidated Foods purchased its interest in 1978 in order
to penetrate the European markets with its domestic products.
Douwe- Egberts
tobacco,

tea,

trades

coffee,

in

consumer

spirits,

etc.

products
Among

such as

its

many

subsidiaries is a wholly-owned company in Switzerland.
The

Swiss

subsidiary

coffee trading operation.

is a

major

international

It buys from any number of coffee

growing companies and sells not only to its sister companies
around rhi world,

but also to unrelated parties.

interest that Switzerland is

because

coffee

quantities

in

is

of

one of the major international

coffee trading centers in the world.
in Switzerland is

It

The income generated

exempt from taxation as Subpart F income
is not

the M.S.

grown
Now,

in commercially
this

exemption

marketable
would

apply

whether Douwe Egberts earned the income by performing the
coffee trading either through a branch or through a
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subsidiary

earnings) to its parent company in Holland,
tax law would,
income

in

Swiss

coffee

its

coffee

(from

a dividend

declares

subsidiary

trading

if the

However,

in Switzerland.

the present U.S.
treat the

but for the exception noted above,

Douwe

Egberts'

exempt coffee income,

under

hands

"Subpart

F"

not

but as taxable dividend income.

anomally occurs because dividends,
or from unrelated companies,

as

This

whether from subsidiaries

are currently deemed by the

Internal Revenue Code to be foreign personal holding company
income.
At the time of the acquisition of Douwe Egberts, we
had been of the opinion, as

was

our

tax counsel,

that

a

dividend from Switzerland to Holland would be exempt from
under Section

Subpart F treatment

954(b)(4).

By operation

of the Code, we were required to seek a ruling that
dividends are not "Subpart F" income.
so

rule,

apparently

outside compulsion
has

the

acquired
purposes.

effect of
or

under

the

theory

to pay dividends.
treating

structured

for

The I.R.S.
that
The

Douwe Egberts
significant

refused to

there
I.R.S.
as
tax

said

was

no

position

having

been

avoidance
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This

appears

to

us

to be a

strange

restrictive interpretation of the statute,
Douwe Egberts was founded in 1753,

and

unduly

especially since

and dividends had been

paid from Switzerland to Holland for a number of years prior
to our acquisition.
I.R.S.

We at Consolidated Foods believe the

interpretation produces an inequity, this bill, in

essence,

redresses that interpretation,

which we believe is

erroneous.
It

should be noted that the Dutch tax authorities

insist upon the payment of such a dividend to preclude Douwe
Egberts from borrowing to fund its business operations
deducting

the

interest

for

Dutch

Tax

purposes.

and

Douwe

Egberts is hard 'pressed to argue that if a dividend is paid,
significant tax ramifications occur to its parent under the
U.S. "Subpart F" rules.
funds

are

used,

It should be further noted that the

in part,

to

approximately 40% of earnings,

pay

a

cash

dividend

to its shareholders,

of

65% of

which dividends are received by ConFoods.
To sum up,

the spirit

of U.S.

being circumvented by the bill,
avoided.

Nonetheless,

tax policy is

and no U.S.

not

tax is being

the impact of the law is

that Douwe

Egberts and Consolidated Foods have been placed in a severe
competitive disadvantage in trying to run

their European

operations.
We
inequitable,
not

believe

that

the

current

situation

is

and that the correction of this situation will

in any

way

adversely

affect

the -operation of

the

and

the

policies incorporated in Subpart F.

Thank

you,

Mr.

Chairman

members

of

Subcommittee for giving me the opportunity to appear before
you to express our views.
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Senator PACKWOOD. And with that, I am going to adjourn the
hearing and go vote. I hope that I don't miss it.
Thank you for waiting.

Mr. BRENNAN. Thank you very much.
Senator PACKWOOD. You are very welcome.

[Whereupon, at 11:15 a.m., the hearing was concluded.]
[By direction of the chairman, the following communications
were made a part of the hearing record:]
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28,
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1983

Honorable Bob Packwood
Chairman, Subcommittee on
Taxation and Debt Management
Senate Finance Committee
SD 219 Senate Office Building
Washington, D. C.
Dear Mr. Chairman:

This is in regard to today's hearing on S. 842, the
Small Business Participating Debenture legislation, as introduced by Senator Lowell Weicker. SBPDs Are a most important
capital formation tool, especially at a time when real interest rates have reached historical highs. The companion bills
in the House (of which I am a cosponsor) have been introduced
by Dennis Eckert (H.R. 1136) and Dan Marriott (H.R. 1902).
Your hearing is being conducted at a most significant
time in our Nation's history. While our economy is coming
out of its deepest recession since the Great Depression, the
current recovery is one of the most unbalanced in memory.
Many sectors of the economy, including small business, are
not greatly benefitting from the initial stages of the recovery. This is due largely to a lack of consistency in the
country's monetary and tax policies of the last several years.
The Economic Recovery Tax Act of 1981, as signed into law
by the President, primarily benefitted large capital intensive
firms. In contrast, small business received only a small measure of relief from the 1981 tax cut.
The SBPD legislation would

contribute to a reversal of

this situation and, thus, add more balance and equity to the
Tax Code. N :re significantly, the measure would provide small
and medium sized firms vith an increase in capital, which is
Accordingly,
so critical to business expansion and investment.
SBPDs should be considered an important component of any small
business capital formation agenda developed by the Congress.
I commend you on your timely hearing.

H nr
Chairman)

o.w.
owak

st
cjDp
m.-
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ASSOCATIO

American Association of
Minorky Enterprise
Small Business
Investment Companies

OF

SBI

M

915 Ffteenth Street. N W
suite 700
Washington.DC 20005

(202) 347-8600

November

PeWeN
6oANNH PRICE

29,

1983

WasrfIon D C
Chabylmao ,te boud

Senator Bob Packwood, Chairman

TheUubnFunddlIII1f,"S
ChK"OI,

Subcomittee on Taxation and Debt
Management Committee on Finance
United States Senate
SD-219 Dirksen Senate Office Bldg.
Washington, D. C. 20510
Dear Chairman Packwood:

The American Association of Minority Enterprise Small Business
Investment Companies (AAMESBIC)

appreciates the opportunity to sub-

mit this statement in conjunction with your Subeoffmittee's October
28,

1983 hearings on S.842.
MESBICs, also known as 301(d) SBICs, are authorized under the

Small Business Investment Act of 1958,

as amended,

to provide a

unique public/private sector partnership which utilizes a base of.
dollars.

This greatly increases the pool of capital available to

minority owned businesses.
By the end of 1982, there were 127 MESBICs with total private
capital of $121 million and total SBA leverage of $165 million, for
a total

capital

figure of $286

million.

During 1982,

invested $47 million in 629 small businesses.

MESBICs

In addition, those

small businesses created or maintained approximately 7,500 Jobs.
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Small business in general has been playing an increasingly
important role in the American economy, offering significant contributions in two vital areas; job creation and innovation.
Recent studies have indicated that appeoxinetely 75% of all new jobs
in America are created by small businesses.

Just last year the

problemof unemployment reached record levels.

Unfortunately, this

problem occurred at the same timemany small businesses were failing
due to high interest rates and inaccessability to
prohibitively

high

interest rates

offered

capital.

The

through conventional

lending sources and the unwillingness of other investors to provide
venture capital to these small concerns caused many of the companies
to cease operations.

Thus,

the major

source of

new Jobs was

diminishing at the same time those jobs were most needed.
Small businesses are also a major source of innovation.

At a

time when America appears to be losing its technological advantage
over other countries, and is consequently losing vital markets to
those countries, in the international market arena, it seems particularly advantageous to encourage those businesses that are offering
innovative achievements.

One recent study showed that small firms

produce 25 times as many innovations as large firms, relative to the
nwnber of people employed.

The study also found that the time

necessary to bring an innovation to market averaged 2.22 years for
small firms, compared with 3.05 years for large firms.
With small businesses making such important contributions to the
economy,

it

seems reasonable to ask why the inadequacy of viable

financing vehicles has been tolerated for so long.

Surely such vital

interests deserve the support of both the private and public sectors
- 2 -
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Yet, with the exception of a few programs,

in our economy.

not been the case.

this has

Small business entrepreneurs continue to face a

shortage of source of institutional capital.
This past summer the Association participated in forums held by
the Securities and Exchange Connission's Executive Board for Small
Business Capital

Formation.

The forums

offered small

business

entrepreneurs and organizations the opportunity to testify before
the Board and outline the special needs of small businesses, as well
as propose possible solutions to those problems.

Time and again we

listened to witnesses express their concern over the lack of a source
of institutional capital for smaller businesses.

In many cases, a

small business entrepreneur must turn to his or her family sources
in order to obtain the vital seed capital that more conventional are
unable or unwilling to provide.

However, even this last resort is

unavailable to many Indiv.lduals who simply do not have sufficient
family resources from which to draw.
AAMESBIC therefore seeks the establishment of a Small Business
Participating Debenture (SBPD).

We have supported the concept since

our participation In the White House Conference on Small Business,
during which the SBPDwas offered as a priority item, and we continue
to support it

In 8.842.

The SBPD, as proposed, would offer elements of both equity and
debt capital that would be attractive to small businesses seeking
investors.

Similar to debt capital,

eligible firms for a stated rate of
borrower and lender.

SBPD's would be Issued by
interest

negotiated by the

The interest rate on the SBPD would be lower

than that on conventional loans, however, due to the equity element

- 3-
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of the instrument.

In addition to paying out a stated rate of

interest on the SBPD, the small business concern would provide the
investor with a negotiated share of profits during the period the
instrument Is outstanding.

Payments of both stated interest and the

profit participation element would be deductible by the issuing
company. However, in contrast to stock warrants and rights, which
effectively allow investors to participate in earnings beyond the
period during which their investments are repaid, the holder of an
SBPD would have no voice in the operation of the company other than
the right to participate to a limited extent in its profits until the
capital has been repaid.
The proposed SBPD also offers several elements attractive to
investors.

The

investor's earnings

from his

investment

business would receive capital gains tax treatment.

in the

Additionally,

the fixed maturIty of the instrument would provide the investor with
a fixed date for the recapture of his principle.
As a proposal addressing the needs of both small business
entrepreneurs and potential-investors in small business concerns,
the Association strongly supports the passage of S.842.
Sincerely,

n Price

res ident

JAP/mg

- 4 -
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Statement of the Burlington Northern Railroad
Piggyback Excise Exemption Bill (S-1231)
October 28. 1983
The Burlington Northern Railroad supports Senate Bill S-1231,
and believes that enactment is in the public interest.
Passage of the Sprface Transportation Assistance Act of
1982, earlier this year, marked an important step in converting
sound transportation policy into an equitable and sensible
transportation program. In recognizing that those who benefit
from the common use of our nation's highways must contribute
to its upkeep according to individual use, the Congress created
a responsible system to ensure the survival and growth of that
network.
Consistent with this theme of cost responsibility, the Congress
properly waived the application of the 12 percent excise tax
on RoadRailer vehicles, thereby acknowledging the preponderance
of their movements by rail instead of by roadway. This provision
was not required as an incentive for development of new technology,
(the technology has been proved and is in commercial operation)
it was a matter of plain fairness.
The 1982 legislation overlooked another system whose use
of the highway is greatly exceeded by its time-In transit on
the rails: the Trailer on Flatcar (TOFC) or piggyback trailer.
While the TOFC concept and RoadRailer are quite different conceptually,
they are virtually identical in respect to their movement over
the railroad relative to their use of the highway. For this
important transportation legislation to be fully equitable
and to encourage development of the most efficient modes of
transport, this oversight must be corrected.
Over the coming 15 years, Burlington Northern Railroad intends
to add to its TOFC fleet at the rate of nearly 150Q new trailers
per year. They will be hauled on streets and highways by tractors
that pay the full amount of the fuel tax and the annual heavy
use tax mandated by the 1982 Act for the privilege of using
the public facilities. This is as it should be.
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These trailers, however, will spend about 90% of their service
time on rail cars. In effect, they will be reducing highway
congestion and wear to the benefit of other vehicles. Piggyback
trailers simply should not be required to pay the same excise
tax as a vehicle that uses the highway network ten times as
much.
We are grateful for the opportunity to register our views

on this issue.
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Denver
Chamber of
* Commerce

November 4, 1983

Hr. Roderick De Arment
Chief Counsel and Staff Director
Senate Finance Coamittee
219 Dirkeon Senate Office Building
Washington, D.C. 20510
Dear Mr. De Arment:
STATEMENT TO BE INCLUDED IN HEARING RECORD OF
10/28 BEFORE THE SUBCOMMITTEE ON TAXATION AND
DEBT MANAGD(ENT REGARDING S.842 - SMALL BUSINESS PARTICIPATING DEBENTURE LEGISLATION
The Denver Chamber of Commerce represents over 3,000 businesses in the
Denver Metropolitan area. Almost 702 of these firms are categorized as
small business. This communication is to encourage support of S.842 on
Small Business Participating Debentures.
Capital formation and retention is one of small business's biggest problems
today. High interest rates particularly penalize small business as they
are much more dependent on banks and short-term lending than larger businesses that have access to public markets for capital and long-term debt.
There are many ideas being proposed to help small business generate and
retain additional capital in order to maintain and expand their businesses. It is a well-known fact that the majority of nev employment
comes from the small business sector; consequently, it is even more Imperativer today to assist the small business person in order to encourage
new employment.
One particular idea that we feel has much merit is the Small Business
Participating Debenture as embodied in S.842. The SBPD was originally
introduced several years ago as a result of the White House Conference
on Small Business. Out of the hundreds of issues that were discussed
and debated, SBPD's generated such widespread support among small business
people that overall it was voted the #9 priority issue.
The most important sources of funds in the past have been commercial
banks; but with the gradual disappearance of the small, locally owned
and managed bank, these funds have become less available. Large,
structured banks are far less likely to finance closely-held companies
under the same conditions that were satisfactory to their owner-managed
predecessors.
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Mr. Roderick De Arment
Page Two
November 4, 1983
Shore and more of the Nation's wealth is being accumulated by insurance
companies, pension benefit trusts, and other similar institutions.
Regulations and traditional investment habits prevent these funds from
being directed toward risk situations. In fact, even low risk situations,
if they involve small businesses, are generally not acceptable as investments in the institutional marketplace.
The motivation for a traditional investor to direct his funds toward small
business has been greatly undermined in recent years. If the investor
favors the role of lender, incredibly high interest rates must be charged
to warrant the additional risk taken compared to money market funds or
similar investments. Whatever interest rate is earned, however, will be
subject to ordinary income tax rates; and if the investment is bad, the
capital loss incurred will have relatively little tax benefit to offset
the economic loss.
On the other hand, should an investor desire to purchase equity there
are only a couple of methods to use to realize a fair return on the
investment: the equities can be made "liquid" by a sale of the company
or a public issue (neither of which may be in the company's best interest
and over which the investor may have no control); or being penalized by
the prohibitive double taxation on dividends.
There are a limited number of private venture capitalists. Those that do
commit capital to emerging businesses traditionally finance only higher
risk situations with a potential for extraordinary growth, not traditional
expansion. In many instances, a substantial amount of equity and control
must be given to the venture capitalist in order to secure this financing.
Many firms' owners find these conditions unacceptable.
So, what is needed is a new instrument for financing small businesses
which will provide a fair, liquid return on an investment, but without
the concomitant need for an "equity kicker" to realize a capital gain.
The SBPD is a concept that will provide the much needed new source of
capital for small business.
The advantages to the lender would be that the stated interest paid by
the borrowing business would be taxed as ordinary income but the lender's
share of the borrowing business's profits would be taxed at the preferential
capital gains rate. The lender would also be entitled to deduct any losses
as ordinary losses instead of a capital loss.
In addition, under several of the proposed bills, the lender would be entitled to investment tax credits with the credit being limited to a certain
maximum amount. The preferential tax treatment discussed above would be
lost if the SBPD is disposed of prematurely.
For the borrowing small business, both the stated rate of interest as well
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as the negotiated percent of the profits would be deductible as an
ordinary and necessary business expense. The obtaining of capital
though the SBPD would not require giving up a share of the business
to an outsider; in addition, the SBPD would be administered between
the borrowing business and the lender with no additional government
red tape involved.
An additional advantage is the likelihood that there would be no actual
net cost to the Treasury, that such investment would begin a cycle of
activity that would generate capital investment and new jobs thereby
creating more Federal revenues.
The concept of the small business participating debenture would definitely
encourage the flow of equity captial and long-term loan funds to small
business. The Small Business Council of the Denver Chamber of Commerce
strongly urges the Senate Finance Sub-Committee on Taxation and Debt
Management to favorably report S.842 to the full committee.
i merely,

R chard C. Ten Eyck
Chairman
Small Business Council
RCT: cb
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COMMENTS OF TRUDY A. ERNST, ESQ.
TO THE SENATE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT
ON S.1914
"THE HOME EQUITY CONVERSIONS ACT OF 1983"
November 10, 1983
These comments support passage of a revised version of
S.1914, which would establish a safe harbor for the tax
treatment of certain sale-leaseback home equity conversions
by senior citizens.
These comments consist of three parts.

The first, a

narrative, will largely be responsive to the statement of
Robert G. Woodward, Tax Legislative Counsel, Department of
the Treasury, before the Subcommittee ci October 28, 1983.
The second consists of a revised version of S.1914 and the
third of individual comments explaining the revisions.
The revised version of the bill was generated jointly
by Ken Scholen, Director of the National Center for Home
Equity Conversion, Maurice Weinrobe, Associate Professor of
Economics, Clark University, and me.

Additions to and

deletions from the present version of the bill are indicated
by underlining and carets, respectively.

Certain of the

revisions are responsive to Mr. Woodward's statement and
certain are responsive to other aspects of these
transactions that we believe are important.

28-040 0 - 84 - 28
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I.

NARRATIVE COMMENTS
I believe that the revised version of S.1914 is much

closer to existing law than S.1914 as proposed, with the
exception of Section 8.

Thus, rather than creating new tax

treatment for these transactions, I believe the bill largely
confirms the availability of tax treatment that properly
would be given to these transactions without the legislation.
In considering the effects of S.1914, some speculation
as to the alternatives to a home equity conversion for both
parties to the transaction is appropriate.

For the

prospective senior seller-lessee, the alternatives are to
sell the home and move into other rental housing or to
continue to live in the home at whatever standard of living
his or her other income and assets will permit.

If the

senior sells the home and moves to other rental property,
the other rental property may or may not be more amenable to
the senior's residential needs, and the rent of the alternative residence may or may not continue to be affordable
for the senior as the years pass.

If the senior retains the

home, upon his or her death, the home would be included in
his or her estate and would receive a step-up in basis in
the hands of his or her heirs.

Internal Revenue Code

section 1014.
The prospective purchaser-lessor's alternatives are
alternative investments, either in single family residential

2.
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property, other real estate, or a non-real estate
investment.

The simplest alternative is that the investor

would purchase the senior citizen's home and rent it to a
third party or parties.

In this instance there is little

doubt that the investor would receive the tax benefits of
ownership of investment real estate.

Another likely

alternative investment is a syndicated real estate
investment, once again generating real estate investment tax
deductions for the investor.
Mr. Woodward's chief objection to S.1914 seems to be
the "purchase price discount," which he argues is in fact
prepaid rent to the purchaser-lessor and gain to the sellevlessee.

The revised version of the bill strictly limits

both the amount that the full fair market price of the
property may be "discounted" and the extent to which a rent
less than the full fair market rent for the property may be
charged.

Some limits on both of these are appropriate in

order to prevent sham transactions and abuses of the saleleaseback transaction.

As limited by the revised bill, the

extent to which either the price or the rent is "discounted"
is minimal and is defensible under existing law.
The importance to the seller-lessee of some limitation
on rent increases over the term of the lease is evident.
Without a constrained rent, a seller-lessee could otherwise
be forced out of the home at some point because of an

3.
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unaffordable rent.

However, an initial discount from fair

market rent is not of great importance to the sellerlessee.

The concern that originally generated the 80% of

the appraised fair market rent standard in the original bill
was the difficulty of determining appraised fair market rent
in the single family dwelling rental market, where
comparable rental properties are often difficult to find;
the 80% was simply intended as a cushion against error.
The revised version of the bill provides that the rent
must be a fair rental for the first year of the lease, but
that that rental will not be considered to be less than a
fair rental in any later year of the lease due to any
constraints on rent increases imposed by the lease.

This

permits the lease to protect the seller from unlimited rent
increases without sanctioning "sham" rents. -(In fact,
constraints on residential rent increases do reflect the
market to the extent that they are imposed by local rent
control ordinances, which are becoming increasingly
prevalent.)
With regard to the "discount" from the full fair market
price of the property, I submit that some "discount" is
properly supported as other than prepaid rent in any event.
The language of the revised bill permits a "discount" from
the full fair market price of the property only to the
extent that the "discount" reflects the leaseback condition
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and takes into account the terms of the lease.

Mr. Woodward

himself has recognized that some portion of a "discount" is
properly attributable to factors other than a rental that is
less than the full fair market rental.

Some of these

factors are intangible, but would have a real effect on the
price that a willing buyer would pay a willing seller in an
arm's length transaction.

They include the delay between

purchase and ultimate possession of the residence, the
uncertainty in the length of the lease term, the uncerxzainty
in the rental market, the benefits of having the senior
citizen former owner of the property as a tenant, and other
terms and conditions of the lease as negotiated.
Further, under Giberson v. Commissioner, 44 T.C.M. 154
(CCH) (1982), a discount from the full fair market price of
the property unencumbered by a leaseback condition does not
constitute prepaid rent.

In Giberson, the Gibersons

purchased a home from Mr. Giberson's ex-sister-in-law and
leased it back to her for a period of five years at a rental
rate that was lower than the fair market rent.

The purchase

price of the home was less than the fair market value of the
home unencumbered by any leaseback condition.

The issue

presented, as defined by the Tax Court, was "whether
[Gibersons] received additional income . . . when they
purchased property under an agreement by which the
consideration was substantially below fair market value but

422
the property was leased back to the seller for a fixed term
at a rent based on what the seller could afford."
The Commissioner argued that the transaction was a
retained interest transaction; that is, that less than the
entire fee had been conveyed and that the seller had
retained a present possessory interest.

The Court

determined that a true sale-leaseback had taken place.
The Court then turned its attention to "the onerous
task of valuing [Gibersons')

leased fee interest," and

rejected the Commissioner's argument that the difference
between the full fair market value of the property
unencumbered by any leaseback condition and the price paid
by the Gibersons constituted prepaid rent.

The Court was

willing, however, to examine whether Cibersons had paid less
than the value of their "leased fee interest."
In so doing, the Court did not ascribe any value to the
"discounted" rent, but approved the method of appraising the
value of a leased fee interest described in The Appraisal of
Real Estate, American Institute of Real Estate Appraisers
(7th edition, 1978) pps. 473-478.

This approach consists of

appraising the value of the reversion and adding to it the
present worth of the contract rent under the lease.

It is

clear that using this approach, depending upon the rent that
is in fact negotiated under the lease and other factors and
assumptions uised in the appraisal of the value of the
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reversion, a value less than the full fair market value of
the property unencumbered by a lease would often result.
The Court rejected the Commissioner's reliance on
Alstores Realty Corp. v. Commissioner,

46 T.C. 363 (1966),

as controlling the facts. In Alstores, the case upon which
Mr. Woodward also relies, the seller received a rent-free
right of occupancy of a portion of the property sold for two
and one-half years.

Moreover, the seller treated an amount

equal to the rental rate for other areas of the building as
prepaid rent for the portion of the building that the seller
occupied for the two and one-half year period.

The Alstores

case does not present a "discounted" rent fact situation,
but the absence of any rent whatsoever; it also presents a
situation in which at least one of the parties to the
transaction had bargained for a prepaid rental as part of
the consideration for the sale.
It is critical that the sale-leaseback home equity
conversion rent be constrained to protect the senior
seller.

Even though some "discount" from the full fair

marketvalue of the property can be treated as other than
prepaid rent under current law, the risk that the rental
constraint will be deemed to account for some portion of the
"discount" and thus constitute prepaid rent makes the
inclusion of rental constraints in a sale-leaseback home
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equity conversion dangerous for the investor, and generates
the need for the bill.
The remaining tax benefits to the purchaser-lessor

(other than the use of ACRS) are clearly available under
existing law in the type of transaction that the bill
covers.

Unless the position is taken that some of these

benefits should be specifically withdrawn from these
transactions but not from other real estate investments,
which I believe is not a supportable position, there should
be no rationale to oppose them.
Thank you for your attention to these comments.
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II.

REVISED BILL
S.1914

A BILL
To amend the Internal Revenue Code of 1954 to facilitate home equity conversions through sale-leaseback
transactions.
Be it enacted by the Senate and House of Representatives of the United States of America in Congress
assembled,
SECTION 1. SHORT TITLE.
That this Act may be cited as the "Home Equity Conver-

sions Act of 1983".
SEC. 2.

DEPRECIATION IN QUALIFIED SALE-LEASEBACK
TRANSACTIONS.

Section 167 of the Internal Revenue Code of 1954
(relating to depreciation) is amended by inserting after
subsection (h) the following new subsection:
"i)

QUALIFIED SALE-LEASEBACK TRANSACTIONS. "(1)

IN GENERAL. - In the case of pro-

perty involved in a qualified sale-leaseback transaction, the purchaser-lessor shall be recognized
as the absolute owner of the property, and the
deductionshall be allowed to the purchaser-lessor.
"(2) DEFINITIONS. - For purposes of this
subsection -
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"(A) QUALIFIED SALE-LEASEBACK. :
The term 'qualified sale-leaseback' shall include
a transaction in which

-

"(i)

the seller-lessee
"(I)

-

has attained the age

of 55 before the date of such transaction,
"(II) sells property which

A

during the 5-year period ending on the date of the
transaction has been owned and used by such sellerlesseas

the sellesseessee's principal residence

for periods aggregating 3 years or more,

A

"(III)&obtains occupancy
rights in such property pursuant to a written
lease requiring a fair rental, and
"(IV)

receives ho right to

repurchase the property at a price less than the
fair market price of the property unencumbered by
any leaseback condition at the time the right is
exercised,

and
"(ii) the purchaser-lessor
"(I)

is a person,

-

A

"(II) is contractually
responsible for the risks and burdens of ownership
and receives the benefits of ownership (other than
the seller-lessee's occupancy rights) after the
date of such transaction, and

2.
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"(III) pays a purchase
price for the property that is not less than the
fair market price of the property encumbered by
the leaseback condition, taking into account the
terms of the lease.
"(B) OCCUPANCY RIGHTS. - The term
'occupancy rights' means the right to occupyAthe
property for any period of time, including a
period of time measured by the life of the sellerlessee (or the surviving seller-lessee, in the
case of jointly-held occupancy rights) or a
periodic term subject to a continuing right of
renewal by the seller-lessee (or the surviving
seller-lessee, in the case of jointly-held
occupancy rights).
"(C) FAIR RENTAL. -AFor purposes of
section (2)(A)(i)(III) above, a rental that is not
less than a fair rental for the first year of the
seller-lessee's occupancy rights shall be deemed
to be a fair rental for any subsequent year of the
._-_eller-lessee'8 occupancy rights.
"(3)

SAFE HARBOR.

- The failure of a

transaction to satisfy all of the terms and conditions of the definition set forth in

section

167(i)(2) above shall not raise any presumption

3.
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that the transaction is not a qualified saleleaseback".
SEC. 3.

CAPITAL GAINS EXCLUSION IN QUALIFIED SALELEASEBACK TRANSACTIONS.

Subsection (d) of section 121 of the Internal Revenue
Code of 1954 (relating to one-time exclusion of gain from
sale of principal residence by individual who has attained
age 55) is amended by adding at the end thereof the
following new paragraph:
"(9) SALE OR EXCHANGE DEFINED. - For purposes
of this section, the term 'sale or exchange' shall
include a qualified sale-leaseback transaction as
defined in section 167(i)."
SEC. 4.

INCOMEAIN QUALIFIED SALE-LEASEBACK TRANSACTION.

(a) GROSS INCOME.

-

Part III of subchapter B of chap-

ter I of subtitle A of the Internal Revenue Code of 1954
(relating to items specifically excluded from gross income)
is amended by inserting after section 121 the following new
section:
"SEC. 121A.

INCOME IN QUALIFIED SALELEASEBACK TRANSACTIONS.

"Gross income to the seller-lessee or
the purchaser-lessor in a qualified sale-leaseback
transaction as defined in section 167(i) does not
include any value of occupancy rights or any dis-
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count from the fair market price of the property
unencumbered by the leaseback condition attributable toAhe leaseback condition."
(b) GAIN OR LOSS. - Subsection (b) of section 1001 of
such Code is amended (1) by striking out "and" at the end of paragraph

(1),
(2) by striking out the period at the end of
paragraph (2) and inserting in lieu thereof ",

and". and

(3) by inserting after paragraph (2) the
following new paragraph:
"(3)

in the case of a qualified sale-lease-

back transaction (as defined in section 167(i))

-

"(A) there shall not be taken into
account any value of occupancy rights or any discount from the fair market pric

of the property

unencumbered by the leaseback condition attributable toAthe leaseback condition, and

"(B) there shall be taken into account
the cost of any annuity purchased for a sellerlessee by a purchaser-lessor.":
(c) CLERICAL AMENDMENT. - The table of sections for
part VII of subchapter B of chapter 1 of subtitle A of such
Code is amended by inserting' after the item relating to
section 121 the following new item:

5.
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"Sec. 121A.A Income in qualified saleleaseback transactions."
SEC. 5.

INSTALLMENT SALES IN QUALIFIED SALE-LEASEBACK
TRANSACTIONS.

Section 453 of the Internal Revenue Code of 1954
(relating to installment method) is amended (1) by redesignating subsection (J)

as subsection (k),

and
(2) by inserting after subsection (i) the following
new subsection:
"(J) APPLICATION WITH SECTION 167(i). "(1)

IN GENERAL. - In the case oZ an

-

installment sale in a qualified sale-leaseback
transaction (as defined in section 167(i)), subsection (a) shall apply.
"(2)

SPECIAL RULE FOR ANNUITIES. - In

the case of an annuity purchased for the sellerlessee by the purchaser-lessor in a qualified saleleaseback transaction, the purchase cost of such
annuity shall constitute the amount of
consideration received by such seller-lessee
attributable to such annuity and shall be deemed
received in the year of disposition."
SEC. 6.

BASIS OF ANNUITY RECEIVED IN QUALIFIED SALELEASEBACK TRANSACTION.

Subparagraph (A) of section 72(c)(1) of the Internal
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Revenue Code of 1954 (relating to annuities) is amended by
inserting before the comma "(including such amount paid by a
purchaser-lessor in a qualified sale-leaseback transaction
defined in section 167(1))".
SEC. 7.

QUALIFIED SALE-LEASEBACK TRANSACTION ENGAGED IN
FOR PROFIT.

(a) FOR PROFIT PRESUMPTION. - Section 183 of the
Internal Revenue Code of 1954 (relating to activities not
engaged in for profit) is amended (1) by striking out "If" in subsection (d) and
inserting in lieu thereof "(1)

IN GENERAL - If",

(2) by inserting after paragraph (1) of subsection (d) (as designated by paragraph (1)) the following new
paragraph:
"(2)

QUALIFIED SALE-LEASEBACK TRANSACTION. -

Any qualified sale-leaseback transaction as defined in section 167(1), unless the Secretary
establishes to the contrary, shall be presumed for
purposes of this chapter to be an activity engaged
in for profit.", and
-

"(3) by inserting "(I)" after "subsection

(d)" each place it appears in subsection (e)."
(b) USE OF DWELLING UNIT. - Section 280A(d)(3) of such
Code (relating to disallowance of certain expenses in connection with business use of home, rental of vacation homes,
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etc.) is amendedby inserting after subparagraph (D) the

following new subparagraph:
"(E) FAIR RENTAL IN A QUALIFIED SALE-LEASEBACK TRANSACTION. - In a qualified sale-leaseback
transaction as defined in section 167(i), a rental
that constitutes a fair rental pursuant to section
167(i)(2)(C) shall constitute a fair rental for
purposes of subparagraph (A), but this subparagraph (E) shall not raise any presumption that any
other rental does not constitute a fair rental for
purposes of subparagraph (A)."
SEC. 8.

ACCELERATED COST RECOVERY SYSTEM IN QUALIFIED SALELEASEBACK TRANSACTIONS.

Subparagraph (B) of section 168(e)(4) of the Internal
Revenue Code of (1954) (relating to the accelerated cost
recovery system) is amended by inserting after "December 31,
1980" and before the comma "(except property acquired by the
taxpayer in a qualified sale-leaseback transaction as
defined in section 167(i))".
SEC.(9

EFFECTIVE DATE.

The amendments made by this Act shall apply to sales
after the date of the enactment of this Act, in taxable
years ending after such date.

Consideration or passage of

this Act does not raise any presumption that sales prior to
such date should not be treated as qualified sale-leaseback
transactions as defined in Section 2 of this Act.

a.
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III. COMMENTS ON PROPOSED REVISIONS TO S.1914
S.1914 section 2; I.R.C. § 167(i)(1).
This revision clarifies that in a qualified
sale-leaseback the purchaser-lessor becomes the owner of the
property and eliminates the implication that less than a fee
simple interest is sold.
S.1914 section 2; I.R.C. j 167(i)(2)(A)(i)(II).
The language of this section was changed to conform to
the language of Internal Revenue Code section 121(a).
Rather than introducing a new concept into the Code, itwould be useful and appropriate to carry over the
interpretations developed under section 121(a) here.
S.1914 section 2; I.R.C. j 167(i)(2)(A)(i)(III).
The phrase "obtains occupancy rights" was substituted
for the phrase "retains occupancy rights" in this subsection
once again to make clear the true sale-leaseback nature of
the transaction and to eliminate the implication that a
retained interest transaction is at issue.
S.1914 section 2; I.R.C. j 167(i)(2)(A)(i)(IV).
The added language prohibits the seller-lessee from
receiving an option to repurchase the property at less than
its full fair market value as part of the transaction.

This

should help to prevent sham transactions from taking place
and conforms to one of the criteria applied to commercial
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sale-leasebacks to determine whether a true sale-leaseback
has occurred.
S.1914 section 2;

I.R.C. § 167(i)(2)(A)(ii)(II).

The language added here makes clear that the purchaserlessor is to receive the benefits-of ownership (other than
the seller-lessee's occupancy rights) after the closing of
the sale-leaseback.

This also conforms to one of the

criteria applied to commercial sale-leasebacks and should
help to prevent sham transactions.
S.1914 section 2; I.R.C. § 167(i)(2)(A)(ii)(III).
This added subsection imposes a minimum price to be
paid by the purchaser-lcssor for the property.

This

language permits the price to be less than the full fair
market price of the property

unencumbered by a leaseback

condition, but does not permit payment of a purchase price
that is lesp than the fair market price of the property
encumbered

y the leaseback condition.

(See discussion of

this change in the preceding narrative.)
S.1914 section 2; I.R.C. § 167(i)(2)(B).
This new definition of occupancy rights is intended to
permit the leaseback term to be tailored to the seller's
needs.

The requirement in the former language that the

leaseback term terminate no later than the date of death of
the seller-lessee or the seller-lessee's surviving spouse is
not a necessary limitation.

The only critical point that
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needs clarification here is that a lease term measured by
the life of the seller-lessee will not result in the
leaseback being treated as a life estate.

Conversely, it

would be a mistake to eliminate a lease term that terminated
upon the sefler-lessee's moving out of the property, at
which time the sale-leaseback-would have served its
purpose.

Some flexibility with the term is desirable.

S.1914 section 2; I.R.C. J 167(i)(2)(C).
The definition of fair rental has been changed to be
more accurate by eliminating the concept of a "discount"
from fair market rental.

The current language would result

in the rent being a full fair market rent for the first year
of the lease term, but would permit the lease to provide
that the rent either could not be increased at all or could
be subject to very limited increases over the course of the
lease term without being deemed other than a fair rental.
This of course is one of the key provisions from the point
of view of the seller-lessee.

If the rental is a full fair

market rental at the beginning of the lease term, the
parties are then in a position to adjust the other terms of
the transaction to insure that the seller-lessee will
continue to have income available to pay that rental.

If

increases in rent are scheduled in a given instance, the
seller-lessee will also be able to plan to meet those
increases.

However, this provision will protect the seller-
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lessee from the exposure that he or she would have if the
rent were subject to unlimited increases over the term of
tie lease.
S.1914 section 2; I.R.C. §§ 167(i)(2)(A) and 167(i)(3).
The word "means" was changed to "shall include" in
section 167(i)(2)(A) and subsection (3) was added to insure
the safe-harbor nature of this legislation.
S.1914 section 4 -- Heading.
The words "to seller" in the heading were deleted to
make clear that Internal Revenue Code section 121A provided
for by this section of the bill will apply to both the
seller-lessee and the purchaser-lessor.
S.1914 section 4; I.R.C. J 121A.
Both the heading and the language of this section have
been revised to confirm that the section applies to both the
seller-lessee and the purchaser-lessor.

The change iit

consistent with the minimum purchase price limitation
imposed by section 167(i)(2)(A)(ii)(II) as proposed by this
version of the bill, and is necessary to prevent either
party from being taxed on "phantom income." Under the
Giberson rationale, discussed above, a discount from the
full fair market price unencumbered by the leaseback
condition would noe necessarily now be treated as income to
either party.

Therefore, I believe that this section

clarifies rather than changes existing law.
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S.1914 section 4; I.R.C...§ 1001(b) (3).
The language changes to subsections (A) and (B) conform
the language to other revised sections of the bill.
S.1914 section 7; I.R.C. § 280A(d) (3).
In a true saleleaseback, the se'ler-lessee-has no
interest in the proprty other than his or her interest as a
tenant, and it should therefore be unnecessary to include
the seller-lessee under the special rules for a rental to a
person having an interest in the unit provided for by
existing Internal Revenue Code section 280A(d)(3)(B).

After

the closing of a sale-leaseback transaction, the sellerlessee will not have an equity interest in the property such
as a tenant who is a party to a shared equity financing of
the property.

However, it is important that in a sale-

leaseback home equity conversion fair rental be determined
for purposes of section 280A(d)(3) in the same manner that
it is determined for purposes of section 167(i)(2)(C) as
proposed by the bill.

New subsection (E) is intended to

achieve thie result.
S.1914 section 8; I.R.C. § 168(e)(4)(B).
This is a new proposed section of the bill that would
include property acquired from and leased to a party who
owned the property in 1980 in a qualified sale-leaseback
transaction in the definition of recovery property for
purposes of the accelerated cost recovery system.

5.
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168(e)(4)(B) presently provides that property acquired from
and leased back to a person who owned the property in 1980
is excluded from the definition of recovery property;
property that is not recovery property is not eligible for
use of the accelerated cost recovery system.
Obviously, sale-leaseback home equity conversion would
be attractive to certain elderly persons who owned and lived
in their homes in 1980.

To put these transactions on a par

with a transaction in which an investor purchased the
dwelling and rented it to a third party rather than renting
it to the former senior citizen owner, language excepting'
sale-leaseback home equity conversions from this
anti-churning provision is necessary.
Some persons are of the view that the existing antichurning provision does not,

in fact, apply to property

that was nondepreciable property in the hands of the sellerlessee, and if that is indeed the case this added language
is not necessary.

However, I understand that the Service

is taking the position that the anti-churning rules do apply
to sale-leaseback home equity conversions.
S.1914 section 9;

(former section 8).

Further safe harbor language has been added to this
section.

6.
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IBAM SUPPORTS S.842
for Record of October 28,1983 Hearing

Statement

Current tax laws and high interest rates place a heavy
burden on small business.

A small business should be

described not so much as to the number of employees or

its

annual volume or assets, but as one that depends heavily
upon internal sources of funds to finance growth and
expansion.

That is its own assets and those of

its

principal owners-.
As a former small business owner who "boot strapped"
it was not until I sold my business, a

for many years,

weekly newspaper,
brow" investment

that I could cash in on my "sweat
I had in my business.

of the

With a low initial

investment, a bank will only consider actual
dollars in a business even when one's "life

investment of
investment"

might be much higher and dearer than the cash investment.
One is often

faced with the choice of selling the business

or losing control

of it

in order

to get

funds to expand it.

One might add here that expansion means the creation of new
jobs.
With this
capital

in mind, a new affordable source of growth

is needed to help small business expand and purchase

needed equipment.

The Small Business Participating

--

Debenture (SBPQ) answers this need and opens up a new source
of external capital which is crucial

to the success of many
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firms.
The SBPD offers many advantages to both the business

owner and investor.

Owners retain total ownership and

control, while at the same time, get external capital at a
The small business owner

rate they can afford.

is entitled

to-deduct as a business expense, both the basic interest
payments and the share of earnings.
interest is taxed as ordinary

The investor's SBPO

income, but their share of the

firm's earnings would be taxed as a capital gain.
The Independent Business Association of Minnesota
(IBAM)

supports

legislation creating the SBPO as a means of

providing capital

to small businesses without access

equity capital markets.

to the

While this will be of great benefit

and even assure survival of many small businesses and create
many new jobs,

it will be inexpensive to administer since

there is no government involvement

required.

There is also

no risk of loss to the government.
As to how this will effect government revenues, the
first

tax element, stated interest,

the present

involves no change from

law and would have no effect.

The second

feature would create a deduction to the borrower and capital
gain to the lender.
thereby reduces

This is a change from current law and

the income taxable to the lender and would

reduce tax revenues.
However offsetting these tax revenue losses will be:
.taxes on additional profits generated by the small business,
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taxes on wages paid to new employees
created by the expansion of-the small

through the jobs
business.

And taxes

on profits generated by suppliers of materials and services
purchased by the small business to expand.
In the long run this should be looked at as a jobs
creation and revenue base expansion bill that will
governmental

revenue.

IBAM supports S.842 and urges Its passage.

John A.

Herman

President,

IBAM

increase
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AN ESTIMATE OF SMALL BUSINESS
FINANCING NEEDS TO COMPLY WITH EPA REGUI NATIONS

by

ICF Incorporated

for

-

Marc Jones
EPA Small Business Ombudsman

September 7, 1983
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CHAPTER I
INTRODUCTION

This report provides a crude estimate 9f the total financing needs of
small business to comply with-recently promulgated and soon-to-be promulgated
Environmental Protection Agency regulations.

The fundamental source of data

for this study was the economic impact analyses prepared to support various
Environmental Protection Agency Effluent Limitations and Standards based on
Best Available Technology (BAT) and Pretreatment Standards for Existing
Sources (PSES), Naw Source Performance Standards for air discharges from
stationary sources, and Land Disposal Regulations.

The primary variable used

to measure the potential financing needs of the small businesses in the
industries evaluated was capital investment costs.

1.

Report Organization
After this introductory chapter, the methodology employed is explained in

Chapter II. Chapter III summarizes the data derived in Appendices A, B, and C
which detail the estimates of the capital investment small businesses would
need to comply with selected EPA regulations.

External funds are defined as

funds acquired through borrowing (debt) or by selling new stock or investing
personal funds of the owners (equity).

Finally, in Chapter III adjustments

are made to the capital investment requirements developed in Appendices A
through C to provide a "rough-cut" estimate of the total financing needs of
small business associated with both recently promulgated EPA regulations and
with forthcoming EPA regulations.
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Appendix A presents the results of previous economic impact studies of
the proposed, or finalized, effluent guidelines on eight industries which were
known to have many small participants and significant costs of compliance.
Small businesses were defined variously for each of the industries.

Where the

definition was unclear, combinations of two or more definitions of small
business were used to determine compliance costs.
Appendix 8 presents the economic impacts on small entities resulting from
compliance with the Part 264 land disposal regulations.

Unfortunately, the

docket report dealing with these regulations (dated August 24, 1982) did not
estimate small business compliance costs.

Rather, it estimated the cost per

site without distinguishing between large and small businesses.

The report

did distinguish between small and large plume sizes for fou-rtyp-of land
disposal processes affected by the Part 264 regulations:
impoundments,

land treatment areas, and waste piles.

landfills, surface

ICF based the small

business capital needs estimate on small plume size cost estimates and
reviewed the impact of these regulations on selected industries.
Appendix C analyzes four industries with a relatively high concentration
of small businesses affected by New Source Performance Standards (NSPS).
Small businesses were defined variously for each of these industries.

It was

especially difficult to estimate compliance costs for the asphalt roofing
manufacturing industry and the perchloroethylene dry cleaning industry at the
small business level, because the Agency's study did not specify what a small
business was or how many were affected by these two regulations.
111-3 describes this matter in detail.

Chapter
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2. Summary of Findings
This first-cut analysis indicates that at least $240 million and possibly
much more will have to be obtained by small business from the capital markets
to finance compliance with EPA's effluent guidelines. NSPS, RCRA regulations
presently under development or recently promulgated.
This particular estimate should not be construed as anything more than a
first-cut indication of the likely external financing needs.
number of reasons for this qualification.

There are a

First, the scope of the effort in

estimating these requircients was quite limited, initially structured to be
only a compilation of existing data.

Unfortunately, very few economic impact.

studies included small business effect analyses, thus requiring 1CF to develop
the rough estimates as discussed in-this report.

Second, only to the extent

that the average capital costs to small business for the regulations reviewed
in this analysis are comparable to those across all regulations, can the
estimates be reasonably extended to the impact of future regulations.

Third,

in several instances lack of data required heroic assumptions to be made about
the universe of affected small business.

Thus, the findings presented in this

analysis should be interpreted carefully and only used in the limited context
of initially identifying the potential relative impact of upcoming EPA
regulations on small businesses.
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BILL TO EXPAND USE OF MORTGAGE-BACKED
ENDORSED BY THE NATION'S HCOE BUILDERS
WASHINGTON, Nov.

4 --

The National Association of Home

Builders has thrown its support behind proposed legislation that
would eliminate the second class status of mortgage-backed securities and increase by billions of dollars the amount of affordable mortgage credit available for consumers shopping for
homes.
The legislation (S. 1822), called Trusts for Investments in
Mortgages (TINs), is being considered by the Senate Finance
Committee and is co-sponsored by Sen. Jake Gain (R-Utah) and Sen.
John Tower (R-Texas).
Testifying today before the Finance Committee, NAHB President
Harry Pryde said that the TINs legislation would "strengthen and
enhance" the secondary mortgage market which has become the
cornerstone of the nation's mortgage finance system. 0By 1990,"
he added, "between two-thirds and three-fourths of all mortgages
originated will be passed through to the secondary mortgage
market, and the total demand for mortgages during the remainder
of this decade is estimated at $1.. trillion.*
"The American dream of owning a home is dependent, to a
great extent, on the availability of affordable mortgage credit,"
he said. "This legislation would give home buyers a chance to
compete in the capital markets for affordable financing.0

-more-

447
The legislation would eliminate regulatory, legal and tax
obstacles currently inhibiting the use of "mortgage-backed securities," a tezm used to describe pools of hundreds of thousands
of dollars of mortgage loans that are packaged into bond-like
securities and sold to investors.
The Gain-Tower bill would =eliminate the second class status
of mortgage-backed securities* and make them competitive to
corporate bond obligations and other investments, Pryde said.
Furthermore, the legislation would make mortgage-backed securities
attractive to all types of investors, including pension funds,
insurance companies, financing institutions and individuals.
P-yde urged the Committee to amend the proposed bill to
allow the two major secondary market institutions, the Federal
National Mortgage Association and the Federal Home Loan Mortgage
Corporation, to establish TINs. *This would provide additional
mortgage funds at lower interest rates for the average home
buyer,* he said.
Under the proposed bill, Fannie Mae and Freddie Mac are
prohibited from setting up TI~s.
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Senator Bob Packwood, Chairman
Subcommittee on Taxation and Debt Management
Committee on Finance
United States Senate
SD-219 Dirksen Senate Office Building
Washington, D.C. 20510
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The National Association of Small Business
Investment'Companies (NASBIC) is pleased to submit this
statement in conjunction with your Subcommittee's
October 28, 1983 hearings on S. 842. We appreciate the
extension of time granted to submit our statement.
At the outset, we wish to oommend you and the
members of your Subcommittee for the initiative you've
undertaken to hold hearings on a subject of critical
importance to the small business community of this
nation. Congressional action to create a so-called
"small business participating debenture" has been a top
priority of the small business community for several
years, and your Subcommittee's hearings represent a
significant step forward in that process.
NASBIC and SBICs

rm... a *own

As the national trade association for our industry,
NASBIC represents the vast majority of all licensed
small business investment companies (SBICs) and minority
enterprise small business investment companies
(KESBICs). SBICs provide equity capital, long-term
loans and management assistance to small business
concerns. As a significant element of the venture
capital industry, SBICs are privately-owned and managed
and their investment transactions with small firms are
freely negotiated in the commercial marketplace. At the
same time, all SBICs are licensed and regulifttd by the
Small Business Administration.
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The Shortage of Capital for Small Business
The basic point we want to make in this statement is that
the creation of a new form of security like the participating
debenture envisioned by S. 842 will provide virtually hundreds of
thousands of small firms access to capital resources that are not
available to them today.
Small companies have traditionally experienced difficulty in
attracting captial from both institutional and individual
investors. The level of institutional aggregation of capital has
grown to the point where insurance companies, pension funds,
money market funds and bank trust funds clearly dominate our
securities markets. Yet, these investors concentrate their
investments in large companies, avoiding small business
investment opportunities. The conventional reasons for
institutional investor avoidance of small business are related to
structural economies of scale, regulatory restrictions which make
these investments unacceptable in the institutional marketplace,
disproportionate risk compared to anticipated return and the lack
of liquidity for small business securities. Individual investors
have limited their investments in small firms for many of the
same reasons.
At the same time, small businesses are finding it
increasingly more difficult to obtain conventional debt capital
from commercial banks which have been their traditional source of
funds. As a result of high default and bankruptcy rates in the
small business sector of the economy, combined with reduced rates
of bank profitability, commercial banks have assumed a posture of
risk aversion and more stringent credit practices. The result
has been a drop in the rate of small business loans compared to a
dramatic increase in the rate of loans to big business. Even
when bank loans are available to small firms the so-called risk
premium that small business must pay is usually quite
substantial.
The one bright light in field of small business financing
has been the venture capital industry, which includes both SBICs
and privately-managed venture funds. The growth of the venture
capital industry in the past five years, from less than $3
billion in resources in 1977 to its present level of some $10
billion has been dramatic, but the industry is still a very tiny
segment of the U.S. capital markets. By comparison, pension
funds alone have total assets in excess of $850 billion.
The SBIC industry is celebrating its 25th Anniversary this
year, and we are proud of the job we're doing to help the
nation's growth-oriented small businesses. Over those 25 years,
SBICs have invested more than $4 billion of equity capital and
long-term venture loans in over 60,000 small business concerns.
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Since 1978, the investment activity level of venture
investments in small firms has increased dramatically as
entrepreneurs recognized that investment capital was available
and entered the market, creating a healthy flow of new investment
opportunities. Today, venture firms are investing at record
levels in the range of $2 billion annually.
Today, over 360 SBICs, with assets of more than $2 billion,
are actively engaged in the financing of emerging growth
companies. During 1983, SBICs have invested in small firms at a
rate of over $4O0 million per year, which is the highest
investment level in the history of the program.
However, there are also inherent limitations on the venture
capital industry's ability to meet the expanded capital needs of
small business. First, there is the basic limitation on the
amount of resources available and committed to the venture
industry as compared with the continuing, multi-billion dollar
financial needs of the small business community. Second is the
venture investor's need to achieve high incremental investment
returns from investment opportunities with substantial growth
prospects, necessary to compensate for the high degree of risk
involved in venture investing; coupled with a need for liquidity
or exit opportunity so the venture capitalist can realize on
appreciated values. Realistically, these basic characteristics
can only be met by a relatively small segment of the 10 million
small business firms in this country. Finally, there is an
aversion to seeking venture investment by some small businessmen
because it may involve the granting of voting or equity interests
in their companies.
As a result of these limitations, a substantial number of
small and medium sized businesses with moderate growth potential
still face severe capital gap conditions. While many SBICs
provide debt and equity-type capital to small firms that lack
exceptional growth potential or ultimate stock market liquidity,
the vast majority of these companies are starving for both
initial and expansion capital. While these businesses may not be
the superstars of tomorrow, they often provide important evonomio
and social benefits in terms of aggregate impact on their local
economies. Many of these firms are small, often mundane
businesses that achieve moderate success. As such, they have the
capacity to earn profits, to provide jobs and to service lcngterm debt; as opposed to the typical short-term commercial bank
financing which may be available to them at high rates of
interest.
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S. 842 and "Small Business Participating Debentures"
The need, therefore, is for a special type of investment
instrument which will attract both individual investors as well
as conventional sources of investment capital to invest in these
moderate-growth small firms. The proposed "Small Business
Participating Debenture" (SBPD) in S. 842 provides exactly the
kind of security which will do that job. The proposed capital
gains tax treatment of the investor's earnings participation from
SBPDs will make these securities substantially more attractive to
investors from their perspective of a necessary rate of returnon-investment; while the fixed maturity addresses the liquidity
issue by providing a fixed date for a recapture of the investor's
principle.
The advantages to the small firm are also substantial. Its
ability to deduct the earnings participation provided the
investor, as well as the interest payments, as business
deductions make the SBPD a very attractive instrument for the
small firm from a tax perspective. At the same time, the small
business is left in the positive position of being able to
negotiate a favorable rate of interest on the debt portion of the
security; while not having to negotiate over an interest in or
control of the company.
In summary, we firmly believe the passage of S. 842 would
substantially broaden the range of small companies for which both
individual and institutional investors would provide financing.
As a concrete example, when SBPDs were discussed at a recent
meeting of our Board of Govornors, the majority of our Governors
indicated the new security would enable their SBICs to finance
many additional small firms which would not have been otherwise
eligible. We believe this same result would occur with other
institutional and individual investors and, consequently, we are
convinced that S. 842 would make significant flows of capital
available to hundreds of thousands of deserving small firms which
are now effectively excluded from the capital markets.
We understand that one major concern with the proposed SBPDs
is the potential revenue impact they may have. On this point, we
support the conclusions reached by Edward Pendergast in his
testimony before the Committee to the effect that implementation
of S. 842 will generate significant increased revenues to the
U.S. Treasury, as well as provide increased job opportunities.
By way of analogy, we would point out that economic impact
studies of the SBIC program show that SBIC-finanoed small firms
experience growth rates almost 10 times as great as those of
other small companies in such key areas as sales, profits and
employment. These studies also show that the growth of Federal
tax payments by SBIC portfolio companies is 5 times that of all
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other small concerns. We believe a similar result will occur
with the passage of S. 842, by providing incentives to large
numbers of sophisticated institutional investors and individuals
to invest in thousands of moderate-growth small firms.
We strongly support the passage of 3. 842.
Sincerely

Peter F. KoNeish
Executive Vice President
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Supplemental Statement
on S. 1914
Submitted to the Senate Finance Committee
Subcommittee on Taxation and Debt Management
by Ken Scholen, Director
National Center for Home Equity Conversion
Madison, Wisconsin
November 10, 1983

This statement discusses issues raised by the Treasury Department
as they relate to a revised version of S. 1914 submitted to the
Subcommittee by Trudy Ernst.

The Ernst draft is the result of a mark-up process involving
Ms. Ernst and other interested parties including myself.

This new

draft more accurately reflects the sale leaseback transactions that
have been developed and offered in various parts of the country.
It strengthens the bill from a consumer's perspective, and it
responds to tax policy concerns voiced by the Treasury Department.

This discussion of the Ernst draft is keyed to the statement
delivered by Robert G. Woodward, Tax Legislative Counsel, Department
of the Treasury before the Senate Finance Subcommittee on Taxation
and Debt Management on October 28, 1983.
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In that statement, Mr. Woodward characterized the central problem
addressed by S. 1914 as follows:
1) the tax consequences of "traditional" sale leasebacks
are clear; but2) such transactions are "not advisable for many homeowners
because of the absence of suitable protection for the
seller-lessee"; therefore
3) "an alternative plan has been proposed by several
promoters"; and
4) S. 1914 establishes a safe harbor for this alternative
plan.
The first two items in this characterization are accurate; the rest
is not accurate.

In fact, no developer or promoter has proposed the alternative
plan described in the Treasury statement.

Specifically, no plan has

been proposed in which "the required rental payment would be up to
20 percent below the fair market rent in the year of the sale."

It is true that S. 1914 statutorily permits this below-market rent.
-However, that provision 1)was not based on any existing or proposed
plan; 2) is neither a necessary nor an advisable element of the bill;
and 3) does not appear in the Ernst revision.
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In fact, the 20% statutory discount reflected a good-faith but
mistaken effort to provide an administrative mechanism for determining "fair rental."

It does not belong and is not needed in the

statutory definition of a safe harbor for residential sale leasebacks.

No "alternative" plan b~ing developed or offered includes

a below-market rent.

Such a discounted rent is not needed to

protect the occupancy rights of the seller-lessee.

The Ernst revision reflects existing and proposed sale leaseback
plans that safeguard the seller.

These plans include a fair market

rent at the outset of the sale leaseback transaction. But they
permit the buyer and seller to negotiate a schedule of future
increases or a constraint on future increases in that fair market
rent.

In addition, they permit the parties to agree to a renewable

or lifetime lease term. Ttr-Ernst revision also specifies that the
buyer pays a purchase price not less than the fair market price of
the property encumbered by the leaseback condition, taking into
account the terms of the lease.

These new and revised provisions on rent, lease term, and'
purchase price clarify the degree to which a seller's occupancy
rights can be safeguarded without jeopardizing the tax status of
the transaction.

They also respond to the Treasury Department's

tax policy concerns.
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Inparticular, Mr. Woodward's testimony focused on the tax
exemption impact of S. 1914. However, it overstated the significance of that impact based on an incomplete reading of current case
law. The Ernst revision further reduces and virtually eliminates
this exemption factor.

Spe-Mifcally, the Treasury testimony cited the Alstores decision
(46 T.C. 363, 1966) inasserting that under current law the purchase
price discount would be taxable income to the buyer as prepaid rent.
That citation and assertion, however, were explicitly rejected in
the subsequent Giberson decision (44 T.C.M. 39, 1982).

The court

1)rejected the conmissloner's contention that a leased fee interest
in a residential sale leaseback "should be measured by the difference
between the fair market value of the property . . . and the purchase

price"; 2) rejected the comnissioner's characterization of this
value as "prepaid rent"; and 3) stated that the commissioner
had "erroneously relied on the [valuation] method employed in
Alstores . . . , in a factual context at odds with . . . " a resi-

dential sale leaseback involving contract rent as part of the
purchase agreement.

The court did identify the specific valuation method appropriate
for such cases, however. And, when that approved method is applied
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to sale leaseback transactions covered by the Ernst revision, the
result iseither a) no tax liability, or b)a substantially lower
tax liability than the Treasury testimony suggests.
Inother words, the "discount" is not the measure of any income
to the buyer under current law. The proper valuation of a leased
fee interest will in some cases indicate taxable Income and in
other cases indicate no taxable income.

In sale leasebacks covered

by the Ernst revision, there is likely to be little ifany taxable
income under current law. The Ernst revision completely eliminates
or substantially reduces the exemption element inS. 1914 depending
upon the precise details of the transaction.
That being the case, it makes sense from the standpoints of tax
simplicity and administrative efficiency to draw the line of income
exclusion inconjunction with this revised safe harbor definition.
This would provide an approximate rather than a precise measurement
device. But Itwould be more accessible and much easier to understand and administer than a complex, court-approved valuatio-n process
that 1)was apparently not even known to the Treasury's Tax Legislative Counsel, and 2)would produce little ifany greater revenue.

Inany case, it isan illusion to project even a minor revenue
impact based on the degree to which the possibility of any tax
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exemption for some cases may remain inthe Ernst revision:

Ifthis

bill does not become law, then the transactions for which itprovidesa safe harbor are very unlikely to occur. Therefore any tax revenue
based on leased fee interests insuch transactions isvery unlikely
to materialize. Simply put, this legislation will not cause the
loss of revenue through tax exemption that would otherwise be realized.

On the contrary, the Ernst version will produce new, taxable
interest income to seller-lessees that otherwise would not materialize.
And itwill also enable older homeowners to choose to use their own
private resources to meet their own retirement income needs.
The Department agrees that the tax status of sale leasebacks
that don't safeguard the seller are clear; whereas the tax status
of sale leasebacks that do safeguard the seller are not clear. This
creates an unnecessary and pernicious tax incentive to shortchange
the security of the elderly seller's occupancy rights.

The Ernst revision provides a sound solution to this problem.
It 1)covers existing and proposed plans in-a non-exclusive manner,
2) safeguards the seller's occupancy rights, 3)virtually eliminates
any tax exemption impact, and 4) facilitates new, taxable income
and greater self-sufficiency and independence for the elderly.

459
STATEMENT OF WILLIAM D. EVANS

PRESIDENT, XTRA CORPORATION
IN SUPPORT OF S.1231
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
U.S. SENATE
October 28, 1983
I appreciate the opportunity to submit this statement on
behalf of Xtra Corporation in support of S.1231.

S.1231 would

amend section 4063 of the Internal Revenue Code to provide the
same exemption for piggyback trailers from the excise tax
imposed by section 4051 of the Code as is presently afforded
RoadRailer trailers.
THE COMPANY
xtra, whose management offices are located in Boston,
Massachusetts, is engaged through subsidiaries in the
transportation service business.

Its primary transportation

service business is the leasing, on an operating basis, of
piggyback trailers, containers, chassis, and railroad rolling
stock.

Xtra also operates an interstate motor common carrier

of general and special commodities through its subsidiary,
Mercury Motor Express, Inc., headquartered in Tampa, Florida.
Xtra is also engaged in other transportation related
activities, including repair of transportation equipment,
public warehousing, shippers' agent activities, and the
manufacture of specialized logging equipment.
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Xtra's leasing
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and other transportation activities require it to maintain
storage, distribution, maintenance, manufacturing, regional
offices and other facilities throughout the United States,
including important facilities in Chicago, the St. Louis area,
Newark and Atlanta.
Xtra's piggyback trailer fleet consists of approximately
29,000 units, making it one of the nation's leading lessors of
piggyback trailers.

Xtra's piggyback equipment is leased

primarily to railroads in the United States.

USE AND DESIGN OF PIGGYBACK TRAILERS
Piggyback trailers are designed to enable freight to be
moved long distances in trailers on railroad flatcars rather
than in boxcars.
trailers.

Railroads are the users of piggyback

Piggybacks are used on local highways and streets

for short-distance pickup and delivery between the origination
or destination point and the rail terminal.

Piggybacks enable

freight to be moved more efficiently by decreasing handling
requirements that would otherwise be necessary in loading and
unloading boxcars.

Thus, the function of a piggyback is to

transport freight for lonA distances on railroad flatcars and
for short distances between the railroad terminal and the point
of local origination or destination.

A piggyback trailer

spends most of its time in the transportation of freight by
rail on railroad flatcars and not on the nation's highways.
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Consistent with the piggyback's function for use on
railroad flatcars, it is also physically designed for use
principally in connection with railroad flatcar service.
Significant and costly modifications are required by the
Association of American Railroads to obtain piggyback
certification. Unlike an over-the-road trailer, a certified
piggyback trailer will 4ave lift pads, a stanchion plate, extra
heavy-duty locking bars, extra door thickness, extra heavy-duty
construction with recessed fittings, heavy-duty side posts,
heavy-duty support members, and special suspension assembly.
The additional components and equipment required for a
certified piggyback trailer result in a piggyback being more
than 1100 pounds heavier and about $1,000 more costly than an
over-the-road trailer.
PIGGYBACK TRAILERS SHOULD BE EXFPT FROM THE RETAIL

EXCISE TAX ON THE SALE OF TRUCKS AND TRUCK PARTS
Legislative History of Code Section 4051
Section 4051 of the Internal Revenue Code was enacted as
part of the Highway Revenue Act of 1982 and converted the prior
law 10 percent manufacturer

excise tax on trucks t. a 12

percent retail tax, effective April 1. 1983.

The Ways and

Means Committee Report on the bill ultimately enacted as the
Highway Revenue Act of 1982 states as reasons for restructuring
the tax the following:
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"In light of testimony presented before the
committee to the effect that the costs of
future highway improvements would be
unfairly distributed if the current
manufacturers excise tax on trucks were not
modified, the committee believes that this
tax should be restructured to yield no tax
or a lower tax for lighter vehicles and a
higher tax for heavier vehicles." H.Rept.
No. 97-945, 97th Cong., 2d Sess., p.14.
Consistent with the Congressional purpose of restructuring and
shifting the burden of the excise tax to heavier users of the
nation's highways, the weight threshold for imposition of the
tax was increased from 10,000 pounds to 33,000 pounds for
trucks and to 26,000 pounds for trailers, and RoadRailer
trailers were exempted from the tax.

Similarity of RoadRailer Trailers and Pigqybacks Trailers
RoadRailer trailers and piggyback trailers are identical
in function and use.

Both are used primarily to carvy freight

on long hauls over rail and for short distances between the
rail terminal and local point of origination or destination
over local streets and highways.

They are also very similar in

physical design except that a RoadRailer trailer is equipped
vith rail wheels and highway wheels.
Fairness and Logic Require Identical Tax Treatment
For Pigqyback Trailer and RoadRailer Trailer
Taxpayers rightfully expect our nation's tax laws to be
structured with a reasonable degree of fairness and
consistency.

The exemption of RoadRailer trailers from the
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-excise tax on heavy trucks is indeed consistent with the
reasons for the recent restructuring of the tax.

For these

very same reasons, piggyback trailers should also be exempt
from the tax.

RoadRailer-and piggyback trailers are

functionally and operationally identical, and neither should be
subject to special taxes to pay for maintenance of highways
they do not use, any more than trucks and over-the-road
trailers should be required to pay for maintenance of the
nation's rail system.

The fact that a RoadRailer trailer is

specially equipped to ride the rails directly, while a
piggybacrtrailer is specially equipped to ride a railroad
tl 9tcar0 is a distinction without relevance for purposes of a
highway tax.

The relevant factor is that both are primarily

designed for and used in rail transportation and not in highway
transportation.
It has been suggested that because RoadRailer trailers are
heavier and more expensive to equip than piggyback trailers,
they are less likely to be used as over-the-road trailers.

The

simple facts are that piggyback trailers and RoadRailer
trailers have equivalent road use and both are used for only
limited highway travel.

Moreover, the proper issue is not the

cost and weight of a piggyback trailer in relation to a
RoadRailer trailer, but its additional design cost and
operational cost for highway use in relation to the excise
tax.

Being in both the piggyback leasing and trucking

business, we can categorically state that the additional design
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costs, together with the additional operational costs for
highway use attributable to the added weight, would make iteconomically unsound and foolish to acquire a piggyback trailer
for over-the-road service in order to avoid the excise tax.

CONCLUSION
8.1231 would remove the unwarranted distinction that
currently exists between RoadRailer and piggyback trailers.
Consistent with the Congressional purpose in restructuring the
excise tax on the sale of heavy trucks, both piggyback and
RoadRailer trailers should be exempt from the tax because bot:
are principally designed for, and in fact principally used in,
rail transportation.

Piggyback trailers, like RoadRailer

trailers, have only limited highway use.
enactment of 8.1231.
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We urge the prompt

