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SMALL BUSINESS INVESTMENT INCENTIVE ACT
WEDNESDAY, NOVEMBER 7, 1979

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CoNSUMER PROTECTION AND FINANCE,
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE,
Washington, D.G.
The subcommittee met, pursuant to notice, at 10 a.m., in room
2123, Rayburn Ho~e Office Building, Hon. James H. Scheuer,
chairman, presiding.
Mr. SCHEUER. This hearing of the Subcommittee on Consumer
Protection and Finance of the Committee on Interstate and Foreign
Commerce will come to order.
We are considering today the Small Business Investment Incentive Act, H.R. 3991, whose author is Congressman Jim Broyhill of
North Carolina.
Anybody who is at all familiar with the workings of our economy
now knows of the dearth of investment capital available for small
business.
The difficulty of small business entrepreneurs in aggregating
capital has long been a source of concern, and in the last few
months as prime has soared from 6, 7, 8 percent that has been
customary for many years, to 15 percent, the preponderance of that
impact has been on the small businessman and his ability to aggregate capital.
.
.
In efforts to make our country productive, Congress has looked
into the business of the way the capital markets are providing
capital.
They are not doing it terribly well for large business but doing it
even worse for small business and has had a great deal of difficulty
in aggregating capital for investment in new plant and equipment,
research, and development, even though recent investigations have
shown that most new jobs come from small business and not from
big business.
Two-thirds have reported new jobs come from this old pluralistic
heterogeneous community of small business firms that are comparatively labor incentive and where expansion does provide jobs,
so this is an urgent matter that has been made even more urgent
by the development of the last few months in the changing conditions of the investment capital marketplace, so to speak.
The Member of Congress who has really taken the initiative in
this matter is Congressman Broyhill from North Carolina, so I am
going to take the liberty of turning the Chair over to him to
conduct this hearing.
This is somewhat unusual for a committee chairman to turn over
the Chair to a member of the minority, but Congressman Broyhill's
(1)
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record has been oCsuch involvement in this matter, of such continuous thoughtfulness, fairness, equity, and evenhandedness, that
I don't have'the slightest doubt under his chairmanship the hearing will be successful and productive.
He has been an outstandingly fme colleague on this subcommittee with whom to work. We have had occasional disagreements on
substantive matters, but as to his intellectual fairness and total
integrity of his approach to congressional matters in committee
affairs' there has never been the slightest doubt, so it's a great
pleasure for me to tum this hearing over to the Honorable James
Broyhill of North Carolina.
Mr. BROYHILL [presiding]. Thank you very much, Mr. Chairman.
I wish it were possible that you could stay with us today, but I do
understand that another emergency has come up requiring your
presence in another part of the Capitol. I do appreciate the complimentary remarks of the chairman.
I just wish he could have seen fit to cosponsor this bill with me
in this Congress as he did in the last Congress.
.
I am delighted to welcome myoid friend, Mr. Loomis, here today.
He has been a friend of mine for many years, going back into past
Congresses when we worked out other amendments to the act.
We are here for somewhat different purposes. I am concerned
about treatment of small businesses by our Federal Government in
today's planning, and I am very concerned about the availability of
venture capital for small businesses. And, of course, the Securities
and Exchange Commission can and does play a key role in the
availability of venture capital for small businesses. I am also concerned about the regulatory climate at the SEC and to what extent
the agency has contributed to the inability of small business to
provide money or to raise money in the capital markets.
There is a serious capital shortage for young businesses today,
and I think it can be shown that there is a direct correlation
between this factor and the demanding complexity of Federal securities regulations.
I am particularly sympathetic to the problems of small business.
I feel that many of its problems are not of its own making, and
that many of its difficulties can be traced right back to Washington.
I just don't like to see creative ability or innovation or hard work
surrender to lawyers or accountants or redtape or paperwork.
There was a recent study on small business fmancing by the National Association of Securities Dealers, and in that study we do
fmd a very steep drop over the last 10 years in the number of firsttime stock offerings, and we also fmd a similar drop in regulation
A offerings, and we also find that the costs associated with those
offerings is skyrocketing every year.
It seems to me' that we are going to have to take some action to
reverse this trend. Piecemeal regulatory adjustments are not sufficient, in my judgment. It seems to me that we should pass legislation similar to that that I have introduced in order to try a different approach.
I do note that, and I don't know if it is a coincidence or not, Mr.
Loomis, it seems that the threat of legislation has spurred the SEC
into action. I understand you have proposed rule 242 and, of course,
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that is an example of what I am talking about, because significant
portions of H.R. 3991 are now found in proposed rule 242.
So to sum up, I repeat, I am concerned about the regulatory
climate and to what extent this is drying up venture capital. I
would be delighted to hear from you now as to what the SEC is
planning to do with respect to those concerns that I have mentioned.
With objection the text of H.R. 3991 and an agency report thereon will be printed at this point in the record.
[Testimony resumes on p. 34.]
[The text of H.R. 3991 and an agency report thereon follows:]
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96TH CONGRESS
1ST SESSION

H R 3991
••

To amend the Securities Act of 1933 to authorize issuers to sell certain securities
to accredited investors without filing a registration statement under such
Act, to amend the Investment Company Act of 1940 to grant an exemption
from such Act to certain issuers which engage in the business of furnishing
capital or providing fmancing for business ventures and activities, and for
other purposes.
.

IN THE HOUSE OF REPRESENTATIVES
Mr.

BROYHILL

MAy 8,1979
introduced the following bill; which was referred to the Committee
on Interstate and Foreign Commerce

A BILL
To amend the Securities Act of 1933 to authorize issuers to sell
certain securities to accredited investors without filing a
registration statement under such Act, to amend the Investment Company Act of 1940 to grant an exemption from
such Act to certain issuers which engage in the business of
furnishing capital or providing financing for business ventures and activities, and for other purposes.

1

Be it enacted by the Senate and House of Representa-

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

5
2
SHORT TITLE

1
2

SECTION 1. This Act may be cited as the "Small Busi-

3 ness Investment Incentive Act of 1979".
4
5
6

TRANSACTIONS INVOLVING LIMITED SALE SECURITIES
AND

ACCREDITED INVESTORS

SEC. 2. Section 4(2) of the Securities Act of 1933 (15

7 U.S.O. 77d(2)) is amended by adding at the end thereof the
8 following: "For purposes of this paragraph, transactions by
9 an issuer not involving a public offering shall include transac10 tions in which all of the following factors are present:
11

"(A) The transaction is solely with one or more

12

accredited investors or persons that the issuer reason-

13

ably believes to be accredited investors.

14
15

"(B) The security which is the subject of the

transaction is a limited sale security.

16

"(0) There is no general advertieg or general

17

solicitation in connection with the transaction by the

18

issuer or anyone acting on the issuer's behalf.".

19
20

RESALE OF LIMITED SALE SECURITIES
SEC. 3. (a) Section 4(1) of the Securities Act of 1933

21 (15 U.S.O. 77d(1)) is amended by adding at the end thereof
22 the following: "For purposes of this paragraph, any person
23 who sells a limited sale security for his own account or for
24 the account of any other person shall not be considered to be
25 an underwriter with respect to such transaction if such sale is

6

3
1 made to an accredited investor or to a person whom the
2 seller reasonably believes to be an accredited investor.".
3

(b) Section 2 of the Securities Act of 1933 (15 U.S.C.

4 77b) is amended by adding at the end thereof the following
5 new paragraphs:
6

"(15) The term 'accredited investor' means (A) a bank,

7 insurance company, registered investment company, small
8 business investment company licensed under the Small Busi9 ness Investment Company Act of 1958, or person described
10 in the last clause of section 3(c)(3) of the Investment Compa11 ny Act of 1940, a fund, trust, or other account with respect
12 to which a bank or insurance company exercises investment
13 discretion, or a person who controls or is controlled by any
14 such person, (B) any person who, on the basis of such factors
15 as financial sophistication, net worth, knowledge and experi16 ence in financial and business matters, or amount of assets

o

17 under management, qualifies as an accredited investor under
18 rules and regulations which the Commission shall prescribe,
19 and (C) any other person who does not qualify as an accredit20 ed investor under such rules and regulations but who relies
21 upon the investment advice of a person who does so qualify.
22 As used in this paragraph, the term 'investment discretion'
23 has the meaning given such term in section '3(a)(35) of the
24 Securities Exchange Act of 1934.

7
4

1

"(16) The term 'limited sale security' means a security

2 which bears a legend to the effect that such security may not
3 be sold or otherwise transferred except to an accredited in4 vestor.".

5
6

RESALE OF RESTRICTED SECURITIES

SEC. 4. Section 2(11) of the Securities Act of 1933 (15

7 U.S.C. 77b(l1)) is amended8

(1) in the first sentence, by inserting "(A)" imme-

9

diately after "shall not include" and by inserting im-

10

mediately before the period the following: ", or (B) a

11

person engaging in a sale or other distribution of re~

12

stricted securities if such person has been the beneficial

13

owner of such securities for a period of not less than

14

five years prior to the date of such sale or distribu-

15

tion"; and

16

(2) by inserting immediately before the period at

17

the end of the second sentence the following: ", and

18

the term 'restricted securities' means securities ac-

19

quired directly or indirectly from the issuer, or from an

20

affiliate of the issuer, in a transaction or chain of trans-

21

actions not involving any public offering".

22

LIABILITY IN PRIVATE OFFERINGS

23

SEC. 5. Section 12 of the Securities Act of 1933 (15

24 U.S.C. 771) is amended by adding at the end thereof the
25 following new sentence: "Notwithstanding the foregoing pro-

8
5
1 visions of this section, a person who sells securities, in a
, 2 transaction evincing a good faith attempt not to involve any
3 public offering pursuant to section 4(2), shall not be liable to
4 a purchaser of such securities in such transaction if all condi5 tions set forth in section 4(2) or prescribed in rules and regu6 lations of the Commission concerning such a transaction have
7 been met with respect to such purchaser, and such purchaser
8 may not bring a civil action for rescission of such transaction
9 on the grounds that all such conditions have not been met
10 with respect to all purchasers of securities in such transac11 tion.".
12
13

EXEMPTION FROM INVESTMENT COMPANY ACT OF 1940

SEC. 6. Section 3(c)(3) of the Investment Company Act

14 of 1940 (15 U.S.C. 80a-3(c)(3» is amended15
16

(1) by striking out "or" immediately after "guard-

ian"; and

17

(2) by inserting immediately before the period at

18

the end thereof the following "; or any issuer engaged

19

principally in the business of furnishing capital or pro-

20

viding financing for business ventures and activities,

21

purchasing securities of issuers for which no ready

22

market is in existence, or reorganizing companies or

23

similar activities (or any person that is organized and

24

exists solely for purposes of holding securities in such

25

an issuer), if at least 80 percent at cost of the securi-

9
6

1

ties held by such issuer (other than government securi-

2

ties, short-term paper, and other cash items) consist of

3

sec{mties which (A) were acquired directly from such

4

issuer (including warrants or options acquired from

5

such issuer) in a transaction or chain of transactions

6

not involving any public offering or pursuant to the ex-

7

ercise of warrants or options acquired in such a trans-

8

action, (B) were received as a result of a reorganiza-

9

tion or bankruptcy proceeding, or (0) were distributed

10

on or with respect to any securities described in clause

11

(A) or (B).".

12
13

EFFECTIVE DATE

SEC. 7. (a) The amendments made by this Act shall

14 take effect on the date of enactment of this Act.
15

(b) The Securities and Exchange Oommission shall,

16 within 180 days after the date of enactment of this Act, pre17 scribe such rules and regulations as may be necessary to
18' carry out the amendments made by this Act.

o
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SECURITIES AND, EXCHANGE COMMISSION
WASHINGTON. D.C.

ZD5C9

o,."'1!C£OF
Tt!£ CHAIAMA"

The ,Hooorable HarleyO. Staggers, Chairman
Catrnittee 00 Interstate and Foreign Cormerce
U. S. House of Representatives
Washingto~, D.C. 20515 .
Re:

H.R. 3991, the "Small Business Invesbnent Incentive
Act of 1979."

Dear Chairman Staggers:
In resp:lT1se to your. request, I am enclosing a rne.-rorandun
setting fort!. the Ccmnission's ccmnents on H.R. 3991. The Conmission is deeply concerned with the ability of small businesses to raise capital. Indeed, as set forth in the enclosed memorand~, the Canmission recently established an Office of Small
Business Policy in our Division of Corporation Finance to put
our small business initiatives on a permanent footing. That
Office p!:O""ided substantial assistance in preparing our ccmnents
an the Bill.
As explained in detail in the enclosed merrorandun, in cartying out our c:annitment to support efforts to reIIOIIe unnecessary
burdens on capital formatio:1 by s:1Iall business, we have undertaken
rule cha'1ges un:::er existing law which prcwide substantially the
sane access to capital for small businesses as would be prcwided
by Sections 2 through 5 of the Bill; and we plan steps to meet concerns reflected in Section 6 of the Bill, consistent with a~riate
investor protections. Thus, the Ccmnission is already successfully
embarked upon a course designed to achieve the Bill's objectives.

However, as we also discuss in the memorandum, the Bill as
presently drafted is not confined in its scope to small businesses
and unnecessarily re:n::nes all safeguards as to resale of restricted
securities after five years. Also, we have substantial concerns about
the breadth of the exclusion from investment company coverage provided by the Bill.
The views expressed here and in the enclosed menorandun are
those of the Catrnission, and do not necessarily represent the views
of the President. We are simJltaneously sending copies of this correspondence to the Office of Management and Budget. We will inform
you of any advice received fran that Office concerning the relationship of these materials to the program of the Administration.

.

"

Thank you for 'giving us the opportunity to ccmnent on the
Bill. We would appreciate the opp:>rtunity to make further cxxnments on the Bill if it is substantially modified in any respect.
Please let me know if we can be of any further assistance.
Sincerely,

Enclosure

11
fWolOAANDUM OF THE SECURITIES AND EXCHANGE CO!-NISSION
T0 THE HOOSE WIMITl'EE ON INTERSTATE AND FOREIGN CQ'I.'IERCE

ON H.R. 3991

,

The

~ission

is p1ease9

t~·have

this opportunity to comment

on H.R •. ·3991, the "Small Business Investment Incentive Act of 1979"
(the "Bill"). Because the Bill addresses two different areas, our,
c:cmnents will discuss each area separately. Part I of our canments deals with Sections 2 through 5 of the Bill, which

~uld

amend

the Securities Act of 1933 to authorize issuers to sell certain
securities to "accredited investors" without filing a registration
statem<>J1t, with the Comlission pursuant to that Act. Part II of our
c:cmnents discusses Section 6 of the Bill, which

~uld

amend the

Investment Company Act of 1940 to exclude from the coverage of that
Act certain issuers that, alll:mg other things, engage in the business
of furnishing capital or providing financing for business ventures
and activi ties.
The Ccmnission is concerned that small businesses should have
an adequate market to raise capital and that investors should not
be ul1!1ecessarily l.npeded from purchasing securities of small busi-

nesses.

In fact, the Cormission has already embarked upon rule-

making changes which would achieve substantially the same inprovement
, of access to capital for small business as the Bill.
At the same time, the Ccmnission is chaJ:ged with the responsibility of ensuring the integrity of the securities markets and
of protecting investors.

Therefore, although we strongly support

the goals toward which the Bill is directed, we are.concerned that

12
as it is presently drafted it is unnecessarily broad in scope,
and therefore we do not support the Bill in its present form.

y

I.', AMENIX1E!I.'TS TO THE RmISTRATION REX/JIR£ME:!>,'l'S
OF THE SECUR,ITIES Af:r OF 1933

A.

Past and Current Commission Activities to Facilitate
caP1taI Ra1S1ng b¥ small Bus1ness

'llie catrnission has for sane time been examining ste?S which might
be taken to facilitate capital formation by small businesses.

In this

regard, the catrnission held public hearings i~ April and May of 1978 .
for the purpose of determining the extent to which the burdens imposed
on small businesses may be alleviated consistent with the protection
of investors.

The hearings, which were held in Washington, D.C., Los

Angeles, Denver, Atlanta, Olicago, and Boston, concerned the effects
of the Commission'S rules on the ability of small businesses to raise
capital and the inpact on small businesses of disclosure requirements
under the federal securities laws.
A study of the record developed at the hearings indicates that
most of the pro!llems faced by small businesses resul t from factors
outside the scope of the federal securities laws.

Insofar as the abil-

ity to raise capital is concerned, general econo:nic co:Jditions and
the existing tax structure, particularly with respect
. gains tax, were reported to have the greatest inpact.

~?

the capital

'lhus, many wit-

nesses expressed the view that, if a favorable cha."lge occurred in

Y

To sane extent, where appropriate, the following ccmnents reiterate

statements we submitted to your. Committee on previous similar legislation in the 95th Congress: H.R. 9549, H.R. 10717 and H.R. 13032.
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either of these factors, small businesses would not be substantially
impeded by the federal securities laws fran obtaining needed capital.
'!he witnes?es did state, however, that a m.unber of requirementS

.,

,

~

under the federal securities l~ws are not justified as applied to

.

small business.. In response to these ooncems, the Ccmnission has
~ertaken

.

a number of significant rule and fom amenChlents, which

are designed to ease the impact of the federal securities laws on
small business capital raising.
Presently, Section 3(b) of the Securities Act authorizes the
Commission to exempt any class of securities from the full-scale
registration otherwise required by Section 5 of the Securities Act
(15 U.S.C. 77e)

II

if it finds that such registration is not neces-

sary in the public interest or for the protection of investors because of the small offering amount or the limited character of the
offering.

On ~ptelrber

11, 1979, the Commission adopted an arne.l'ld-

rnent to Regulation A y to increase the aggregate offering price
of securities that may be sold thereunder during a twelve month
period fro::! $500,000 to $1,500,000.

Y

'!his amendment followed Con-

gressional action raising the aggregate amount of the small offering
eXeIT?tio:J specified in Section 3(b) of the Securities Act of 1933.
'!be Ccr.rnission also adopted an arnenclrnent to Regulation A to pemit

2/ Section 5 of the Securities Act requires that all securities
offered by the use of any means or instrunents of transportation
or carrnanication in interstate ccr.merce or the mails be registered
with the Commission.

11

17 CFR 230.251-264.

Y

Securities Act Release No. 5977 (September 11, 1979).

55-753 0 - 80 - 2

14
~,e

use of a prelUninary offering circular prior to the commencement

of certain

underwr~tten

offerings thereunder.

the Cotmissio{' adopted an a:nend:nent.):O Ru1

11

7 146,

fran registration for t1Je privatl! placements.

Q'\

September 8, 1979,

concerning exellPtions

Y

'lhe a:nend!nent

.
modifies the disclosure requirements when an offering does not exceed
.

$.1:,500,000 to allow disclosure of infotmation prescribed by Schedule 1
of Regulation A rather than infotmation which would be included in a
registration statement.

y

Last year the Catmission amended Rule 144,

Y

the rule which sets

forth guidelines for the resale of certain securities, and proposed
am<>-ndments to that rule to: (1) relax the limitations on the arrount of
securities that can be sold under the rule; (2) permit sales under the
rule directly to

marke~'!1akers;

and (3) eliminate the requirement that

sales under the rule be made only in brokerage transactions or directly
with a marketmaker for sales of securities by estates, and their beneficiaries,

~'ho

a>:e not affiliates of the issuer of the securities.

21

l.qe further am<>..nded Rule 144 to permit non-affiliates under certain
circ:r.stances to disregard the volume limitation provisions of that
rule •

Y

.!.Q/

Securities Act Release No. 6075 (June 1, 1979).

§! 17 CFR 230.146.

Y
Y

Securities Act Release No. 5975 (September 8, 1979).

21

Securities Act

17

erR 230.144.
Rele~se t~.

5979 (September 19, 1978).

10/ Securities Act Release No. 6032 (March 5, 1979).

15
This year the Commission simplified registration and reporting procedures for grall businesses through the
fom is

avail~le

adop~ion

o!: Fom 5-18. ly 'lliis

to certain dcrnestic and CanacJian corporate issuers who

are not subject to the CCmnission's continuous reporting requirements for
"

the registration of securities to be sold for cash not exceeding an
aggregate offering price of $5 million.

The fo::rn calls for less narrative

and financial disclosure than Fom 5-1, the standard registration fom.

'fue fom may be filed with the regional offices of the Ccmnission, in
order to facilitate handling for the issuer.

Also, issuers may include

in their initial annual report information substantially similar to
that included in their Fom 5-18 registration state;n<>.nt, pursuant to
corresponding amendments to Fom lD-K, the an11ual report fom for certain
p.lblicly-held canpanies under the Securities Exchange Act of 1934.
In order to put its small business initiatives on a pelJllanent
footing, the Ccrnnission recently created the Office of Small Business
Policy within the Division of Corporation Finance.

In addition to the

actions already undertaken, the Office of Small Business Policy is engaged in a review of additional amendments and new rules intended to
facilitate capital formation by small business.
In short, the Commission has taken significar.t action in several
areas covered by the Bill and has under consiaeration further

~,aments

and new rules which may obviate the need for the statutory amendments
e:rbodied in the Bill.

We believe the Carrnission sho:lld be allowed

sufficient ti:ne adequately to evaluate the results of our rulemaking

l!/

Securities Act Release No. 6049 (April )', 1979).
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initia,tives. \'lhere we find that
accomplished

~~rough

desir~le

in?rovements cannot be

the rulemaking process, the Commission will

readily transmit appropriate legislative recommendations. In this

.-

~

regard, we are concerned that, ,while the apparent purpose of Sections 2 .through;.S is to assist capital formation by small businesses,
the exenptions fran registration which those Sections would provide
would be available to be used by any business, regardless of size,
and regardless of the arrount of capital funding inVOlved, and ,.'Ould

needlessly remove all safeguards on resale of restricted securities
after five years.
In addition, as mentioned above, a preliminary study of the
record developed at our recent public hearings indicates that most
of the problems faced by small businesses result fran ,factors outside the scope of the federal securities laws.

On the other hand,

we believe that experience has shown that, over the past forty-six
years, the full disclosure afforded investors by the federal securities laws has increased public confidence in the securities markets
and facilitated capital-raising by businesses of all sizes in a beneficial manner.

Accordingly, we believe that the objective of assisting small
business is best approached by the Com\ission's present pattern of
timely', but careful, rulemaking.
B.

oetailed Discussion of the Bill
(1)

Section 2

Section 2 of the Bill would amend Section 4(2) of the

securiti~s

Act to pro-Jide an additional exenption from registration for transactions by an issuer solely with one or more "accredited investors-
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if the security sold is a "limited sale security" and there is no gen-

eral advertising or solicitation in connection with the

tra~saction.

A ·'li.llited sale security" is defined in Section 3 as a security that

'" to the effect thQt it may not be sold or other-wise transbears a legend
ferred e>:cept to-an accredited investor.
defined in section 3 to include:

An "accredited investor" is

(a) certain specified institutional

purchasers; (b) any person who, because of finand.al sophistication,
net worth, knowledge and experience in financial and business matters,
or anount of assets under management, qualifies as an accredited purchaser under rules prescribed by the Ccmnission; and (c) any person
who relies on the investment advice of an accredited investor.

'lbe

institutional purchasers include "a bank, insurance cQm?anY, [licensed]
small business investment company" and certain trust funds and insurance
ccm?any separate accounts. Section 2 of the Bill would amend Section 4(2)
4( 2) to allow unlimited sales to certain institutional and other
accredited investors.
Currently, Section 4(2) of the Securities Act exem?ts trarsactions
not involving a public offering from the registration pro;risions of the
I.ct. Rule 146, pranulgated under the securities Act, sets forth nonexclusive conditions that would permit an issuer to qualify for an exenption under Section 4(2).
'lhe Office of Small Business Policy currently has under consideration a new rule which would treat sales to certain institutional buyers
in a manner similar to the treatmemt afforded by the Bill.

This new rule

is being develQ?ed as an alternative to the Section 4(2) exem?tion and
Rule 146 for small businesses and would alleviate certain concerns with
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Section 4(2) and Rule 146 expressed by witnesses at our small business
hearings.

The rule wO'.lld allow sales to an· unlimited ntr.'~r of c5efinee

institutional .,purchasers and purchasers of large
~.

tional purchasers.

The

~le

bloc.~s

and to 35 a&:i-

would differ significantly fran the arnoJldnent

contenplated by section 2 of the Bill in that the rule wo:.tld be prc:m.llgated
pursuant to Section 3(b) of the Securities Act.
While the Catmission has not yet proposed the new rule, our intention is to alleviate significantly the substantive
tered by small issuers under the Securities Act in
capital in a nonpublic offering.

probl~.s enco~~

att~ting

to raise

In light of the Commission's ongoing

initiatives, we believe that the adoption of an experimental rule that
would allow the Commission to gain experience with the substantive
c~anges

under consideration is preferable to the addition of further

statutory provisions at this time.
As noted ab:>ve, the rule under consideration by the staff would

allow sales to an unlimited number of institutional investors. Although
our definition of institutional investor for this purpose has not been
ccrnpleted, we would point out that clause (C) of the definition of
"accredited investor,· in Section 3(b) of the Bill, which includes
persons who rely on the invesbnent advice of other accredited investors,
ap;>ears overly broad.

It may be that investors of the type described

in clauses (A) and (B) of the definition can fend for themselves.
merely because they could do so does not mean that persons

~

But,

they •

advise should be deprived of the protections of the registration previsions of the Securities Act.

Pursuant to this provision, sales could

be made to an unlimited universe o'f purchasers without t.'le disclosures
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rEqUireci uncier the Act or any other protectio!'ls such as those whic!l

be available when a fiduciary

~~Jld

(2)

Sectio~
pe~son

~at

exists.

Sections 3(a) and (1)

j(a) of the Bill

Act to prov·ide

relatio~s~i?

wo~ld·~nd

Section 4(1) of the Securities

a person who sells a "limited sale security," or any

acting on his behalf, shall not be considered to be an underwriter

with respect to such transaction if such sale was made to an accredited
investor or to a person the seller reasonably believes to be an accredited
investor.

Pursuant to this a'l\end:nent, unregistered "limited sale securities"

may be resold by affiliates and non-affiliates of the issuer to any number
of accredited investors.
Section 4(1) of the Bill would amend the definition of "underwriter"
contained in Section 2(11) of the Securities Act to provide that that
term shall not include a person engaging in a sale of securities if
such person has been the beneficial owner of such securities for a period
of five years or more. Consequently, affiliates as well as the nonaffiliates of an issuer
PJrsua~t

~~uld

be able to resell unregistered securities

to the Section 4(1) exem?tion after a five year period.

We have some concern about removing all restrictions on sales by
persons who are affiliated with issuers after five years of beneficial
CM'!'lership.

Section 2(11) of the Securities Act presently defines

"u.~er...riter"

to

mea~

"any person who has purchased fran an issuer with a
\'iew to, or offers or sells for an issuer in connection
with, the distribution of any security, or participates
or has a direct or indirect participatio!'l in any such
undertaking, or participates or has a participation in
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t.'le direct or indirect underwriting of
taking * * *." 12/

a~"y s~=h

There is nothing in the statutory definition cf

a~

under-

underwriter that

places a time limi t on a person's status as an under....ri ter.

The public has

the same need for the protection afforded by registration whether the
"

""

securities are distributed shortly after their
length of time.

pur~ase

or after some

Accordingly, while the length of tir..e that a person has

been beneficial owner of restricted securities is
consideration in determining
should not be decisive.

wheth~r

dYlio~sly

an important

a person is an u:Jderwriter, it

Unless the Carrnission retains its present ability

to im;ose such conditions as are necessary to govern the arrount of t"estricted securities that can be resold by persons who have beneficially owned
such securities for more than five years, there \'"Oclc be no assurance
that the exemption from registration afforded by

Sectio~

4(1) would be

used only for routine trading transactions, as opposed to distributions
by persons closely identified with the issuer who, under the present
definition, are, and should be, considered

unde~Titers.

Nevertheless, the Commission supports the basic ir.tent of Sections
3(a) and 4(1) of the Bill, to alleviate the probler. of secondary sales of
securities issued by snall businesses, except with respect "to the resale
of securities by affiliates.
o~r

Although several factors were cited during

snaIl business hearings as

cont~ibuting

to the problem of secondary

sales of small business securities, the most ccmnonly identified factors

12/ As used in the definition, the term .. issuer" in:::ludes, in addition to an
issuer, "any person directly or indirectly controlling or controlled by
the issuer, or any person under direct or indirect como. , control with
the issuer."
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were the resale restrictions imposed by

~le

144.

As menti~~ed

a=crJe,

that Rule defines persons who are deemed not to be engaged i:l a distribution of

sec~rities,

and therefore ;n0 are not underwriters for purposes

of Section 4(1) of the

~curities

Act.

Section 4(1) of

tr~t

Act in turn

exe;rpts fran the ~istration prov~sions of Section 5 of the Act all
transactions by persons other than issuers, underwriters or dealers.
~le

144 provided, at the time of our small business hearings, that

affiliates and others selling securities subject to the Rule could sell,
during a 6 month period, the lesser of one percent of the class outstanding or the cverage weekly trading volune.

A majority of the witnesses

that testified on this point at the hearings were of the view that t.l)is
provision' severely restricted their ability to attract capital because
of the 10:1g period of time which was necessary to liquidate an investment.

'nlus, the witnesses believed that a relaxation of this p!Ol."ision

of the R:lle was essential to the ability of venture capitalists and
other investors to recycle their invesbnent into new enterprises.
'!he Catmission has responded to these concerns by a-nending

~le

144

to allow sales not to exceed the greater of one percent of the class out-

standing or the average weekly trading volune during a three month period.
In addition, the Ccmnission adopted an amendment to Rule 144 t..'hich pennits
non-affiliates under certain circtmlStances to disregard the volune
limitation provisions of Rule 144 after a period of (1) three years,
if the securities to be sold are those of a class which is either listed

on

a.~

exchange or quoted on

N.~DAQ,

an electronic intertlealer quotation

service; or (2) four years, i f the securities to be sold are those of
an issuer t..'hich files periodic reports under section 13 or 15(d) of
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t~e

securities Exchange Act of 1934.
In. connection with our recent amendi:lents to Rule 144, we have

a.'1I1ounced pu!Jlicly that we are considering re:no'Jal of the volume limi-

secu;:'iti~s

tations in RJe 144 for the
under

cer~in

cir:cumstances.

of non-reporting catt?anies

M:>reover, the Office of S:lall Business

Policy has under consideration further amendments to Rule 144 which
would assist the resale of securities by affiliates.
'lhe advantage of the canmission' s approach in effecting these
cha."lges by the adoption of rules, rather than the enacbnent of additional statutory provisions, is that the Ccmnission WO:.Ild retain its
present flexibility to amend these rules in the future should conditions
change or amendments becane necessary to protect the interests of public
investors.

Consequently, while we do not oppose the substantive changes

contained in section 4(1) of the Bill, except for the provision with
respect to resales by persons affiliated "dth the issuer, we suggest
that a better method of implementing those changes is the one presently
utilized by the Ccnrnission. 13/
(3)

Section 5

Section 5 of the Bill would amend Section 12 of the Securities
Act by adding a'sentence which would, in the case of a transaction involving a "good faith attempt not to involve any public offering pursuant
to section 4 ( 2) ," deny reCCNery under section 12 to a purchaser of securi ties

if all conditions prescribed in Section 4(2) and in rules and regulations
of the Ccnrnission ,have been met with respect to such purchaser.

13/ \'Ie have no carrnents on Section 4(2), defining -restricted securities·.
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Presently, there is absolute liability under Section 12(1) if an
issuer offers or sells a security in violation of the registration provisions of

Se~tion

5.

Ii!

To establish a priona facie case under Section

12(1), the plaintiff need prove only (1) the purchase of the security,
"

(2) fro:n the defendant or from a person controlled by the defendant,
(3) the use directly or indirectly of the required jurisdictional means,
(4) that no registration statement was in effect, and (5) that the action
was brought within one year fran the date of the violation. 15/ 'lhe
availability of the private offering exemption is an affir.mative defense
as to which the defendant has the burden of proof. 16/ Under present

law, that exemption is unavailable unless the defendant can show not
only that the requirements of Section 4(2) have been met with respect'"
to all purchasers, ,but also that they have been met with respect to
all offerees.

D.I

'!he importanCe of this approach was emphasized by the Court of Appeals
for the lOth Circuit in Lively v. Hirschfield ,(note 15, above).

In that

case, the court stated:
"After the ~ ~ case the emphasis in the
decisions has been placed on the particular capabilities and information had by particular persons,

See,

~,

Woodward v. Wright, 266 F.2d 108, 115 (lOth Cir. 1959).

See,

~,

Lively v. Hirschfield, 44 F.2d 631 (lOth Cir. 1971).

Securities and EXchange Commission v. Ralston Purina Co., 346 U.S.
at 126 (1953).
Henderson v. Hayden, Stone, Inc., 461 F.2d 1069 (5th Cir. 1972);
SecUrltIes arid Excharoe ComnISsIon v. Continental 'lbbacco Co. of
S.C., Inc. 463, F'.2d 137 (2d Cir. 1972); Hl.ll York Core. v. A'Y=rican
International Franchise, Inc. 448 F.2d 680 (5th Cir. 1971); Lively v.
HirschfIeld, ~ 440 F.2d at 632.
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buyers, plaintiffs or offerees. 'fue Ralston Purina
case required this examination of the individuals.
solicited to determine the nature of the offer, that
is, to determine whether there was a public need for
registration * * *."
"

*

*

*

."'!he standard IlUst apply to all the·offerees if the
. Ralston Purina case is to be meaningfully applied,
and if the artificial classification of "buyers" is
to be prevented fran determining the nature of the
offer in a private action such as this." 18/
Thus, under present law, the need for registration is viewed
not only in terms of the particular private plaintiff but also
with resp:ct to all offerees and purchasers, Le., with resp:ct to
the offering itself.

In this connection, issuers have expressed

concern that even if they make a good faith attenpt to c:anply, a failure
with respect to one unsophisticated offeree may allaN a

sop~isticated

purchaser to rescind a securities purchase or recover damages if he
no longer o.ms the security.

HCMever, legislation is not necessary

at this time and, in our judgment, is not the proper response to the problem.
QJr staff currently has under consideration alnendments to RIle 146 "'hic!:
were suggested at the hearings, such as the inclusion of a ·substantial
conpliance" or "good faith attenpt" provisio:l in t.'le Me,

\oIhic~

alleviate this and other concerns expressed regarding the Rule.

w:r..1ld
As indicated

above, the Commission believes that the flexibility provided by L'le
rulemaking process is preferable generally to the proposed amen=ne:lts
that would rigidify the exemptive pattern, and that the Camtission
should be allowed sufficient time to take appropriate action through

18/

440 F.2d at 632-33.
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the

rule~a~ing

proceedings recently initiated by its Office of Small

Business Policy.
II.·< A"ID\'l).'S'·ITS TO THE I~lEt\'T CO:1PANY Aef OF 1940

Sec;:tion 6

of

the Bill would amend Section 3(c)(3) of the Invest-

ment Canpany Act of 1940 ("Act") to exclude from the definition of "investment company" entities which are apparently regarded as venture
capital canpanies.

In this regard, in its ad:ninistration of the

Investment Act, the Ccmnission is also attempting to increase
the ability of small businesses to raise capital.
recently announced,

W

Indeed, as we

we are currently considering proposing a

rule that would provide exemptive relief from all provisions of the
Investment Co;tt:lany Act for certain business develo;::rnent co,'T?<Inies
~~ose

securities are owned by substantial,

so?~isticated

investors

and which are organized and operated for the purpose of investing
directly in relatively small and unseasoned companies in the developnental stage.

Although it is not possible at this time to describe

in greater detail the provisions of the proposed rule, 20/ we believe

Investment Advisers Act Release No. 680 (June 19, 1979). In
that Release, the Ccmnission proposed for public ca:rnent a
new rule which would permit, under a~ropriate conditions,
special performance-based fees to be paid to registered investment advisers to business developnent c~ies that invest
in relatively snaIl and unseasoned ~~ies in the developmental stage. The purpose of the rule is to facilitate the flOiol
of needed capital to snaIl businesses without detrimentally
affecting the investors who most need the protections of
the Invesbnent Advisers Act.
We expect the Investment Canpany Act rule, including its definition
of "business developnent company," to be consistent with and largely
similar to whatever rule may ultiRk1tely be adopted as a result of
Investr.lent l.dvisers Act Release No. 680, note 19, supra.
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that permitting the Commission to continue its present efforts
to address and resolve the status of venture capital CCIl?IDies by
rulemaking u.1der the Investment Company Act would best acca:m::x:late
the dual goals of protecting investors and helping small businesses.
'Ibis is ~rticul~r1y true in view of our reservations, set forth in
detail below, concerning Section 6 of the Bill.
A funda:nental consideration in any attempt to fashion a
solution to the venture capital problem is, in the Carrnission's
view, the protection of investors.

As COngressman Broyhill, a sponsor

of the Bill, has stated, "protections must be provided for SIl'a1I, ununsophisticated and vulnerable investors."

W

Although the Bill's

sponsors may believe that it would continue protection for those
investors and would only rem::>ve unnecessary inpediments confronting
investors

\,'110

are able to fend for themselves,

that Section 6 of the Bill is overbroad.

W

we are concerned

It would have the effect of

substantially reducing the protections that would otherwise be afforded
small, unsop!1isticated and vulnerable investors as well as sophisticated
and wealthy investors.

'Ibis broad-brush

diminu~ion

of investor protections

would directly result from the a:nend:nent that would exclude invesbnent
companies described in Section 6 of H.R. 3991 from the Act and would
thereby deny shareholders of those companies the Act's protections.
The Investme.,t Canpany Act was enacted to eliminate the widespread abuses and failures to observe principles of fiduciary duties

W

l25~.

Rec. H 2860 (daily ed. May 8, 1979) (remarks of Representative Broyhill).
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e.a'; were I!."lcovered in unregulated invest:nent co:npa."lies.

e.€:

hct·~as

structured to provide a comprehensive

1atio~ ~hich,

a"l

inves~~nt

among other things,
company's

p~~ibits

busines~or

its

As

fra~ork

a result,

of regu--

changes in the nature of

inves~-Ot

policies without

s:'a:-eho1d¥t" approval, protects against manage.llent self-dealing, embezzl,e::tent, or abuse of trust, and provides specific controls to eliminate
0:-

!:litigate inequitable capital structures.

Other basic investor pro-

tections afforded by the Act include requirements that an
~"ly

invest~nt

disclose its financial condition and investment policies and

pro-..isions for specific controls designed to protect against unfair
tra~ctions

between investment companies and their affiliates.

It is

in large pa:-t because of these significant protections provided investors by the Act that the Camlission has opposed provisions in mmerous
bills previously introduced in the Congress that would have eXem?ted
fro:;: the Act small· business investment c:oopa"lies licensed by the SInall
Business Ad:ninistration (·SRl\"), notwithstanding their dual regulation
by the sal;. 23/ FOr the same reasons, we do not believe that small
Ul"so?histicated investors should be denied the Act 's

protectio~

in

See, ~'! Report of Co:rrn. on BanldllQ and Currency on S. 3651,
SInal1 Busmess Investment Act of 1958, S. Rep. No. 1652,
85th Co."lg., 2d sess. 13 (1958): "The ccmnittee is convinced
that it would not be wise to exempt (5;;1311 business investment]
OQm?anies outright from L~e securities laws. • • • (S. 3651]
provides that, with one exception (dealing with capital structure],
tlJe InvestJrent Can;:>any Act of 1940 shall apply to sl!lal1-business
investment companies just as it does at present to other investment
CCr.lpanies. The ccrnnittee was impressed by the testir.ony offered
by the Olaitrnan of the SEC that, in order to give adequate pre>tection to investors, the InvestJrent Canpany Act of 1940 should
be ap?licable to small business invest~nt companies.-
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L'lis instance, 24/ where investors would not 'even have the limited
benefitS

W

of SBh regulation.

Should the Congress, despite our strong belie: that providing

.,

exceptio~s

or

~.

ex~~tion~ f~ L~

Investment OOmpany Act for venture

capital companies should be left to rulemaking rather than legislative
action, nevertheless wish to consider further Section 6 of the Bill,

It has been suggested that the Act was passed to regulate
abuses "such as unscrupulous [investment ccmpany] mal'lagers
who had large arrounts of cash which could be quickly shifted
and manipulated to the detriment of the outside investors,·
and that venture capital ~..ies are distinguish~le because
of their supposedly illiquid investments, 125 ():)ng. Rec.
H 2862 (daily ed., !o'.ay 8, 1979) (Remarks of Representative
Broyhill). However, the majority of abuses that Congress
sought to prevent by enacting the InVestment Oom?a~y Act
were not necessarily related to the liquidity of i~vestment
c:anpanies' security holdings. See generally Section l(b) of
the Act. lI.oreover, although it may have been true that in 1940
ut.'lere were virtually no venture capital finns in ex.istence
which were publicly traded," 125 ~. Rec. H 2862, ~, we
do not believe that .. [h] ad there been such finns in existence
it may very well have been discovered that the protections
of the Investment Co!tpany Act of 1940 were unnecessary.· . Id.
Rather, there is strong evidence to the contrary - that not only were the Act' s protections viewed as particularly
:important to small, unsophisticated investors \"ho might purchase interests in relatively risky "venture capital" CCT.:1panies,
but also that regulation under the Act would b fact prove
beneficial to those canpanies, enhancing public co:1fidence
in the~. See Investment Trusts and Investment Corr~.. ies:
Hearings 0l\:S. 3580 Before a Subcomm. of the Senate CCom.
on Banking and Currency, 76th Cong., 3d Sess. 286, 237, 562-63
(1940) ("Senate Heanngs"). To the extent that L'le proviSions
of the Act might be inappropriate as applied to ce~.ain venture
capital canpa.... ies or other c:o:npanies, COngress co:'l':~'?lated
that the difficulties would be dealt with by use o~ the
Commission's exemptive authority under Section 6(c) of
the Act. That authority would be the basis for the anticipated
rulemaking described earlier.
It is our understanding that the primary concern 0: the SBA. is
with the stimulation of small businesses through ad1iti~~l
financing, and that the protection of investors is, at best,
a secondary concern.
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we have, the foll(1..ing /lOre specific carme:1ts concening its provisio:1S.

As m~'tibned a~ve, Section 6 of the Bill would a~,d Section 3(c)(3)
of the Inv~st::rent, ~y Act to exclude f = the definition of "investrrent company·' entities which are apparently regarded as

vent~re

capital

companies. 26/
Section 6 would apparently allow a venture capital canpany to
be totally excluded from the Invesbnent Co:ipany Act, if it neets
~~e followL~

conditions:

(1) it must be principally engaged in anyone of three
general business activities:
(a) furnishing capital or providing financing for
business ventures and activities;
(b) ,purchasing securities of issuers for ..~ich no
ready market is in existence; or
(c) reorganizing canpanies; and

125 Co:1~. Rec. E 3160 (daily ed., June 22, 1979) (Re;nari".s of
Representatlve Luken). Section 6 prcrolides an exclusion fran
the definition of "investment CCll!?any" for: "any issuer engaged
principally in the business of furni~'ing capital or providing
financing for business ventures and activities, purchasing securities of issuers for which no ready market is in existence, or
reorga,izing CCr.Ipanies or similar activities (or any "er50:1 that
is or-ga,ized and exists solely for ?:Jrposes of holding securities
in su~ an issuer), if at least 80 percent at cost of ~,e securities
held by such issuer (other than govern:nent securities, short-term
paper, and other cash items) consist of securities whicil (A) were
acquired directly from such issuer (including warrants or options
acquired fran such issuer) in a transaction or chain of transactions
not involving any public offering or p~rsuant to the exercise of
warrants or options acquired in such a transaction, (B) were received
as a resul t of a reorganization or ba.,kruptcy proceeding, or
(e) ..~re distributed on or with res"ect to any securities described
in cla~se (A) or (B)."
See

55-753 0 - 80 - 3
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(2)

ao

percent at cost of the securities helc by the

generally be acquired directly from
transactions.
.,

issue~s

in

c~ny

must

no~public

27/

Our concern with this section stems fron the fact that it is so
broadly drafted that it would exenpt from the salutary regulatory
provisions of the Invest:.mo..nt Canpany Act not only cCXJ9allies that
furnish capital to small and unseasoned businesses in ,the developm~tal

stage, but also to many other ca:tpanies for which there has

been no shO'Ning of a need for any special treatment under the
Act. 28/

'!he various references in Section 6 to the ter:r. .. issuer" create
unnecessary confusion, since that term appears to be used in
sane instances to refer to venture capital co:!panies (~., "any
issuer engaged principally"), and in other instances to refer
to the businesses in which venture capital cO:l?'Inies are to
invest (~, "securities which (A) were acqui~ed directly fran
such issuer"). '!he ambiguity is especially co~fusing with respect
to the parenthetical "or any person that is organized and exists
solely for purposes of holding securities in such a~ issuer"; we
assume that .. issuer," as used in that clause, refers to a venture
capital c:an:-...any. See note 32, infra.
'!he description of businesses in which these venture capital
canpa.-lies are to engage may be mcxieled in part 0., Section l2(e)
of the Investment Canpany Act. '!hat Section p~ides a limited
exception from the pro.'1ibition in Section 12(d) (1) of the Act
agai~st an investment can?aOY acquiring securities of another
investment co:npany. See In re Arnerican Research & Dev. Corp.,
24 S.E.C. 481 (1946). Section 12(e) allows suc3 a purChase if
the investment ODm?any whose securities are aa:~ired engages in
"the business of underwriting, furnishing capital to industry,
financing promotional enterprises, purchasing sec~rities of
issuers for which no ready market is in existence, and reorga,izing ~ies or similar activities • * *." However, it
bears e::-.phasis that Section l2(e) provides Rn exception for an
investment o:xnpany acquiring the securitie~of a.,other investment
~,y that is a venture capital c~~y.
It provides no exception
(footnote continued)
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One type of investnent ODm?any that currently

acco~~ts

for

a substantial portion of mutual fW'ld industry assets is the mo:1ey
market fW'ld, which invests in short-term monEY narket instrune:1ts,
'4

such as Treasury Bills, certificates of deposit, and ca:rnercial paper .
. 'lhese flIDds may invest substantial portions of their assets in cannercial paper purchased directly from issuers in nonpublic transactions.
Yet nothing in Section 6 would preclude such co:npa.,ies fran relying
on the exclusion that it would provide fran the Investment Car;>any
Act.

'!his result, prestmably u.'1intended, is at least in part due to the

fact that the Bill does not define the characteristics of the businesses
which are the desired ultimate beneficiaries of Section 6.

'!hus, a

money market fund whose portfolio consists of carrnercial paper acquired
directly from issuers might argue that it was a ve:1ture capital company
principally engaged" in the business of furnishing capital or providing
financing for business ventures and activities," 29/ even though the issuers

(footnote oontinued)
or exenption for the venture capital car.;>any. Indeed, CO:1gress clearly oo:1te."lplated that, u.'1less scr.te other exception
or exerrption were available, such ccr.tpal1ies 1o>oould be subject
to the Act. See, £:.9.., Senate Hearings, at 286. ~breover, SectiO:1 12(e}, by-Its terms, requires the bott~tier investme:1t
ca:r.pany to engage in all of the activities listed, whereas, by
contrast, Section 6, lrlusing the word "or" before the phrase
"reorganizing cO!lpanies" WO;Jld see:n to co:1te::;>late that e:1gagement in anyone of the specified activities a:1d the satisfaction
of the conditions set forth subseque:1tly would entitle a c0mpany to rely on the Section 6 exceptio:1.
I t is unclear 1o>nat difference of mea:1ing is intended between

"furnishing capital" and "providing fin?~,cing.·· Similarly, we
are unsure what "activities." as distinguished from business
ventures, are Cor'lterrplated as being within the Section.

,
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might be corporations of considerable size. 30/ ctter =nventional
investm:!nt canpanies might be able to make sirnilar arg;,nents uiv.'ler
the proposed language if they engaged principally ir: acquiring stock

-,

.. "

or other securities in nonpublic transactions, even if the issuers
of such.securities were not small businesses.

W

The Bill would also exclude issuers principally engaged in the
business of "reorga"izing companies or similar acth'ities (or any person that is organized and exists solely for purposes of holding securities in such an issuer)." 32/ We are uncertain as to precisely what
is conterrplated by the phrase."reorganizing catpanies,· and hew fostering that activity furthers the purposes of the legislation.

Further-

more, given the ambiguities we perceive to exist in the descriptions

In addition, Section 6 would permit investments in government
securities, including Treasury Bills, to be excluded from the
requirement that 80 percent of a venture capital c~y's
securities must be acquired either directly fro:n issuers, or
as described in clauses (B) or (e) of that Section.
The Commission, in administering the Investment Cbm?any Act,
has encountered problems related specifically to registered
Q?en-end investment companies' holdings of restricted securities acquired in nonpublic transactions because of the requirement that open-end ~,ies redeem their securities at
net asset value at the request of the security holder and
because of difficulties in valuing restricted securities.
see Investment Company Act Release No. 5847 (Oc~~r 21, 1969.)

see also note 27 suora. The sing-.llar "such an issuer" in t..!)is
pare'iitil'etical claUSe!iiight be read literally to r..ea.."1 thet a holding ~y which holes interests in rrore t..'lan one venture capital
canpany would not be excluded by this provision frcn the Investment
Ccxnpany Act, although it is not clear "nether such a resul t is
intended. However, even if it holds securities in only one venture
capital company, unless t..'le holding company "'ere prirnarili' engaged,
through at least a majority-o.'ned interest, in the venture capital
co.npany's business, it should not be excluded fro:!l the Act. On the
other han::l, if the holding ca:1pany were so enga?~,;i, the parenthetical
clause would be unnecessary because the holding ~ny loIOuld be
exclud~ by present Section 3(c)(6) of the Act.
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of

t~e

business activities described in

sectio~

6, permitting

~~ies

to engage in "similar activities" would can?O:J."l::3 the interpretive difficulties inherent in the amendment.
~ther p~lem

is raised by Section 6.

T:"'le::e is nothing to

ensure that excluded issuers continuously engage in

L~e

activities

that the Bill seeks to prarote, other than the inference that may
be drawn from the requirement that an issuer be "engaged" principally
in one of the described

business~!S.

Thus, a venture capital canpany

that was initially excluded from the Investment Oom?any Act by the
arne.,dment because it purchased ,"securities of issuers for which no
ready market is in existence" could arguably co:'ltinue passively to
hold those securities (and exercise any warra"lts and options) long
after those perhaps once small e:e:r.npanies mature::'! -

iooeed, it could

hold those securities forever and re.1lain free of the Act.

For exanple,

both ea~lier and later investors in an inves~ent OQm?any fortunate
and prescient enough to have acquired securities directly fran Polaroid
and

IB~

when they were in their early developmental stages might find

the."llSelves in the ananalous position of forever bebg depriveo of the
protections of the Investment Ccx!pany Act, despite their .o.mership
of shares in an investnP..nt

c~y

with a p:>r=folio of ·blue chip"

securities that may be largely indistinguishable fro:r, the p:>rtfolios
of l1'.any other regulated investment

ccrnpa.~ies

whose investors

full protections of the Investment Co:1pany Act.

But,

t.~e

enj~'

purposes

of the Bill are no longer furthered once an i:lVestment ,catpany has
ceased providing capital for small businesses and merely passivel}'
holds securities purchased in the past.

the
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h si.milar issue is raised by the fact that the req:.lire:nent that

t."le =?a"ly hold at least 80 percent of its i:westments in securities of
qualified issuers is keyed to the "cost" of the securities and not
their value.'" This means that tl)e
pt'0\7isio~9

c~y

would still be exeIl?t fran all

of the Act even if the value of the 20 perce:lt portion of the

portfolio, which may be invested' in securities of any issuer, increased
so that those securities became the primary or even predo:ninant portion
of the compa"lY's investments.
In conclusion, althOugh we support the goal of praroting small
business, we have serious concerns about the provisions of section 6 of
the Bill.

~Ioreover,

rule~aking

under the Investment Company Act will serve adequately to

we believe that the Catmission' s conteIl?lated

alleviate any unnecessary impediments that Act might pose for venture
capital activities without sacrificing necessary investor protections.

August, 1979
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Mr. BROYHILL. Mr. Loomis, please proceed as you see fit.
STATEMENT OF HON. PHILIP A.
SECURITIES AND EXCHANGE
BY SYDNEY H. MENDELSOHN,
VESTMENT MANAGEMENT, AND
CIATE DIRECTOR, DIVISION OF

LOOMIS, JR., COMMISSIONER,
COMMISSION, ACCOMPANIED
DIRECTOR, DIVISION OF INMARTIN E. L YBECKER, ASSOINVESTMENT MANAGEMENT

Mr. LoOMIS. Thank you, Mr. Chairman.
I welcome this opportunity to testify today on the Small Business
Investment Incentive Act.
I will introduce the people with me.
On my left is Mr. Sydney H. Mendelsohn, the Director of the
Division of Investment Management and, on my right, Mr. Martin
E. Lybecker, the Associate Director of that Division.
On August 9, 1979, we submitted to your committee a detailed
memorandum [see p. 10] with respect to our position on the bill. I
have also submitted a prepared statement which basically is an
update of our activities since August, and I would ask that that be
included in the record.
Mr. BROYHILL. That will be included in the record [see p. 41] and
if you would like to summarize, you may do so.
Mr. LoOMIS. First, I will discuss some of the steps which the
Commission has already undertaken toward reaching the goal of
the bill, the easing of regulatory restrictions on the raising of
capital by small businesses.
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Second, I will discuss the prOVISIOns of the bill which would
amend the Securities Act of 1933 to deal with certain perceived
problems for capital raising by small businesses.
Finally, I will discuss the special investor protection problems
raised by the bill's proposed amendments of the Investment Company Act of 1940.
In brief, our position is that the bill in its present form is not
needed because the goals can be accomplished-indeed, may al~
ready have been largely accomplished administratively-without
further legislation. Moreover, we believe that the bill's exemptive
provisions are too broadly drafted and if enacted would unnecessarily dilute important existing investor protections.
In this regard, it bears emphasis that removing investor protections too broadly or precipitously could ultimately ·have a negative
effect on the ability of small businesses to raise capital if investor
dissatisfaction results in loss of confidence in the securities.
Let me begin with my first point about recent Commission efforts to remove unnecessary constraints on the raising of capital by
small businesses. In April and May of 1978, the Commission held
hearings throughout the country to discover ways of alleviating
burdens on the capital-raising function of small business, particularly those burdens associated with the Federal Securities laws.
I might interpolate that our concern that was expressed in those
proceedings reflects a very real concern on our part, particularly
on the part of our chairman; as to the capital raising needs of
small business, not wholly in response to legislative incentives.
A study of the record developed at the hearings indicates that
most of the problems faced by small businesses result from factors
outside the scope of the Federal securities laws. Insofar as the
ability to raise capital is concerned, general economic conditions
and the tax structure, particularly the present capital gains tax,
were reported by the people who appeared at those hearings, to
have the greatest impact. Indeed, many witnesses expressed the
view that if a favorable change occurred in either of these two
factors, small business would not be substantially impeded by the
Federal securities laws from obtaining needed capital.
The witnesses did state, however, that a number of requirements
under the Federal securities laws are not justified as applied to
small business. In response, the Commission has significantly
amended several of its rules and forms in ways designed to ease
the impact of the Federal securities laws on small business capital
raising.
For example, the Comm,ission, pursuant to congressional authorization, adopted an amendment to its rules increasing the aggregate
amount of the small offering exemption from $500,000 to $1.5 million. Also, as part of the small offering exemption, the Commission
adopted a rule permitting a modified offering circular to be used
prior to the commencement of certain offerings.
This year the Commission adopted form 8-18 which applies generally to small companies issuing securities for cash where the
aggregate offering price does not exceed $5 million. This form calls
for substantially less narrative and fmancial disclosure than does
form 8-1, the basic registration form.
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This summer the Commission released for comment proposed
rule 242, which the chairman referred to. If adopted, this rule
would exempt from registration an offering of up to $2 million if
the securities were sold only to institutional investors and no more
than 35 individuals. The disclosure requirements under this rule
would be minimal.
At the same time, the Commission has institutionalized its concerns regarding small business by establishing an Office of Small
Business Policy in the divisional corporation. The purpose of this
Office is to centralize current small business rulemaking initiatives
and to establish a focal point for small business problems relating
to the Federal securities laws.
The Office is headed by one of our most senior and dedicated
professionals, Ms. Mary E. T. Beach, and is staffed by 8 to 10 staff
members, including attorneys, accountants, and financial analysts.
Through this office, the Commission will participate in other
Government and privately sponsored programs relating to small
business. Already the Office is coordinating with the White House
Conference on Small Business;- the Joint SEC-HASD Study of
Small Business Capital Formation; the NASD Joint Industry-Government Study on Small Business Financing; the Interagency Task
Force on Domestic Policy; and the Joint SEC-NASAA Committee
on Small Business Capital Formation.
Thus, to the extent that the Federal securities laws impact unduly on small businesses, the Commission has already moved significantly to relax these burdens. We believe that the administrative process is peculiarly well suited for this exercise.
The Commission has the staff, the initiative, and the program to
create an appropriate regulatory environment in this area.
This leads me to my second point. While we believe it is desirable to give special attention to the capital-raising needs of small
businesses, we do not believe that sections 2, 3, and 4 of the bill
provide an appropriate approach. We have provided a more detailed discussion of our reasons for this position in our written
comments, and I will summarize that discussion.
In general, we are concerned that the proposed amendments
would provide overly broad and, in light of recent Commission
initiatives, unnecessary exemptions from the registration provisions of the Securities Act.
_
More specifically, sections 2, 3, and 4 of the bill are directed at
alleviating three barriers perceived as being raised by the Securities Act of 1933 to capital raising by small businesses.
First, the bill seeks to enlarge the private offering exemption in
section 4(2) of the Securities Act.
Second, the bill seeks to facilitate secondary sales of securities by
affiliates and persons who purchased securities in private offerings.
Third, the bill seeks to reduce the chance of liability for persons
who sell in violation of the registration provisions of the Securities
Act.
Section 2 of the bill would amend section 4(2) of the Securities
Act so as to allow issuers to sell unlimited amounts of securities to
certain institutional and other "accredited" investors.
Currently, section 4(2) of the Securities Act exempts transactions
not involving a public offering from the registration provisions.
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Rule 146, promulgated under the Securities Act, sets forth nonexclusive conditions that enable an issuer to qualify for an exemption
under section 4(2).
As I mentioned before, the Commission recently propos~d rule
242. This rule, if adopted, would treat sales to certain institutional
buyers and other accredited investors in a manner similar to the
treatment afforded such sales by the bill. This rule proposal was
developed as an alternative to the section 4(2) exemption and rule
146 for small businesses and would alleviate certain concerns with
section 4(2) and rule 146 expressed by witnesses at our small business hearings.
We are, however; concerned about the unduly broad definition of
"accredited investors" in clause C of section 3(b) of the bill, which
includes ~persons who rely on the investment advice of the
accredited investors, described in clauses A and B.
It may be that investors of the type described in clauses A and B
of the definition can fend for themselves. But this does not mean
that persons advised by those persons should be deprived of the
protections of the registration provisions of the Securities Act.
Pursuant to clause C, sales could be made to an unlimited universe
of purchasers without the benefit of the disclosures required under
the Securities Act.
In light of the Commission's ongoing initiatives, we believe that
the adoption of an experimental rule that would allow the Commission to gain experience with the substantive changes under consid'eration is preferable to the addition of further statutory provisions
at this time.
,
Section 4 of the bill would, in effect, eliminate all restrictions
upon the sale or distribution of restricted securities by any person,
including affiliates of the issuer, 'if that person has held the securities for 5 years.
,
While we recognize, as was pointed out in our small business
hearings, that the existing limitations on resale of restricted securities are viewed as creating a serious barrier to small business
capital raising, we believe that section 4, as it applies to resales by
affiliates, including controlling persons, goes too far. "The public has the same need for the protection afforded by
registration whether the securities are distributed shortly after
their purchase or after some length of time. Enactment of this
provision would permit an individual or a small group of individuals to form a wholly owned company and, after operating it for 5
years, distribute their securities into the public.
The result ,would be the same as if the company had "gone
public" directly, but without the important protections afforded by
the disclosure requirements of the Securities Act. Indeed, section 4
would seem to permit someone to incorporate a company, purchase
all of its stock for a nominal price, put the company "on the shelf"
for 5 years, and then activate it and distribute its securities to the
public without registration or disclosure.
Consequently, while the length of time that a person has been
the beneficial owner of a security is obviously an important consid, eration in determining whether that person should be relieved of
restrictions on resale, it should not be the sole standard.
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Nevertheless, the Commission supports the basic intent of sections 3(a) and 4(1) of the bill, to alleviate the problem of secondary
sales of securities issues by small businesses, by amending rule 144
to make it easier for nonaffiliates to sell securities purchased in
earlier private offerings.
Section 5 of the bill would amend section 12 of the Securities Act
by adding a sentence which would, in the case of a transaction
involving a "good faith attempt not to involve any public offering
pursuant to section 4(2)," deny recovery under section 12 to a
purchaser of securities if all conditions prescribed in section 4(2)
and in the Commission's rules have been met with respect to such
purchaser.
Under present law, the private offering exemption provided by
section 4(2) of the Securities Act is available only if the entire
offering is made in compliance with that subsection.
Section 4 of the bill would, for purposes of civil liability, focus
attention on compliance or the lack of it, as to each individual
plaintiff. This responds to the concern of issuers that they may be
liable to all purchasers because of a defect in the offering to a few.
Nevertheless, we are not sure that this is the right answer.
The offering would still be in violation of the act, even though
some or most of the purchasers could not successfully sue. If a
substantial portion of the funds raised to finance the business had
to be returned to plaintiffs who could show noncompliance as to
them, those investors who could not recover might well feel they
were treated unfairly since the company would not have the financing they expected.
In our judgment, this legislation is not needed at this time, since
we can proceed administratively to deaf with the problems, and the
legislation may not be the best response. Our staff currently has
under consideration amendments to rule 146 which were suggested
at the hearings, such as the inclusion of a "substantial compliance"
or "good faith attempt" provision in the rule, which would alleviate this concern expressed regarding the rule.
As indicated above, the Commission believes that the flexibility
provided by the rulemaking process is preferable to the proposed
amendments that would rigidify the exemptive pattern, and that
the Commission should be allowed time to take appropriate action
through rulemakihg proceedings recently initiated by the Commission's Office of Small Business Policy.
Our final concern about the bill is its treatment of venture
capital companies under the Investment Company Act of 1940.
The Investment Company Act was enacted to eliminate the widespread abuses and failu:r:es, to observe principles of fiduciary duties
that were uncovered in unregulated investment companies.
As a result, the act was structured to provide a comprehensive
framework of regulation which, among other things, prohibits
changes in the nature of an investment company's business or its
investment policies without shareholder approval, protects against
management self-dealing, embezzlement, or abuse of trust, and
provides specific controls to eliminate or mitigate inequitable capital structures.
Other basic investor protections afforded by the act include disclosure and investment requirements and provisions for specific
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controls designed to protect against unfair transactions between
investment companies and their affiliates.
Section 6 of the bill would amend section 3(c)(3) of the act to
exclude from the definition of "investment company" entities
which are apparently regarded as venture capital companies. In
this regard, in its administration of the Investment Company Act,
the Commission is also attempting to increase the ability of small
businesses to raise capital.
Indeed, Commission rules already make it easier for SBIC's licensed by the Small Business Administration to remain exempt
from the Investment Company Act.
We are currently considering, indeed the Commission proposed
to issue for public comment yesterday, a rule, is described in more
detail in my prepared statement, which would provide the same
relief to a much broader range of business development companies,
particularly where the securities of those companies are owned by
substantial, sophisticated investors.
A fundamental consideration in any attempt to fashion a solution to the venture capital problem is, in the Commission's view,
the protection of investors.
You have stated, "protections must be provided for small, unsophisticated and vulnerable investors." Although it is the apparent
intention of the bill to continue protection for those investors and
only to remove unnecessary impediments confronting investors
who are able to fend for themselves, we are concerned that section
6 of the bill is overbroad. It would have the effect of substantially
r~ucing the protections that would otherwise be afforded small,
unsophisticated and vulnerable investors as well as sophisticated
and wealthy investors.
Should the Congress, despite our belief that providing exceptions
or exemptions from the Investment Company Act for venture capital companies should be left to rulemaking rather than legislative
action, nevertheless wish to consider further section 6 of the bill,
we have the following more specific comments:
Section 6 would appear to provide a complete exemption from
the Investment Company Act for a company which would otherwise be an investment company, if it satisfied the following conditions:
(1) It is "engaged principally in the business of furnishing capital
or providing financing for business ventures and activities," and
(2) "At least 80 percent of the securities held by such company,
other than Government securities, short-term paper and other cash
items" were acquired directly from the issuer of the securities in a
transaction not involving any public offering.
This exemption is drafted so broadly as to include companies
which in no sense are "venture capital" companies, as that term is
commonly understood. This results from the fact that companies of
all sizes and degrees of development frequently raise capital by
what is known as private placements with fmancial institutions
such as insurance companies and employee benefit funds.
Thus it would be entirely possible for a company to obtain exemption under section 6 even if invested primarily in securities of
corporations included in the Fortune 500 and acquired in private
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placements. We see no reason why investors in such a company
should be denied the safeguards of the Investment Company Act.
Similarly, a money market fund, which is an increasingly popular kind of investment company, could qualify for exemption under
section 6 since such funds often invest in Treasury bills, certificates
of deposit, and commercial paper which can be, and often is, purchased directly from the issuer in a private placement.
I understand that section 6 was primarily intended to exempt
venture capital companies from the Investment Company Act, but
section 6, as drafted, seems to go far beyond the venture capital
field.
Section 6 would also include issuers principally engaged in the
business of "reorganizing companies or similar activities, or any
person that is organized and exists solely for purposes of holding
securities in such an issuer." We are uncertain as to precisely what
is contemplated by the phrase "reorganizing companies" and how
fostering that activity furthers the purposes of the legislation.
Furthermore, given the ambiguities we perceive to exist in the
descriptions of the business activities described in section 6, permitting companies to engage in "similar activities" would compound
the interpretative difficulties inherent in the amendment.
In conclusion, I would like to reaffirm the Commission's strong
desire to reduce unnecessary regulation affecting small business.
We do not believe, however, that broad-reaching legislative exemptions are advisable at this point.
We believe the Commission has shown, through past and current
efforts, that a flexible and imaginative regulatory approach is a
preferable method of attaining the goals sought by the bill.
That completes my statement, and I will be glad to answer your
questions, Mr. Chairman.
[Testimony resumes on p. 65.]
[Commissioner Loomis prepared statement follows:]
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STATEMENT OF CClffoIISSIONER PHILIP A. LroMIS, JR.

TO '!HE SJB-O:lloMITl'EE ON

~9JMER

PROl'ECTION AND FINANCE

OF '!HE IOJSE CXM1ITl'EE" QIl INTERSTATE AND FOREI~ <::tM1ERCE

ON H.R. 3991

November 7, 1979
I am pleased to testify on behalf of the Securities

am

Exchange

Commission on H.R. 3991, the "Small Business Investment Incentive Act
of 1979" (the "Bill"). Because the Bill addresses two different areas,
my testinony will discuss each area separately.

Part I of my testiIlDny

deals with SectialS 2 through 5 of the Bill, which wcold amend the
Securities Act of 1933 to authorize issuers to sell certain securities

to "accredited investors" without filing a registration statement
with the Commission pursuant to that Act.

Part II of my testiIlDnY

discusses Secticn 6 of the Bill, which wcold amend the Investment
Canpany Act of 1940 to exclude fnxn the coverage of that Act certain
issuers that, am:ng other things, engage in the business of furnishing
capital or providing "financing for business ventures and activities.
The Commission is concerned that "small businesses shcold have
an appropriate market to raise capital

am" that

investors should not

be unnecessarily impeded from purchasing securities of small busi-

nesses.

In fact, the Commissicn has already errbarked upon rule-

making changes which wcold achieve substantially the same

iF.prove~ent

of access to capital for small business as the Bill.
At the same time, the Commission is charged with the responsibility of ensuring the integrity of the securities markets and of
protecting investors.

Therefore, althcogh it strongly sur:ports the

goals toward which the Bill is directed, the Conrnission is concerned
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that as it is presently drafted it is unnecessarily broad in scope,
and, therefore, we do not support the Bill in its present form •
I.

A.

.y

AMEIDMEm'S TO THE RffiISTRATION REC'lJIREMENI'S
OF THE SECURITIES ACT OF 1933

Past and CUrrent Oommission Activities to Facilitate
caPltal Raising by Small Business

The Ccmnission has for some time been examining steps which might
be taken to facilitate capital formation by small businesses.

In this

regard, the Ccmnission held public hearings in April and May of 1978
for the purpose of determining the extent to which the burdens ill{XlSed
by the federal securities laws on small businesses may be alleviated
consistent with the protection of investop;.

The hearings, which were held

in Washington, D.C., Los Angeles, Denver, Atlanta, Chicago, and Boston,
focused on the effects of the Commission's rules on the ability of small
businesses to raise capital and the impact on small businesses of disclosure
requirements under the federal securities laws.
A study of the record developed at the hearings indicates that
most of the problems faced by small businesses result from factors
outside the scope of the federal securities laws.

Insofar as the

ability to raise capital is concerned, general economic conditions
and the tax structure, particularly the present capital gains tax,
were reported to have the greatest impact.

Indeed, many wit-

nesses expressed the view that, if a favorable change occurred in

Y

To some extent, where appropriate, the follC7Ning carrnents reiterate

statements we submitted to your Committee on previous similar legislation in the 95th Congress: H.R. 9549, H.R. 10717 and H.R. 13032.
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either of these two factors, small business woold not be substantially
inpeded by the federal securities laws fran obtaining needed capital.
'!be witnesses did state, lx:Iwever, that a number of requirements
under the federal securities laws are not justified as applied to small
business.

In response to these concerns, the Commission has undertaken

a nwrber of significant rule and form amendments, which are designed to
ease the impact of the federal securities laws on small business capital
raising.
One of the IIDSt inp)rtant of these amendments inllOlves the Cornnis-

sion's

e~tive

authority relating to small offerings under Section 3(b)

of the Securities Act.

'!bat section authorizes the Ccmnission to exempt

any class of securities fran the full-scale registration otherwise required
by Section 5 of the Securities Act (15 u.p.C. 77J)

Y

if it finds that sum

registration is not necessary in the plblic interest or for the protection
of investors because of the small amount of securities offered or the limited
character of the offering.

On September 11, 1978, the Ccmnission adopted an

amendment to Regulation A]I to increase, from $500,000 to $1,5000,000,
the aggregate offering price of securities that may be sold thereunder
during a twelve m:>nth period.

Y

'!bis amendment followed Congressional

action raising the aggregate arrcunt of the small offering exemption
specified in Section J(b) of the Securities Act.

Y

'ltte Commission also

Section 5 of the Securities Act requires that all securities offered by
the use of any means or instruments of transportation or communication
in interstate ccmnerce or the mails be registered with the Commission.

]I ARegulation AA is the name given to a series of rules adopted by the
Ccmnission under Section J(b).

Y

17 CFR 230.251-264.

Securities Act Release No. 5977 (September 11, 1979).
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adopted an amendment to Regulation A to permit the use of a preliminary
offering circular prior to the commencement of certain underwritten offerings thereunder. §!

On

September 8, 1978, the Carmission adopted an

aniendment to Rule 146, concerning exemptions from registration for private placements. §/ The amendment modifies the disclosure requirements
when an offering does not exceed $1,500,000 to allow disclosure of information prescribed by Schedule I of Regulation A rather than information which would be included in a registration statement.
Last year the Ccmnission amended Rule 144,

Y

y

the rule which sets

forth guidelines. for the resale of certain securities, and proposed
amendnents to that rule to:

(1) relax the limitations on the amoWlt,

of securities that can be sold under the rule; (2) permit sales under
the rule directly to marketmakers; and (3) eliminate the requirement
that sales under the rule be made only in brokerage transactions or,directly with a marketmaker for sales of securities by estates, and their
beneficiaries, who are not affiliates of the issuer of the securities.

21

We further amended Rule 144 to permit non-affiliates under certain circumstances to disregard the volume limitation provisions of that rule. lQ/

§! Securities Act Release No. 6075 (June 1, 1979).
§I 17 CFR 230.146.

Y

Securities Act Release No. 5975 (September 8, 1979).

Y
21

17 CFR 230.144.
Securities Act Release No. 5979 (September 19, 1978).

lQ/ Securities Act Release No. 6032 (March 5, 1979).
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This year the Commission simplified registration and reporting procedures for small businesses through the adoption of Form 5-18. 11/ '!his
form is available to certain domestic and Canadian corporate issuers for
the registration of securities to be sold for cash not exceeding an aggregate offering price of $5 million.

The form calls for less narrative

and financial disclosure than does Form 5-1, the standard registration
form.

The form may be filed with the regional offices of the Commission,

in order to facilitate handling for the issuer.

Also, issuers may include

in their initial annual report information substantially similar to that
incluced in their Form 5-18 registration statement, pursuant to corresponding
amendments to Form lo-K, the annual report form for certain publicly-held
companies under the Securities Exchange Act of 1934.
In order to put its small business initiatives on a permanent footing,
the Camlission recently created the Office of Small Business Policy
within the Division of Corporation Finance.

In addition to the actions

already undertaken, the Office of Small Business Policy is engaged in a
review of additional amendments and new rules intended to facilitate
capital formation by small business.
In short, the Commission has taken significant action in several
areas covered by the Bill and has under consideration further amendments
and new rules which may obviate the need for the statutory amendments
embodied in the Bill. We believe the Commission should be allowed
sufficient time adequately to evaluate the results of our rulernaking

111

Securities Act Release No. 6049 (April 3, 1979).
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initiatives. Where we find that desirable improvements cannot be
accomplished through the rulemaking process, the Commission will
readily transmit appropriate legislative reoommendations. In this
regard, we are concerned that, while the apparent purpose of Sections 2 through 5 is to assist capital formation by small businesses,
the exemptions from registration which those Sections would provide
would be available to be used by any business, regardless of size,
and

regardless of the arrount of capital funding involved, and would

needlessly remove all safeguards on resale of restricted securities
after five years.
In addition, as mentioned above, a study of the record developed at
our recent public hearings indicates that most of the problems faced by
small businesses result from factors outside the scope of the federal
securities laws. On the other hand, we believe that experience has shown
that, over the past forty-six years, the full disclosure afforded investors
by the federal securities laws has increased public contidence in the
securities markets and facilitated capital-raising by businesses of all
sizes in a beneficial manner.
Accordingly, we believe that the objective of assisting small
business is best approached by the COmmission's present pattern of
timely, but careful, rulemaking.
B. Detailed Discussion of the Bill
(1)

Section 2

Section 2 of the Bill would amend Section 4(2) of the Securities
Act to provide an additional exemption from registration for transactions by an issuer solely with one or more "accredited investors"
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if the security sold is a "limited sale security" and there is no gen-

eral advertising or solicitation in connection with the transaction.
A "limited sale security" is defined in Section 3 as a security that
bears a legend to the effect that it may not be sold or otherwise transferred except to an accredited investor.
defined in Section 3 to include:

An "accredited investor" is

(a) certain specified institutional

purchasers; (b) any person who, because of financial sophistication,
net werth, knowledge and experience in financial and business matters,
or anount of assets under management, qualifies as an accredited

plr-

chaser under rules prescribed by the Commission; and (c) any person
who relies on the investment advice of an accredited investor.

The

institutional purchasers include "a bank, insurance company, [licensed]
:;;mall business investment canpany" and certain trust funds and insurance
company separate accounts. Section 2 of the Bill would amend Section
4(2) to allow unlimited sales to certain institutional and other.accredited investors.
We do not believe that sudh legislation is necessary.

By way of

background, we would point out that Section 4(2) of the Securities Act
exempts transactions not involving a public offering from the registration
provisions of the Act.

Rule 146, promulgated under the Securities Act,

sets forth non-exclusive conditions that would permit an issuer to qualify
for an exemption under Section 4(2).
The Commission has recently proposed Rule 242, a new rule which would
treat sales to certain institutional buyers in a manner similar to the
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treatment afforded by the Bill.

This new rule is being developed as an

alternative to the Section 4(2l exemption and Rule 146 for small businesses
and woold alleviate certain concerns relating to Section 4(2l and Rule 146
which were expressed by witnesses at our small business hearings.

Rule 242

woold allow sales to an unlimited number of defined institutional purchasers
and purchasers of large blocks and to 35 additional purchasers.
OJr purpcse in proposin;J Rule 242 is to alleviate significantly the
substantive problems encountered by small issuers under the Securities
Act in attempting to raise capital in a non-public offering.

In light of

the Commission's ongoing initiatives, we believe that the adoption of an
experimental rule that woold allow the Commission to gain experience with
the substantive changes under consideration is preferable to the addition
of further statutory provisions at this time.
As noted above, Rule 242 woold, if adopted, allow sales to an unlimited
number of institutional investors.

In our view, this is a more reasonable

approach than that taken in clause (Cl of the definition of "accredited
investor,· in Section 3(bl of the Bill.

That clause seems overly broad because

'it includes persons who rely on the investment advice of accredited investors
listed in clauses (Al and (Bl.

It may be that investors of the type described

in clauses (Al and (Bl of the definition can fend for themselves.

But this

does not mean that persons advised by accredited investors should be deprived
of the protections contained in the registration provisions of the Securities
Act.

Pursuant to this provision, sales COlld be made to an unlimited universe

of purchasers without the disclosures required under the Act.
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(2)

Sections 3(a) and 4(1)

Section 3(a) of the Bill would amend Section 4(1) of the Securities
Act to provide that a person who sells a ftlimited sale security," or any
person acting on his behalf, shall not be considered to be an underwriter
with respect to such transaction if such sale was made to an accredited
investor or to a person the seller reasonably believes to be an accredited
investor.

Pursuant to this amendment, unregistered" limited sale securities"

may be resold by affiliates and non-affiliates of the issuer to any nlJl1ber
of accredited investors.
Section 4(1) of the Bill would amend the definition of "underwriter"
contained in Section 2(11) of the Securities Act to provide that that
term shall not include a person engaging in a sale of securities if
such person has been the beneficial owner of such securities for a period
of five years or more. Consequently,· affiliates as w~ll as the nonaffiliates of an issuer would be able to resell unregistered securities
pursuant to the Section 4(1) exemption after a five year period.
We have some concern about removing all restrictions on sales by
persons who are affiliated with issuers after five years of beneficial
ownership.

Section 2(11) of the Securities Act presently defines

"underwriter" to mean
"any person who has purchased from an issuer with a
view to, or offers or sells for an issuer in connection
with, the distribution of any security, or participates
or has a direct or indirect participation in any such
undertaking, or participates or has a participation in
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the direct or indirect underwriting of any such
undertaking * * *." ld(
There is nothing in the statutory definition of an underwriter that
places a time limit on a person's status as an underwriter.

The public

has the same need for the protection afforded by registration whether the
securities are distributed shortly after their purchase or after some length
of time.

Indeed, enactment of this provision would permit an individual,

or a small group of individuals to incorporate a company, purchase all of its
stock for a naninal price, put the canpany "on the shelf" for five years,
then activate it and distribute its securities to the public without registration.
The result would

be

the same as if the canpany had "gone public· directly, but

without the important protections afforded by the disclosure requirements of
the Securities Act.

Accordingly, while the length of time that a controlling

person has been the beneficial owner of restricted securities is obviously
an important consideration in determining whether a person is an underwriter,
it should not be decisive.

Unless the Commission retains its present ability

to impose such conditions as are necessary to govern the amount of restricted
securities that can be resold by persons who have beneficially owned such
securities for more than five years, there would be no assurance that the
exemption from registration afforded by Section 4(1) would be used only
for routine trading transactions, as opposed to distributions by persons
closely identified with the issuer who, under the present definition, are,
and should be, considered underwriters.

ld(

used in the definition, the term "issuer" includes, in addit-ion
to an issuer, "any person directly or indirectly controlling or
controlled by the issuer, or any person under direct or indirect
comron control with the issuer.·

As
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Nevertheless, the Comlission supports the basic intent of Sections
3(a) and 4(1) of the 8ill, to alleviate the problem of secondary sales of
securities issued by small businesses, exoept with respect to the resale
of securities by affiliates.

Although several factors were cited during

our small business hearings as contributing to the problem of secondary
sales of small business securities, the rrost ca:rronly identified factors
were the resale restrictions imposed by Rule 144.

As mentioned above,

that Rule defines persons who are deemed not to be engaged in a distribution of securities, and therefore who are not underwriters for purposes
of Section 4(1) of the Securities Act.

Section 4(1) of that Act in turn

exempts from the registration provisions of Section 5 of the Act all
transactions by persons other than issuers, underwriters or dealers.
Rule 144 provided, at the time of our small business hearings, that
affiliates and others selling securities subject to the Rule could sell,
during a 6 rronth period, the lesser of one percent of the class outstanding or the average weekly trading volune.

A majority of the witnesses

that testified on this point at the hearings were of the view that this
provision severely restricted their ability to attract capital because
of the long period of time which was necessary to liquidate an investment.

Thus, the witnesses believed that a relaxation of this provision

of the Rule was essential to the ability of venture capitalists and
other investors to recycle their investment into new enterprises.
The Ca:rnission has responded to these concerns by amending Rule 144
to allow sales not to exceed the greater of one percent of the class outstanding or the average weekly trading volume during a three rronth period.
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In addition, the Cormission adopted an amendment to Rule 144 which permits
non-affiliates under certain circumstances to disregard the volume
limitation provisions of Rule 144 after a period of (1) three years,
if the securities to be sold are those of a class which is either listed
on an exchange or quoted on NASI:AQ, an electronic interdealer quotation
service; or (2) four years, if the securities to be sold are those of
an issuer which files periodic reports under section 13 or l5(d) of
the securities Exchange Act of

19~4.

In connection with our recent amendments to Rule 144, we have
announced publicly that we are considering removal of the VOlume limitations in Rule 144 for the securities of non-reporting companies
under certain circumstances. Moreover, the Office of Small Business
Policy has under consideration further amendments to Rule 144 which
would assist the resale of securities by affiliates.
'!he advantage of the Ccmni ss ion 's approach in effecting these
changes by the adoption of rules, rather than the enacb:1ent of additional statutory provisions, is that the Cammission would retain its
present flexibility to amend these rules in the future should conditions
change or amendments becane necessary to protect the interests of public
investors. Consequently, while we do not oppose the substantive changes
contained in Section 4(1) of the Bill, except for the provision with
respect to resales by persons affiliated with the issuer, we suggest
that a better method of iInpler.lenting those changes is the one presently
utilized by the Cammission. :!y

:!y We have no comments on section 4(2), defining "restricted securities·.
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(3)

Section 5

Section 5 of the Bill woold arrend Section 12 of the Securities Act
by adding a sentence which woold, in the case of a transaction involving
a '"good faith attempt not to involve any public offering pursuant to
Section 4(2)," deny recovery under Section 12 to a purchaser of securities
if all conditions prescribed in Section 4(2) and in

~Jles

and regulations

of the Ccmnission have been met with respect to such p..!rchaser.
Presently, there is absolute liability under Section 12(1) if an
issuer offers or sells a security in violation of the registration provisions of Section 5.

1.11

To establish a prima facie case under Section

12(1), the plaintiff need prove only (1) the p..!rchase o'f the security,
(2) from the defendant or from a person controlled by the defendant,
(3) the use directly or indirectly of the reguired jurisdictional means,
(4) that no registration statement was in effect, and (5) that the action was brought within one year from the date of the violation.

The

availability of the private offering exemption is an affirmative defense
as to which the defendant has the burden of proof.

131

Under present

law, that exemption is unavailable unless the defendant can show not
only that the reguirements of Section 4(2) have been met with respect

liI
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See,~,

Woodward v. Wright, 266 F.2d 108, 115 (10th Cir. 1959).

Securities and Exchange Commission v. Ralston Purina Co., 346 u.S.
at 126 (1953).
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to all p,lrchasers, but also that;-they have been met with respect to
all offerees. l§I
'!he irrp:Jrtance of this approach was enphasized by the Court of Appeals
for the 10th Circuit in Lively v. Hirschfield.]]J In that case, the court stated:
"After the Ralston Purina case the emphasis in the
decisions hastieeil placed on the particular capabilities and information had by particular persons,
buyers, plaintiffs or offerees. The Ralston Purina
case required this examination of the individuals
solicited to determine the nature of the offer, that
is, to determine whether there was a public need for
registration * ~ *.

*

*

*

"'!he standard must apply to all the offerees if the
Ralston Purina case is to be meaningfully applied,
and if ~ificial classification of "buyers" is
to be prevented fran determining the nature of the
offer in a private action such as this." W
Thus, under present law, the need for registration is viewed
not only in terms of the particular private plaintiff but also
with respect to all offerees and purchasers, i.e., with'respect to
the offering itself.

In this connection, issuers have expressed

concern that even if they make a geed faith attenpt to comply, a failure
with respect to one unsophisticated offeree may allow a sophisticated

Henderson v. Hayden, Stone, Inc., 461 F.2d 1069 (5th Cir. 1972);
Secuntles and Exchange Cornnlsslon v. Continental 'lbbacco Co. of
S.C., Inc., 463 F.2d 137 (2d Cir. 1972); Hill York Corp. v. American
International Franchise, Inc. 448 F.2d 680 (5th Cir. 1971).

121
~

440 F.2d 631 (10th Cir. 1971).
Id. at 632-33.
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purchaser to rescind a securities purchase or recover damages if he
no longer owns the security.

In our judgment, however, this legis-

lation is not the proper response to the "problem.

'lhe offering would

still be in violation of the Act, even though sane or roost of the
purchasers could not successfully sue.

If a substantial portion of

the funds raised to finance the business had to be returned to plaintiffs who could show oon-carpliance as to them, thOS!! investors who
co~ld

not recover might well feel they were treated unfairly since

the company would not have the financing they expected.
As indicated above, the Cornnission believes that the flexibility

provided by the rulemaking process is preferable generally to the proposed
amendments that would rigidify the exemptive pattern.

For exarrple, our

staff currently has under consideration amendments to Rule 146 which
were sU<J.lested at the hearings, such as the inclusion of

~

'substantial

CX11Pliance" or "good faith attempt" provision in the "Rule, which would
alleviate this concern expressed regarding the Rule.
II.

AMENDMENTS TO 'IHE INVES'l"MENT CDMPANY OF 1940

We are also concerned that the Bill would unnecessarily
exempt certain types of companies from the Investment Company Act of
1940.

Section 6 of the Bill would amend Section 3(c)(3) of the Invest-

ment Canpany Act of 1940 ("Act") to exclude from the definition of
"investment company" entities which are apparently regarded as venture
capital companies.

In this regard, in its administration of the

Investment Canpany Act, the Commission is also attempting to increase
the ability of small businesses to raise capital.

Indeed, as we
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recently announced,

W

we are considering proposing a rule that

would provide exemptive relief from all provisions of the Investment
Ccrnpany Act for certain business deve10prent c::arpanies whose securities are owned by substantial, sophisticated investors and which
are organized and operated for the purpose of investing directly in
relatively small and unseasoned companies in the developmental stage.
'lhe staff has proposed and the Ccmnission will consider whether to
publish for public comment certain amendments to Rule 3c-2 under the
Investment Ccrnpany Act.

Like SBIC's, !lOSt venture capital

rely on Section 3(c)(1) for exclusion from the Act.

~ies

This section excludes

from the definition of investment c::arpany certain issuers having
specified characteristics, including that their outstanding securities
are beneficially CM1ed by not IIOre than 100 persons.

Beneficial ownership

by a company is deeIred to be benefic~al ownership by one person if the

company owns less than 10% of the issuer's voting securities.

For purposes

of this exclusion, however, beneficial ownership by a company of 10 percent
or IIOre of an issuer's outstanding voting securities is deemed to be
beneficial

W

~nnership

by the holders of

th~t

c::arpany's outstanding

Investment Advisers Act Release No. 680 (June 19, 1979). In
that Release, the Commission proposed for public comment a
new rule which would permit, under appropriate conditions,
special performance-based fees to be paid to registered
investment advisers to business development companies that
invest in relatively small and unseasoned companies in the
developmental state. The purpose of the rule is to facilitate
the flow of needed capital to small businesses without
detrimentally affecting the investors who !lOSt need the
protections of the Investment Advisers Act.
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securities.

The triggering of this "attribution test" may cause an

issuer, which would otherwise be excluded from that definition, to be
con~idered

an investment company for purposes of the Act.

Presently,

Rule 3c-2 under the Act treats under specified circumstances, a
company's owning 10 percent or more of a licensed SBIC's outstanding
voting securities to be beneficial ownership by one person.

The

Commission will consider whether to propose for comment a new paragraph
(b) to Rule 3c-2 which would make available-to all other issuers,
including venture capital companies, the exemptive relief presently
enjoyed only by SBIC's.
A fundamental consideration in any attempt to fashion a solution
to the venture capital problem is, in the commission's view, the
protection of investors.

As Congressman Broyhill, a sponsor.of the

Bill, has stated, "protections must be provided for small, unsophisticated and vulnerable investors."

~

Although it is the

apparent intention of the Bill to continue protection for those
investors and to only remove unnecessary impediments confronting
investors who are able to fend for themselves,
that Section 6 of the Bill is overbroad.

~

we are concerned

It would have the effect of

substantially reducing the protections that would otherwise be
afforded small, unsophisticated and vulnerable investors as well as
sophisticated and wealthy investors.

This broad-brush diminution of

125 Congo Rec. H 2860 (daily e. May 8, 1979) (remarks of
Representative Broyhill).

Id.
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investor protections would directly result from the amendment that
would exclude investment companies described in Section 6 of H.R. 3991
from the Act and would thereby deny shareholders of those companies
the Act's protections.
The Investment Company Act of 1940 was enacted to eliminate the
widespread abuses and failures to observe principles of fiduciary duties
that were uncovered in unregulated investment canpanies.

As a result.

the Act was structured to provide a comprehensive framework of regulation
which, among other things, prohibits changes in the nature of an investment
company's business or its investment policies without shareholder approval.
protects against management selfoodealing. embezzlement. or abuse of trust.
and provides specific controls to eliminate or mitigate inequitable capital
structures. other

~sic

investor protections afforded by the Act include

requirements that an investment company disclose its financial condition
and investment policies and provisions for specific controls designed to

protect against unfair transactions between investment companies and their
affiliates.

It is in large part because of these significant protections

provided investors by the Act that the Commission has opposed provisions
in several bills previously introduced in the Congress that would
have exempted from the Act

~ll

business investment companies licensed

by the Small Business Acl.ministration ("SI3A"), notwithstanding their dual
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regulation by the SBA and by the ccmnission.

W For the sarre reasons, ,

we do not believe that snall unsophisticated investors should be denied

the 'Act' s protection in this instance, the investors would not have the
benefits of SBA regulation.
Should the Congress, despite our strong belief that providing
I

exceptions or exemptions from the Investment Company Act for venture
capital companies should be left to rulemaking rather than to legislative
action, nevertheless wish to consider further Section 6 of the Bill,
we have the following ll'Ore specific ccmnents concernings its provisions.
As mentioned above, Section 6 of the Bill would amend Section

3(c)(3) of the Investment Company Act to exclude from the definition
of "investment company' entities which are apparently regarded as
venture capital companies.

W

See, ~ Report of Corrm. on Banking and Currency on S. 3561,
Small Buslness Investment Act of 1958, S. Rep. No. 1652,
85th Cong., 2d Sess. 13 (1958): "The committee is convinced
that it would not be wise to exempt [small business investment)
companies outright from the securities laws * * *. [So 3561)
provides that, with one exception [dealing with capital
structure), the Investment Company Act of 1940 shall apply to
small-business investment companies just as it does at present
to other investment companies. The ccmnittee was impressed by
the testimony offered by the Chairman of the SEC that, in order
to give adequate protection to investors, the Investment Company
Act of 1940 should be applicable to snall business investment
companies."

See 125 Congo Rec. E 3160 (daily ed., June 22, 1979) (Remarks of
Representative Luken).
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Section 6 would apparently allow a venture capital company to be
totally excluded fran the InvestJrent CooIpany Act, if it meets the
following conditions:
(1)

it must be principally engaged in anyonE) of three
general business activities:
(a)

furnishing capital or providing financing
for business ventures and activities 1

(b) purchasing securities of issuers for which
no ready market is in existence 1 or
'(c)

reorganizing ccmpaniesl and

(2) 80 percent at cost of the securities held by the oampany
must generally be acquired directly fran issuers in
non-public transactions.

~

Our concern with this section stems fran the fact that it is so
broadly drafted that it would exempt from the salutary regulatory
provisions of the Investment Company Act not only companies that
furnish capital to small and unseasoned businesses in the developmental

W

The various references in Section 6 to the term "issuer" create
unnecessary confusion, since that term appears to be used in
same instances to refer to venture capital companies (~., "any
issuer engaged principally"), and in other instances to refer
to the businesses in which venture capital comt~nies are to
invest (~, "securities which (A) were acquired directly fran
such issuer"). The ambiguity is especially confusing with respect
to the parenthetical "or any person that is organized and exists
solely for purposes of holding securities in such an issuer"1 we
assume that "issuer," as used in that clause, refers to a venture
capital company. See note 32, infra.
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mental stage, but also to many other ClCIJPanies for which there has
been no showing of a need for any special treatment under the Act:. 25/
One type of investment ClCIJPany that currently accounts for
a sUbstantial portion of IlUltual fund industry assets is the llOIley
market fund, which invests in short-term rroney market instruments,
such as Treasury Bills, certificates of deposit, and carrnercial paper.
These funds may invest substantial portions of their assets in ccmrercial paper purchased directly from issuers in nonpublic transactions.
Yet nothing in Sectioo 6 would preclude such ClCIJPanies from relying
00

the exclusion that it would provide from the Investment Calpmy

Act.

This result, presumably unintended, is at least in part due to the

13( The description of businesses in which these venture capital
companies are to engage may be =deled in part on Section l2(e)
of the Investment Canpany Act. That Section provides a limited
exception from the prohibition in Section l2(d)(l) of the Act
against an investment company acquiring securities of another
investment company. See In re Arrerican Research & IJev. Corp.,
24 S.E.C. 481 (1946).---Section l2(e) allows such a purchase if
the investment company whose securities are acquired engages in
"the business of underwriting, furnishing capital to industry,
financing promotional enterprises, purchasing securities of
issuers for which no ready market is in existence, and reorganizing companies or similar activities * * *." However, it
bears emphasiS that Section l2(e) provides an exception for an
investment company acquiring the securities of another investment
company that is a venture capital company. It provides no exception
or exemption for the venture capital company. Indeed, Congress clearly contemplated that, unless some other exception
or exemption were available, such companies would be subject
to the Act. See,~., Senate Hearings, at 286. Moreover, section l2(e), by its terms, requires the bottcm-tier investment
company to engage in all of the activities listed, whereas, by
contrast, Section 6, irlusing the word "or" before the phrase
"reorganizing companies· would seem to contemplate that engagement in any one of the specified activities and the satisfaction
of the conditions set forth subsequently would entitle a c0mpany to rely on the Section 6 exception.
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fact that the Bill does not define the characteristics of the businesses
which are the desired ultimate beneficiaries of 5ection 6.

'nlus, a

noney market fund whose portfolio consists of cx:mnercial paper acquired
directly fran issuers might argue that it' was a venture capital c::anpany
principally engaged -in the business of furnishing capital or providing
financing for business ventures and activities, might be corporatioos of considerable size.

W

l¥ even

though the issuers

other conventional

investl1e!t c::atpanies might be able to make similar arguments under
the proposed langUage if they engaged principally in acquiring stock
or other securities in nonpublic transactioos, even if the issuers
of such securities were not small businesses.

W

I t is unclear what difference of meaning is inteOOed between

-furnishing capital- and -providing financing. - Similarly, we
are unsure what -activities,- as distinguished fran business
ventures, are contenplated as being within the 5ection.
In addition, 5ectioo 6 would permit investments in government
securities, including Treasury Bills, to be excluded fran the
requirement that 80 percent of a venture capital c::anpany's
securities must be acquired either directly fran issuers, or
as described in clauses (B) or (e) of that 5ectioo.
'nle Catmissioo, in administering the Investment ~ Act,
has encountered problems related specifically to registered
open-end investment c::atpanies' holdings of restricted, securities acquired in nonpublic transactions because of the requirement that open-end c::cJIq?anies redeem their securities at
net asset value at the request of the security holder and
because of difficulties in valuing restricted securities.
~ Investment ~y Act Release No. 5847 (OCtober 21, 1969.)
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The Bill would also exclude issuers principally engaged in the
business of "reorganizing canpanies or similat: activities.·

J!lI

We are

uncertain as to precisely what is conte/!I'lated by the phrase "reorganizing
companies, n and how fostering that activity furthers the purposes of
the legislation.

Furtherrrore, given the ambiguities we perceive to exist

in the descriptions of the business activities described in section 6,
permitting oc:mpanies to engage in "similar activities" would ccmpound
the interpretive difficulties inherent in the amendment.
Another problem is raised by Sectioo 6.

There' is nothing to

ensure that excluded issuers continuously engage in the activities
that the Bill seeKs to prarote, other than the inference that may
be drawn from the requirement that an issuer be "engaged" principally

in one of the described businesses.

Thus, a venture capital company

that was initially excluded from the Investment

canpany

Act by the

amendment because it purchased "securities of issuers for which no
ready market is in existence" could arguably continue passively to
We are also troubled by the parenthetical phrase "(or any person
that is organized or exists solely for purposes of holding
securities in such an issuer)" which follows the language quoted
in the text. The singular "such an issuer" in this parenthetical
clause might be read literally to mean that a holding company which
holds interests in !lOre than one venture capital company would not
be excluded by this provision from the Investment Ccmpany Act,
although it is not clear whether such a result is intended. Even
if it were to hold securities in only one venture capital oc:mpany,
unless the holding oc:mpany were primarily engaged, through at least
a majority-owred interest, in the venture capital company's business,
it should not be excluded from the Act. On the other hand, if the
holding ccmpany were so engaged, the parenthetical clause would be
unnecessary because the holding cx:rrpany would be excluded (assuming
present Section 3(c)(3) were to be amended by the Bill) by present
Section 3(c) (6) of the Act.
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hold those securities (and exercise any warrants and options) long
after those perhaps once small ccrnpanies matured -

indeed, it could

hold those securities forever and remain free of the Act.

t:otl'i

For exanple,

earlier and later investors in an investment ccrnpany fortunate

and prescient enough to have acquired securities directly from Polaroid
and IIlI-I when they were in their early developrrental stages might find
themselves in the ancrnalous position of forever being deprived of the
protections of the Investment <:arpmy Act, despite their ownership
of shares in an investrrent ccrnpany with a portfolio of "blue chip"
securities that may be largely indistinguishable from the portfolios
of many other regulated investrrent c:Xxrpanies whose investors enjoy the
full protections of the Investment <:arpmy Act.

But, the purposes

of the Bill are no longer furthered once an investrrent ccrnpany has
ceased providing capital for small businesses and rrerely passively
holds securities purchased in the past.
In conclusion, I would like'to re-affirm the Commission's strong
desire to reduce unnecessary regulation affecting small business.

We

do not believe, however, that broad-reaching legislative exerrptions are

advisable at this tim:.

We believe that the Commission has shown, through

past and current efforts, that a flexible and imagination regulatory approach is, by far, a preferable rrethod of attaining the goals sought by
the Bill.

BV/JM/32
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Mr. BROYHILL. Do you see any significant differences between a
large conglomerate that owns a number of businesses and, of
course, they own, contrel, and are operating them, and a small
venture capital firm that owns a minority interest in some small
businesses and yet is required to have much more of a regulatory
burden if it should go beyond a certain extent-number of stockholders, and so forth?
A large conglomerate would not have to register under the 1940
act, and yet its dealings are far gr~ater, its exposure of potential
loss to its stockholders is far greater-and still the regulatory
burden might be more on this smaller firm.
Mr. LooMIS. Are you referring to the Investment Company Act?
Mr. BROYHILL. Yes.
Mr. LooMIS. And I assume that you are referring to section
3(cX1), the fact that an exemption from the act is unavailable
where a company has more than 100 shareholders?
Mr. BROYHILL. That is correct.
Mr. LooMIS. I don't quite understand why a large conglomerate
would p.ot have more than 100 shareholders. They would be subject
to the act if they were otherwise an investment company, yes. If
they are not an investment company-Mr. BROYHILL. No; they are investing in these businesses. Their
investments happen to be much larger. They own control of them
and they are operated. They own 80 percent or more.
Mr. LooMIS. The point is that they are exempt from the Investment Company Act because they operate through wholly owned
subsidiaries.
"
Mr. BROYHILL. That is correct, but what is the difference?
I fail to see the difference, because you say on one side you have
a company that has billions of investors' funds that it is managing
in effect, and it is not required to register under the 1940 act, that
you take a venture capital firm with far smaller amounts which is
attempting to help small businesses. Yet in order to get that capital together it has to go out and get over 100 investors, and it is
required to undergo much more of a regulatory burden in order to
make those investments.
Mr. LooMIS. Mr. Mendelsohn would like to discuss that.
Mr. MENDEI8OHN. Under section 3(aX3), of course, the definition
of investment securities is cut off at 50 percent in the case of
majority-owned subsidiaries, so the typical conglomerate comes
within that exception so that the securities issued by the companies that they own are not investment securities.
As I understand it, the Congress in 1940 felt that if a company
owned more than 50 percent of another company, the first company was not investing in the second company so much as it was
running the company, and the difference between the two situations we are discussing is resolved by distinguishing between those
that are running companies and those that are investing in particular companies.
Mr. BROYHILL. I understand that, but what I don't understand is
the philosophy that when you just have a minor investment in 'the
company you require much more of a regulatory burden on that
company.
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Mr. LoOMIS. That is slightly inherent in the concept of an investment company. An investment company is thought of as an enterprise which invests in the securities as a passive investor holding
only a modest amount of each company and creates a pool of
securities in which the public is asked to invest on the basis of
their investment advice.
Now, the conglomerate you talk of is an industrial company, and
it just does not fall within the concept of investment companies or
the purposes of the investment company.
Mr. BROYHILL. I understand that, and I understand the legal
ramifications and technicalities here, but to me this doesn't seem
to add up.
Frankly, in this venture capital-industry, I am told that those
venture capital firms do have substantial dealings with the companies in which they have invested; that is, sometimes almost on a
day-to-day basis-perhaps for more successful ones the company
doesn't have to look over its shoulder quite as often, but oftentimes
those are not as successful-they are having to spend a great deal
of time working with them.
I hope that they will bring them out of the woods and make
them profitable, and so it is not necessarily a passive investment as
it is an investment which is almost like a partnership.
Mr. MENDELSOHN. Mr. Broyhill, there is a section of the 1940 act,
section 3(bX2), in which a company is allowed to claim that through
controlled companies-and, conceivably, if the venture capital company controlled it, not q.ecessarily by the amount of stock, but
rather running the company-it was in a business other than
investing or reinvesting.
Now, the problem comes up that, if a venture capital company is
in many businesses, section 3(b)(2) only allows the claimer of the
exemption to group those similar businesses into one and say, yes, I
am in the business of rubber making or this or that; and if it can
show that his predominance is in running a business other than
investing or reinvesting, it can flle for an application and I would
assume the Commission would grant the exemptive order.
If it is diversified or where it has a minority interest in a great
many companies and it can't prove that it -controls those companies, then the act recognizes that it is an investor rather than
operating the business.
That is where the dividing line is. It would seem that your
argument could be used with any company that is running a business that has more than 100 shareholders. I mean, one could ask
the question why doesn't the Investment Company Act apply to
those?
Of course, I think in 1940 the Congress attempted just to use an
arbitrary line in determining where to cut off investing from running the business.
_
Mr. BROYHILL. Well, I view those venture capital firms as junior
conglomerates, as a group of sophisticated investors who are putting their money into different businesses.
They may not be operating them and controlling them, but they
are actUally investing in management expertise or in someone who
has a good idea or someone who has a plan or someone who has
some past track record in a particular industry, so they are invest-
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ing in them just as the conglomerates are doing in buying up
control of businesses.
So it seems to me that maybe we are not communicating.
Mr. LoOMIS. We feel that the Investment Company Act, as Mr.
Mendelsohn has explained, deals with people whose business is
investing in minority interests in companies which they do not
control. They are purely investors. Now, the venture capital companies are a little different in the way that they operate than the
ordinary mutual fund because, as you know, as you say, they have
a closer relationship with the portfolio companies and they usually
specialize in smaller enterprises.
I think that I, personally, I cannot speak for the Commission,
tend to agree that venture capital companies should have different
treatment under the Investment Company Act in some respects. I
don't think they should be completely exempted from the Investment Company Act, because there are various provisions which
may be needed to protect the investors in the venture capital
company who may not all be sophisticated investors.
Mr. LYBECKER. If I might, it is often true that the conglomerates
have their exemption from the act tested quite seriously.
Both CNA and Loews had a fight before the Commission in 1974
in which they asked for some sort of declaratory judgment to be
rendered on the investment company status of Loews, and currentlya number of articles have been published in the financial press
regarding Sharon Steel and the activities of Victor Posner.
He would be the kind of person, it is frequently alleged to us,
whose his activities are largely those of an investor, and he is not
really interested in operating any companies at all.
The point Commissioner Loomis is making, since we are talking
about some sort of continuum of passive investment to running a
company, is that we are constantly being tested on that defmition
in section 3 with conglomerates also. I would like you to understand that the other side is not free from question either.
Mr. BROYHILL. Well, let me get to another point or two.
Let me ask you to what extent the 1940 act applies to foreign
venture capital?
Mr. MENDELSOHN. As a matter of fact, under section 7(d) of the
act, it is very difficult for a foreign investment company'to operate
in the United States. It must come in and prove that the United
States would be able to exercise jurisdiction over it almost to the
same extent that we would over a domestically organized investment company.
.
There are very few foreign investment companies operating in
the United States, and I know of no registered foreign venture
capital company operating in the United States.
Mr. BROYHILL. Are there any exemptions like this where the
foreign investor is not necessarily operating in the United States
but he has made his investment in the/United States?
Mr. MENDELSOHN. Oh, I would ndt be surprised at all if that
happened, where unregistered foreign venture capital companies
supplied money to small businesses. I can only say I don't have any
specific figure.
_
Mr. BROYHILL. Those transactions would not be regulated?
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Mr. MENDELSOHN. The foreign venture capital companies would
be regulated if they had made a public offering in the United
States.
Mr. LoOMIS. If I may interrupt, as Mr. Mendelsohn says, it is
very difficult for a foreign investment company to operate as an
investment company in the United States, because the provisions
of the act make it almost impossible for that to happen.
On the other hand, an investment company of any type located
abroad, which doesn't sell any of its own securities to Americans,
can bul' and does invest in shares of American companies.
Mr. BROYHILL. Has there been any reduction in the amount of
time that it takes to approve a transaction with an affiliate that is
required under the act to file an application? I understand that
these transactions are prohibited although there are ways you can
get them approved; but it takes months and months to get the
approval.
Mr. MENDELSOHN. Let me say we are taking an entirely different
approach, Mr. Chairman.
Since early 1978 we have established a study group in the division which has recommended to the Commission numerous exemptive rules. Those rules are promulgated on the principle of codifying all of the applications that have previously been before the
Commission and been approved, so a person may follow the rule
and thereby not have to file an application at all.
Now, I have before me a copy of all of those rules that we have
so far either proposed to the Commission for comment or that have
been adopted by the Commission.
If you wish, I can make this an exhibit.
Mr. BROYHILL. If you would, we will hold the record open at this
point for inclusion of that list.
We won't, of course, include all of the rules themselves, but at
least list them.
[The list referred to information follows:]

Rules, Rule Proposals and Interpretive Releases Developed by the
Investment Coml'",,}, Act S,-uc!Lc;,-oup_ as of Novembe_t" 16, 1979
Rule, Rule Proposal or
Interpretive Release

Subject Matter

lCA Release Number(s)

Date(s)

Rule 14a-3
Rule 19b-Hc)
Rule 22c-l(a)(1)
and (b)(2)

unit investment trust
start-up exemptions

proposed 10545
adopted 10690

January 19, 1979
Nay 15, 1979

Rule 10f-3

purchases from affiliated

proposad 10592
adopted 10736

February 13, 1979
June 14, lq79

syndlc:ltcs

Rule 17e-l
Rule 17e-l

affiliated brokers' receiving
OTC comt:lissions
affiliated brokers' receiving
stock exchange commissions

Rule 17,\-6

transactions with portfolio

affiliates
Rule 17d-l(d)(6)

reorganizations of portfolio
companies

Rule 17d-l(d)(7)
Rule 22c-l(b)(1)

joint insurance policies
pricing of redeemable
securities

Rule 2.,-6
Rule 15a-4

exemptions for certain
investment advisers and

rescission proposad 10606
10740

rescinded

February 27, 1979
June 20, 1979

proposed 10605
adopted 10741

FebruJry 27, 1979
June 20, 1979

proposed 10698
adopted 1082"

flay 16, 1979
August 13, 1979

proposad 10699
"dopted 10890

May 16, 1979
October 4, 1979

proposed 10700
adopted 10891

May 16, 1979
Oc tober 4, 1979

proposed
10545
re-proposed 10691
adopted
10827

January 19, 1979
!'lay IS, 1979
August 13, 1979
6, 1979

proposed 10809

August

proposed 10886

October 3, 1979

principal underwriters
Rule
Rule
Rule
Rule
Rule

17a-8
l7d-l(d)(8)

mergers and consolidations

22c-l(~)(2)

investment companies

22d-4
22d-5

involving registered

en
~

Rule, Rule Proposal or
Interpretive Release
Rule 3c-2
Rule 3a-1

Date(s)

Subject Matter

leA Release Number(s)

definition of beneficial
ownership

proposed 10938

November 13, 1979

certain prima facie invest-

proposed 10937

November 13, 1979

ment companies

Rule 3a-2

transient investment
companies

proposed 10943

November 16, 1979

Rule 3a-3

certain investment companies

proposed 10944

November 16, 1979

owned by companies which are
not investment companies

-::J

o
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Mr. MENDEl.8oHN. These exemptive rules have done a great deal
for the administration and the processing of applications that do
come before the Commission because it has eliminated a great
number of applications, so I would say right now that we generally
comment on an application within 30 days; and, of course, the ball
then is thrown to the applicant's court to come forward with the
answers to those comments.
Now, I would say the majority of our applications, and I am
speaking from memory now, are processed without going to the
Commission by delegated authority of the division within 60 days.
Mr. LYBECKER. Yes, sir.
Mr. MENDEl.8oHN. Within 60 days of fIling. I think you have to
consider the number of applications that have been eliminated and
many of them, particularly rule 17a-b which elimina~ all applications having to do with downstream affiliates.
These were the things, I think, that the venture capital companies and the SBIC's opposed, this type of application where they
were dealing with portfolio affiliates, for example, giving them new
money, renegotiating deals with companies that they owned 5 percent of and which, as far as the protection of investors to the
venture capital company, there was obviously no chance of the
portfolio company overreaching SBIC.
Well, starting. in 1978, we recognized that it was not necessary or
appropriate to have each such transaction reviewed by the Commission so we recommended that the Commission adopt amendments to rule 17a-b to eliminate the need to grant individual
exemptive orders for downstream affiliate transactions.
Mr. BROYHILL. Now, is that 60 days average time or best time?
Mr. MENDEl.8oHN. I would say it was average. I would say that
there are sticky applications that may well take a long time, and I
would be misleading the chairman if I said otherwise.
Mr. LooMIS. Sometimes if they are very controversial you have to
go to a hearing and all of that, and then it does take time.
Mr. BROYHILL. I don't wan~ to get back into my argument a
minute ago, but on a number of these transactions, a large conglomerate would not have to come to you to get permission to
make those transactions?
Mr. MENDEl.8oHN. No question, but I think, Mr. Chairman, there
is a mystique about this act which I think may be unwarranted
and that is in its present form, considering the exemption rules
that we have promulgated right now with respect to 17, the insider
transactions, is what we are dealing with in applications now:
transactions in which an officer or a director or a 5-percent shareholder or a controlling person has a financial interest in that
transaction apart from the investment company.
There is a conflict of interest in that area, and it is in this area
that the Commisson has retained jurisdiction to review individual
transactions, and I can't answer, in all honesty, I can't justify also
exempting our review of these trapsactions other than what I have
alr~ady done with respect to the conglomerates and the venture
capItal.
I can say that the type of transaction we are now reviewing is a
transaction that may not be necessary at all with respect to a
venture capital company. In other words; the president of a ven-
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ture capital company does not have to have a personal piece of the
action in a particular transaction.
If he withdraws from that transaction, it would go through without our review; so, as I say, I cannot differentiate between a conglomerate and a venture capital, but where we do have jurisdiction
we have eliminated what I would call the technical violation that
we used to review.
Mr. LYBECKER. If I could supplement that just for a moment, in
addition to the rules that Mr. Mendelsohn will show you the list of,
we have under my responsibility for the Investment Company Act
study been considering a number of other rules that we would like
to work on this fall and over the winter.
One of them is something involving what has been called de
minimis transactions. The type of situation Mr. Mendelsohn described still wouldn't be a major concern to the Commission if the
transaction was in readily available securities where there was an
obvious price that the directors could refer to, so the opportunity of
overreaching on behalf of any particular person was very, very
slight. But ones that are left over we will have to work on after the
study has gotten through that phase, and would be the type of
transaction he referred to, where there is no fIxed agreement about
the price, and it's not clear that the transaction is in the investment company's best interest absent the personal fmancial interest
of the officer, director, or controlling person.
Mr. BROYHILL. Mr; Loomis, one more question. I understand
there is a section in the .proposed new securities code that deals
with a transaction between affiliated persons, and apparently it
does ease up the burden of seeking the prior approval.
Has there been any conversation between you and Mr. Loss as to
this particular part of the new securities code, and have you come
up with any conclusions that you could share with us?
Mr. LooMIS. Mr. Lybecker has been working in this area.
Mr. LYBECKER. With all respect to the Chair, it's a ticklish problem because the ALI Federal Securities Code hasn't officially been
considered by the Commission.
They have not rendered any approval of it. Our remarks will be
limited to the staff level, and we have discussed the rule 17a-6
analog in the ALI Code with Professor Loss.
When he fIrst began working on the ALI Code, Professor Loss
focused on the 1933 and 1934 act problems, and the Investment
Company Act wasn't something he started working on until the
middle 1970's. .
At that time both the approval of the Commission and of the
division that was handling the Investment Company Act matters
was a little different than, I think, the philosophy you have heard
Mr. Mendelsohn express about granting broad exemptive relief and
creatively using our rulemaking authority under the Investent
Company Act, so there was among the industry and others a substantial interest in trying to improve the administration of the
Investment Company Act. And they all petitioned Mr. Loss privately to fInd some way to change section 17 so that it would be less
burdensome.
They couldn't agree amongst themselves after having worked on
it with the cooperation of the staff for a considerable period of
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time. They discovered that they couldn't agree amongst themselves
on what should be a prohibited joint transaction, and the only
relief they were actually able to agree to amongst themselves,
again without any official support from the Commission, involved
transactions involving upstream affiliates. And the particular arrangement that Professor Loss was able to work out would exempt
transactions involving downstream affiliates and persons who have
no more than a 5-percent interest in the transaction that is going
on downstream.
I think that is probably an overly broad way to handle the
problem. In our view, there are more discreet ways to handle the
problem, and we have in the rule 17a-6 rulemaking tried to attack
those particular problems. The approach Professor Loss used was
to exempt the transaction entirely.
The approach we have been using, and we are fortunate the
Investment Company Act is unique in the Federal securities laws
and among all of the statutes affecting financial institutions in
having substantial exemptive power that we can use, and also the
unusual advantage of having a quasi-self-regulatory organization
literally represented on the board of an investment company. The
approach we have used in the Investment Company Act rules is to
direct our attention at a discrete problem, identify the conflict of
interest and the standards which should be used in evaluating the
problem, and impose responsibility for addressing that problem on
the disinterested directors of the investment company.
Professor Loss, approach would leave someone who relied on that
section in the ALI Code, and went ahead and did that transaction,
open to potential civil liability whether or not there had been
overreaching.
The approach we use gives the disinterested directors a test,
which they are supposed to use, as well as procedures and recordkeeping, to address the particular problem and as a result, in my
view, there is a substantial likelihood that, if someone protested an
investment company transaction under the scheme we are using,
there would be a very good likelihood the investment company
could succeed in the initial stages of such litigation on a motion to
dismiss.
Under Professor Loss' scheme, the transaction would not be set
up in: any particular way, so a trial court wouldn't be able to avoid
going to the merits on whether there had been overreaching.
Most investment companies don't have, with very few exceptions,
and the Allegheny/IDS group is one of the few, major holders of
investment company shares.
Venture capital companies are unique in having fmancial institutions that hold their shares, and that is an unusual problem in
our experience, one that we have to deal with only in the context
of venture capital companies. Schematically, if an insurance company or a bank were an upstream owner of the venture capital
company shares and we imposed the same sort of affiliate transaction review requirement that we would on an investment company,
we would probably catch all of the portfolio securities that the
fmancial institutions own.
That would be an impossible task for anyone to sort out, and it
would be a very difficult task for us to grant exemptive relief for.
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However, and I hope this is not speaking out of turn, we have been
. dealing with one of the people scheduled to testify later in your
hearings, Mr. Heizer and his attorneys, in processing a draft application they intend to file for exemptive relief under the Investment
Company Act, and we have worked out an approach to the upstream affiliate problem under section 17 that goes well beyond
what we have done for all registered companies to take care of
those problems inherent in venture capital companies.
Is this responsive to your question?
Mr. BROYHILL. I think it is, and I will have to review the record
to see if we need any other questions here.
Mr. MENDELSOHN. The ALI Code, as I understand it, cuts off
what I would call the nominal affiliates like officers, directors, and
employees, and I am afraid that that cuts just a little too high
because I could give you, for example, one situation not involving a
venture capital company, but where a trader making about
$23,000, hardly a control person, was able to get himself into a
position to be given extraordinarily good prices for his own personal account from the brokers who were trading with a very large
complex. It is a form of a kickback or bribery.
Obviously, I would hate to have a person like that read out of the
statute. A person who was in such an influential position, an
analyst in a complex or even a venture capital company, could for
his own private gain recommend a particular company as a good
prospect and even file a report that the board of directors would
approve. That report might in fact be false or misleading and,
nevertheless, I think the code might read him out, so I think the
code has gone a little too far in' that area.
I
Mr. BROYHILL. OK; let me move to another 'area.
Mr. Chairman, Mr. Williams testified before our committee on a
similar bill last year, and at that time he mentioned that the
Commission and the Department of Commerce jointly undertook a
program which was .called a criminal technology incentives
program.
As I understand it, the purpose of that program was to monitor
capital markets which apply financing to small technology-based
firms.
What have been the results of the program that was initiated
some 2 years ago?
Mr. LooMIS. I think we better reply to that separately. I know it
is going along, but I couldn't give you an informed status of it.
Mr. BROYHILL. Would the Commission consider raising the 3(b)
exemption up to $5 million or perhaps $10 million?
Mr. LoOMIS. The statutory limit is-Mr. BROYHILL. It is $2 million now.
Mr. LoOMIS. It is $2 million, I believe. We can't go beyond the
statutory limit.
Mr. BROYHILL. Would you recommend raising that? I am thinking about the inflationary factors that have occurred in the past 5
years that would make the amount of $2 million relatively low
compared to what it was a few years ago.
Mr. LoOMIS. Yes; well, it might be useful, but I suspect we feel
that above the $2 million level, rather than having an exemption
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we prefer, as we are proposing to do, to simplify requirements for
transactions, say, between $2 million and $5 million.
Mr. BROYHILL. Now, some have advocated that the SHIC's be
regulated by the Small Business Administration. Do you feel that
the Small Business Administration has the capability, staff and the
background to carry out a program of investor protection?
In other words, please give us your views as to the relative
ability of the SEC to do that job, to carry out that function as
opposed to giving it to the SBA?
Mr. LooMIS. I don't want to speak in any way critically of a
sister agency, but the SBA's focus is all on trying to get capital
provided to small businesses. That is what they are for, and that is
what they are about in this program.
Consequently, they have not focused very much on the protection
of investors in a company that supplies capital to small businesses.
The emphasis has been on the small businesses.
I am not sure that they have the experience or the staff to
enable them to do investor protection work as well as we do it.
Mr. BROYHILL. Mr. Mendelsohn?
Mr. MENDELSOHN. Mr. Chairman, to an extent I think the SBA
finds themselves in a conflict of interest. Many times they act as a
guarantor, and many times that particular role is in direct conflict
with investor protection. In other words, they are a shareholder, a
senior security holder as against the common, stock of an SBIC, so
in approving transactions they have a tendency to look to their
own protection. It is natural; it's human.
Mr. BROYHILL. Those are all the questions I have.
Mr. Opper?
Mr. OPPER. Thank you, Mr. Broyhill.
I would like to direct a few questions to section 6 of the bill
which would exempt venture capital companies from the Investment Company Act of 1940.
Presumably in granting any exemption from the 1940 act, one
must weigh the benefits to issuers and venture capitalists against
the need for public investor protection.
Commentators have suggested that the investor remedies that
would still be available under the 1933 and 1934 act would sufficiently supplant whatever protections might be lost under the 1940
act. I know the Commission does not agree.
Mr. Loomis, perhaps,you and Mr. Mendelsohn and Mr. Lybecker
might suggest what kinds of protections the 1940 act provides the
unsophisticated investor and why its retention may be necessary.
Mr. LooMIS. Well, the point is there are other adequate remedies
for investors aside from the remedies, the controls of the Investment Company Act. There are problems with that as some of the
cases have shown.
The courts have become somewhat more strict with private actions based under the antifraud provisions of the securities laws.
They tend to require scienter, intent to defraud, and thus these
remedies are not quite as effective for an investor as the regulatory
controls of the Investment Company Act which make it unlawful,
whether you have an illegal motive or not, to do certain things
where there is a conflict of interest.
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Mr. MENDELSOHN. There is another basic difference. Under the
Investment Company Act, the Commission can inspect the records
of an investment company. Under the 1933 act, they cannot.
Now, the enforcement cases that we have developed, by and
large, the majority of them have been through the inspection process so that we can get to violations that we never could get to
unless they became a part of the public scandal under the 1933 or
1934 act.
Mr. OPPER. So you feel there is a substantial prophylactic effect
for the investor?
.
Mr. MENDELSOHN. Yes.
Mr. OPPER. The exemption proposed in section 6 would be limited
to venture capital companies. I think we probably all agree that it
would certainly facilitate their operations if this regulatory burden
were completely removed.
On the other hand, is there any reason to believe that unsophisticated investors in venture capital companies have any less need
for the 1940 act protections than investors in other kinds of mutual
funds?
Mr. LooMIS. In the first place, while I gather that section 6 was
intended to provide an exemption only to small venture capital
companies, the language is so broad that it would include companies that were investing in the securities of General Motors, if they
got them in a private placement.
That is one of the problems I see with it. Although venture
capital companies vary, many of them are composed of highly
sophisticated people, and where that is the case there is more an
opportunity for justification for exemption.
On the other hand, a venture capital company, I suppose, there
is no reason why it could not appeal to the general public for
capital, and if it did there might be a problem because, while
venture capital companies are a very desirable type of business
operation because of their usefulness to small business, it is, nevertheless, true that running a venture capital company is a fairly
high risk operation.
The small businesses don't always succeed and, consequently, if
you are going to grant exemptions you have to consider what kind
of venture capital companies you are granting them to, and that is
why we are more disposed to provide exemptions for venture capital companies where their shareholders are sophisticated investors
and substantial investors.
Mr. MENDELSOHN. Rule 3c-2, the rule that was proposed yesterday, is a very significant rule for venture capital companies, because for the first time we are making sure that companies will not
be counted which are greater than 10-percent shareholders, for
purposes of section 3(c)(1). In other words, if they buy more than 10
percent of the voting securities of a venture capital company, they
will only be considered as one in counting to 100. Previously, if
they had purchased more than 10 percent in a venture capital
company, all of the shareholder of that investing company would
be counted.
Now, we have extended the exemption to provide that, as long as
the investing company doesn't commit more than 5 percent of their
own capital, they will only be considered to be 1 shareholder so,
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consequently, going back to that 100 share test, we could now have
99 institutions into a venture capital company with untold
amounts of capital to contribute, just as long as each one of them
contributed 5 percent or less of their own capital.
I think this should be a very big help to venture capital companies.
Mr. LYBECKER. The rule now applies only to SBIC's. To make
sure-looking at it from the standpoint of investors like Citi-Bank,
Chase Manhattan Bank, or the Prudential Insurance Co.-that we
don't overlap the SBIC and venture capital markets, the Commission is proposing to grant the relief for venture capital and other
companies in a separate paragraph; so, viewed from the standpoint
of the rule, Chase Manhattan Bank could put 5 percent of its assets
into a variety of SBIC's and put an additional 5 percent of its
assets into a variety into venture capital companies.
We didn't want to make the universel of venture capital money
which is available to be shared or be divided up on some arbitrary
basis. We left each industry with their own shot at the total
investment pot.
Mr. OPPER. Your testimony indicates some concern about the
defmition of venture capital company contained in section 6, particularly that it might inadvertently include any number of investment vehicles that are not generally recognized as venture capital
companies.
Do you have any suggestions or thoughts on how we may fashion
a definition for a venture capital company?
Mr. LoOMIS. That is rather difficult because, as I say, they vary,
but I would think that speaking generally a definition which spoke
in terms of the type of securities they invested in, that is securities
of small companies, or securities of companies that are, say, not
listed on major exchanges or on NASDAQ, where the company you
are investing in is really not a small developing company.
You could draw lines in that direction and, as has been suggested
in connection with rule 3c-2, you could also draw lines in terms of
the types of people who invest in the venture capital company, that
they be substantial investors and not unsophisticated people.
Mr. MENDELSOHN. Recently the Commission proposed rule 205-3
under the Investment Advisers Act for venture capital companies'
advisers seeking incentive fees. We attempted to defme venture
capital companies. We call them business development companies,
and we did come up with a definition.
That definition, of course, is open to comment, and we received
quite a few comments on it, and we are in the process now of
attempting to come up with our own defmition in view of the
comments of what we call a business development company, venture capital.
Mr. OPPER. I would like to quickly tum to proposed rule 242.
One of the comments we have received is that it does not provide
for resale by accredited investors, as defined by the rule, to other
accredited investors without application of various provisions of the
securities laws.
Do you have any thoughts on why such an amendment to proposed rule 242 mayor may not be appropriate?
55-753 0 - 80 - 6

78
Mr. LoMMIS. It might be. I have not personally yet seen all of the
comments on 242, but it sounds like a proposition that we would
have to consider.
Mr. OPPER. Two years ago Congress gave the Commission authorization to raise the regulation A ceiling to $2 million. To date the
Commission has only granted an exemption under regulation A to
the amount of $1.5 million.
What are the prospects of increasing that ceiling to $2 million?
Mr. LoOMIS. I think it might well happen, though I don't know of
any immediate rule. We wanted to have some experience with
regulation A above the prior statutory $500,000 level. We want to
have some more experience with what types of regulation A we are
getting at the million and a half level before we see if there are
any problems before we move to $2 million.
I think we will move to $2 million in due course, particularly if
inflation keeps on this way.
Mr. OPPER. Similarly, regulation E, which is SBIe's counterpart
to regulation A, presently retains its old ceiling of $500,000?
Has the staff given any consideration to raising that ceiling?
Mr. LooMIS. What?
Mr. OPPER. One of the subsequent witnesses-we have the benefit, without being clairvoyant, of knowing what they are going to
say, having seen copies of their testimony-suggests that the exemption for SBIC's, which I believe was described as regulation E,
is presently $500,000, and that ceiling has not been raised commensurate to the regulation A ceiling.
Mr. MENDELSOHN. As a practical matter, Mr. Opper, regulation E
was, I think, used once or maybe twice in the whole history of the
1940 act, even when $300,000 was big money.
It is just not being used. It has never been used, nor have we had
any real conversations with the industry asking to raise it. There is
a reason for that, and the reason is for an initial offering, before an
investment company can initially offer its securities under the
Investment Company Act, it has to fIle a registration statement
under the 1940 act.
Regulation E is available only with respect to an offering under
the 1933 act, as you know and, therefore, since most of the material is combined by reference, there is no real advantage at this
particular moment for the small business investment company to
use regulation E.
Mr. OPPER. It has also been observed in order to avoid application of the Investment Advisers Act of 1940, that the number of
investors in venture capital companies usually is limited to less
than 15.
Is it necessary to apply the Investment Advisers Act for venture
capital companies merely because the number of investors exceeds
15?
Mr. MENDELSOHN. Well, the question comes up as to whether for
purposes of section 203(b)(3) an investment adviser is advising 1
client or 15 clients in a venture capital company. Now, our position
at the staff level has been that, where the adviser runs out and
holds himself out as an adviser and brings people together and
they are joining the organization simply because a "Mr. Adviser" is
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the investment adviser, tentatively at least we count the number of
people in the organization.
Where an organization which is already organized would go to a
person not holding himself out to the public as an adviser, and ask
him to be an adviser, we would take the position that that person
is only advising one client. Therefore, there would be no registration.
But, as to whether or not an adviser to a venture capital company should be regulated, my view is that he should be, because he is
in a tremendous position of conflict, and the Investment Advisers
Act, particularly section 206 and its antifraud provisions, and the
bookkeeping provisions, should apply to him.
I think we would be very willing to consider certain exemptive
rules or exemptive provisions pursuant to an application with respect to custodians. Obviously, you cannot have a separate custodianship for each adviSed client, if they are all grouped in a pool. But
with respect to the antifraud provisions, with respect to bookkeeping, I think that we ought to have regulatory power over those
people.
Mr. LYBECKER. If I could supplement, it also depends on how the
venture capital companies are organized. Your question presumes
there is an external investor advisor. To the extent that the venture capital company or any SBIC is organized so that there is an
external adviser, then the regulatory issue is posed. But it is my
understanding that a number of the venture capital and small
business investment companies are organized as corporations with
internal management. And there is a lot of good reason for that if
for no other reason-and of course it's the reason why the Commission has always looked with favor on internalized management in
the mutual funds context-it cuts down on the kinds of conflicts of
interest that we are forced to deal with and regulate under the
Investment Company Act.
In particular, the bill that Mr. Broyhill is the sponsor of clearly
seems to contemplate that the kind of entity that he is addressing
is a company that would be a closed-in fund, one that is not
making a public offering but is managing the proceeds and is
managed by internal management.
It's not clear that the Advisers Act question is raised with respect to all venture capital companies and all small business companies.
Mr. OPPER. I might add, perhaps consistent with the dermition of
accredited investors, which the Commission at least in proposal
form seems to be contemplating, it might be fruitful to consider
whether or not persons who qualify under that standard really
need the protections of the Advisers Act, if you are willing to
suggest that the registration provisions of the Securities Act need
not be applicable.
Mr. MENDEL8oHN. Well, as you know, we recognized in proposed
rule 205-3 with respect 'to incentive fees that, if investors in a
venture capital were limited to $150,000 minimum, these types of
sophisticated people could pretty much fend for themselves, and if
they wanted to consent to an incentive fee, that was up to them.
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On the other hand, when you get down to very unsophisticated
investors, they have a hard time understanding what an incentive
fee is and what the ramifications of such a fee are.
Mr. OPPER. Last September in the hearings that this subcommittee held Congressman Eckhardt and Congressman Broyhill encouraged the Commission and the SBIC industry to work together to
attempt to resolve the various kinds of problems that these small
companies have encountered under the 1940 act.
Mr. Little in his prepared testimony suggests that these efforts
have been barren and terminated.
Do you agree with that assessment?
Mr. MENDEl.8oHN. I agree that we have had no negotiations. We
are willing to discuss with the industry any reasonable arrangement for exemption. We would hold conferences with them at their
behest at any time mutually convenient.
Mr. LYBECKER. To the extent that we have had discussions since
last December with Ray Garrett and lawyers from his law firm,
they-as I understand it-were generally representing the interests
of SBIC's, and the particular proposals that were put before us
from December through April all involved some sort of industrywide exemption from the Investment Company Act, whether
through industrywide rulemaking or industrywide application.
However, the report of those meetings that has been circulated
states our view it would be very difficult to do any exemption on
an industrywide basis because we do not have a record which
supports.that. But we would be more than willing, and our experience with Ray Garrett and the Heizer Corp. demonstrates this, we
would be more than willing to talk with the SBIC's about any
exemptive relief that the record can support.
It's extremely difficult to do rulemaking without a preexisting,
adequate record, and we are prohibited from exhaustive contact
with people during the prerulemaking phase. During the comment
period, after a rule has been proposed, is the easiest time to collect
evidence, for reasons that are hard to understand.
Sometimes people feel that the best 'kinds of comments, and this
is the only window the Commission really has on an industry in a
forum that is publicly available, is to attack the rule, rather than
provide the type of helpful, insightful kinds of comments that
would help the staff redraft what has been proposed.
After the rulemaking period is over, the Home Box Office case
prohibits us from any kind of ex parte contact.
One of the major disappointments that we have experienced with
the Advisers Act rule, and Mr. Mendelsohn can speak more directly to this, is that most of the comments we received were of such a
generalized nature.
They were saying, more or less, we simply hate the rule rather
than helping us try to develop a good definition of business develoment company or dealing with the investor protections concerns
that we have a legitimate right to be concerned about. And that
leaves us, as staff members, in a very difficult position in going
back up to the Commission and making recommendations for responsible adjustments to a proposed rule.
We have to say to Commissioner Loomis and his colleagues, they
hated the rule. It's clear they hated it, but we will have to use our
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own best judgment about what it is that should be changed. The
only thing we can do is ask for the rule to be reproposed and have
additional comments on it.
As a process, that is a very expensive, time consuming, and a
very difficult procedure for us to go through. The practical fact is,
if members of the industry who are affected by the rule proposals
don't comment specifically and responsively on them, the Commission is left in much of the same position you are in, Mr. Broyhill,
when you propose legislation and people oppose it for reasons you
can't understand.
Mr. BROYHILL. In order to save some time, it would be very
helpful to the subcommittee if we could have some comments for
the record on a suggestion contained on page 15 of Mr. Arthur
Little's testimony wherein he suggests a compromise solution to
the 1940 act problem-specifically in exchange for an ongoing exemption from the act, an agreement to comply with foreign investor protection requirements.
I am requesting that the Commission review those suggestions
and submit for the record its reaction to the proposal. We will hold
the record open for this information.
Mr. OPPER. I think it's generally recognized that one of the
difficulties the small enterprises have had in floating their securities offerings publicly is the residue of investor adverse reaction to
the hot issues market in 1968 and 1969.
The Commission had extensive hearings on that market where
the securities of unseasoned and highly speculative companies were
sold under rather high-pressure tactics to the public. With the
collapse of that market, the statistics reflect that a substantial
number of individual security holders have withdrawn completely
from the securities equity market. : .
I am just wondering, given the kinds of restraints that would be
lifted under this bill, particularly with respect to the free sale of
restricted securities after a 5-year holding period, and perhaps with
the lifting of all applications of the 1940 act to venture capital
companies, if we might want to focus on whether or not we could
actually be replanting some of the seeds that have actually made
necessary the hearings that we are engaged in today.
Do you have any comments on that?
Mr. LoOMIS. I remember the hot issue markets when they were
going on. There, I think, it was a matter of investors psychology
and reaction. Investors in those times were very optimistic, and
they would think that they were very interested in buying stock of
small enterprises that were reported to be very good buys and then
it turned out that they were not, and a lot of people got burned, as
you say.
I have some concern, and maybe I will have to write you later
about it, in relating that phenomenon to this bill, but certainly it
was an indication that in certain areas investors were not adequately protected.
Mr. MENDELSOHN. I think, with respect to the Investment Company Act, I can say that investors do invest in normal investment
companies, mutual funds, with the idea that they are investing in a
regulated industry. I think that there is some justification for that
confidence. There hasn't been a real scandal in the investment
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company business, a pervasive scandal, in the administration of the
act since 1940.
Now, it may be there just happens to be more honest people in
the investment company business, which I doubt, but it seems to
me that the Investment Company Act has provided a lot of investor
protection that gives an aura of confidence to investors. I am afraid
if we are denied the right of inspection and the right to peruse
transacti.ons with individuals that, conceivably, we may well have a
scandal in the venture capital area that will dry up investments
even by sophisticated investors.
Obviously, nobody can tell, but I feel that there is this aura of
confidence which is generated by the idea that the Commission
does have regulatory power over the investment company industry.
Mr. BROYHILL. Mr. McMahon?
Mr. McMAHON. I have one question directed toward Commissioner Loomis and it is directed toward your concern about lifting the
ban on securities, restricted securities, in a resale after 5 years.
It appears that your philosophy is that you want individuals,
namely venture capitalists, to undertake risks, but you limit them
from reaching the rewards and they are permanently locked into
these investments.
Don't you have confidence in your residual regulatory power to
derme further what the rules would be on the release of these
securities after 5 years?
Mr. LoOMIS. We are sympathetic to releasing these restraints, in
a reasonable time, maybe less than 5 years for people who are
simply investors, who went into this venture as an investment.
We are troubled, however, by further lifting the restraints on
resale on the part of people who are in control of the company or
who manage it.
Mr. MCMAHON. Can't you even develop regulations for people
who are in control of the company?
Mr. LooMIS. The problem there is the hot issues problem as an
example of that kind of thing. People who buy into a company or
own it, then when they thought the market conditions were right
they would want to get rid of it without the safeguards to the
public of registration.
I do feel that there is an important line to be drawn between
resales by people who acquired securities as investments and allowing controlling people of companies that had no market to remember to go public, so to speak, without registration.
Mr. McMAHON. Thank you.
Mr. BROYHILL. Thank you very much, Mr. Loomis.
We appreciate your responses today, and we will hold the record
open for the information requested.
[The following correspondence was received for the record:]
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CONGRESS OF THE UNITED STATES
HOUSE OF REPRESENTATIVES
SUICOMMITTEE ON CONSUMER PROTECTION AND FINANCE
01' tHE
CO....ITTEE ON lHlERSTATE AND FOREIGN COMMIDICE

WASHINGTON. D.C.

20515

November. 30, 1979

Honorable Phil Ip A. loomis. Jr.
2onmlssloner
"
'.
Securities and Exchange CoIIInlssion
500 North Capitol Street',
Washington. ,D.C. 20549
Dear '::oll1llissioner loomis:
In connection with your testimony before our SubcolTllllttee
on the Small Business Investment Incentive Act (H.R. 3991) on
November 7. 1979. I have one request. In connection with the
proposal that venture capital companies be exempt from the
provisions of the Investment Company Act of 1940, I understand
that your staff has recently prepared a memorandum of the
CO!II!Ilssion's expenence with small business Investment
companies under the Act.
I am requesting, at your earliest convenience. that you
submit for the record that memorandum or the pertinent parts
thereof and any necessary additional explanation.
With every wanD best wish.
Yours,

James H. Scheuer
Chainnan
FO:mar
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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON. D.C.

REC'O CP&F SUB.

20541

'JAN 31980

O .... ICI(OI'

1ltC COMNISSIONU

Honorable James H. Scheuer
Chairman
Subcannittee on Consumer Protection and Finance
COmmittee on Interstate and FOreign COmmerce
House of Representatives
WashiN3ton, D.C. 20515
Dear Chairman Scheuer:
In response to your request, I am pleased to transmit
excerpts of the report of the COmmission's Division of Investment Management on venture capital companies and the
Investment Company Act of 1940. '!tie report is an updated
version of a draft dated October 3, 1979. Certain portions
of the prior .(Iraft which deal with specific matters not
relevant to your request have been omitted. As you know,
this is a staff report which has not been reviewed by the
COmmission.
Please do not hesitate to contact me or members of
our staff if you have any further requests or ccmnents.
Sincerely,

t!:<.1.l:::j\./
SSloner
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DIVISION OF INVES'lMENT I-lANAGEMENT, SECURITIES AND EXCHANGE CCt-1MISSION
EXCERPl'S FRa1 REPORT ON VEN.ruRE CAPITAL COMPANIES
AND THE INVES'lMENT COHPANY ACT OF 1940

III.

The Exclusion of Venture Capital Companies from
the Investment Company Act
A.

Introduction

The Investment Company Act was enacted to eliminate the widespread abuses and failures to observe principles of fiduciary duties
that were uncovered in unregulated investment canpanies.

As

a result,

the Act was structured to provide a comprehensive framework of regulation which, 'arrong other things, protects against management self-dealing
(sections 17 and 23), embezzlement (section 37), or abuse of trust
(section 36), provides specific controls to eliminate or mitigate
inequitable capital structures (section 18), and prohibits changes
in the nature of an investment company's business or its investment
policies without shareholder approval (section 13).

Also, in furtherance

of the national public interest as expressed in section l(b) of the Act
and in the interest of investors, the Act impcses certain restrictions
on who can serve as an officer or director of an investment company and
on affiliations of directors (sections 9 and 10), requires shareholder
approval of advisory contracts and accountants (sections 15 and 32),
specifies certain becks and records which must be maintained and which
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are subject to Commission inspection (section 31), contains ce~tain
reporting standards (rule 30d-l) and proxy solicitation requirements
(rule 20a-2) that have no counterparts in the Securities Exchange
Act of 1934, requires disclosures regarding cash distributions (section
19), and provides that certain contracts violative of the Act's provisions
may be voided (section 47(b».

Other provisions shield investment

company shareholders from additional abusive practices (sections 12
and 16).

Although the foregoing briefly summarizes some of the most

important protections provided by the Investment Company Act, we believe
the Act's safeguards warrant description in greater detail because
of arguments which have been made that these protections are expendable with respect to investors in venture capital companies.
B.

Analysis of the Investment Company Act's Fundamental Protections
(1)

Conflicts of Interest and Fiduciary Duties

The purpose of section 17 of the Act, sanetimes referred to as the
"self-dealing" section, is to prevent overreaching and unfair transactions between investment company insiders and the investment company.
This is accomplished by requiring that transactions between investment
companies and officers, directors, and similar persons associated with
investment companies be subnitted for prior independent scrutiny by the
Commission with a view solely toward investor protection.
Absent section 17:

~

(i) affiliated persons could buy securities

It should be noted, however, that the Commission has adopted rules
17a-6 and 17d-l, 17 CFR 270.17a-6, .17d-l (1978), which, among other
things, exempt fran the provisions of section 17 certain transactions
which otherwise would be prohibited absent a favorable Commission
order for each such transaction. Those exempted transactions, while
literally within the ambit of c:ection 17, do not present the opportunities
or abuse the section was designed to prevent.
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and property from, sell securities and property to, and borrow l1Dlley
from, a venture capital company without any finding by the Commission
that the transaction is fair and reasonable (section 17(a»; (ii) affiliated
persons could enter into joint transactions with venture capital companies
which were more advantageous to the affiliated persons than to the company
(section 17(d» -- for

ex~le,

affiliated persons of a venture capital

company could say, "the company we manage will lend you money if you
will retain our business advisory service," or directors could have their
venture capital company lend money to companies in which they had financial
interests; (iii) affiliated persons of a venture capital company could
demand and be paid compensation for the purchase or sale of any property
to or for such company, (section 17(e» -- for

ex~le,

a finder's fee

might be demanded and paid to an officer of a venture capital company
by another company to whom the venture capital company is making a
loan;

W

(iv)

affiliated persons could have custody of liquid, transferable

venture capital company assets (section l7(f»; (v) no adequate bonding
would be required to protect the company against larceny and embezzlement
by its officers or employees (section 17(g»; and (vi) there could be
indemnity agreements under which directors or officers of venture capital
companies would be protected against any liability to the company or its
shareholders by reason of their willful misfeasance, bad faith, gross
negligence or reckless disregard of the duties involved in the conduct
of their offices (section 17(h».

W

It should be emphasized that this

See~., In re capital Corp. of America, Investment Co. Act
Release No. 9024 (Nov. 12, 1975).
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lengthy litany of potential overreaching and unfair transactions is not
hypothetical; such transactions are the subject of frequent inquiries,
investigations, administrative proceedings, and enforcement actions, and
a number of related cases are described in the section immediately ,
following.:?if Not all section 17 transactions are, 'of course, unfair or
involve overreaching, and many proposed transactions do receive favorable
orders from the Ccmnission after its careful review.

'lhe point is that

section 17 is not merely a caution against serious problems observed only
in 1940 -- it has current relevance, and our experience under section 17
clearly indicates that it currently provides material investor protections.
Other provisions of the Act are also extremely in'(x>rtant to investors.
Absent the carefully drafted restrictions imposed by section 23, shares
of a venture capital company could be issued for services or for property
other than cash or securities, or sold to favored persons at prices below
current net asset value, and shares could be repurchased only from faVOred
shareholders.
Section 36(a) of the Act authorizes the Commission to bring an
action in the proper United States District Court if it believes that
persons serving an investment canpany in certain capacities -- including
officer, director, investment adviser or principal underwriter -- have
engaged in the past five years or are about to engage in an act or
practice constituting a breach of fiduciary duty involving personal
misconduct.

~

See

If the Carmission's allegations are proven, the court may

section III (C) infra.
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enjoin such person from serving an investment company in any or all
capacities and award other appropriate relief.

Section 36(b) explicitly

provides that an investment company's investment adviser has a fiduciary
duty with respect to the receipt of compensation for services and payments
of a material nature.

This section also authorizes the Comlission or a

shareholder of the investment company to bring a court action if it
believes this duty has been breached.

The provisions of section 36 are

very important since they codify in the

~ct

the fiduciary obligations of

an investment company's officials and authorize Commission and shareholder actions if these obligations are breached.

~

We believe that

the existence of section 36, amended in 1970 to provide for litigation
by the Commission or by shareholders acting as private attorneys general,
serves as a valuable deterrent to inproper conduct by investment
company officials.
(2) capital Structure
Excessive borrowings and the issuance of excessive amounts of senior
securities can, for various reasons, be inimical to the best interests of

~

v. Chestnutt, 533 F.2d 731 (2d Cir. 1975), cert. denied,
429 u.S. 824 (1976); Moses v. ~, 445 F.2d 369 (1st Cir.), cert. denied
sub nom. Johnson v. Moses, 404 u.S. 994 (1971). See also Burks v.
Lasker, 99 S. Ct. 1831 (1979) (section 36 applies to"all acts of officers
and directors). Certain other provisions in section 36 allow a court of law
to give such consideration as it deems appropriate to actions by the board
of directors of the investment company regarding the advisory services,
thereby allowing deference to be given to good faith determinations of a
board.
See,~, ~
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an investment canpany's shareholders.!:]J

To

prevent related abuses, section

18 of the Act places certain limitations upon the issuance of senior
securities by investment canpanies.
(3) Fundamental Policies
Section 13 prohibits an investment canpany fran engaging in certain
acts, including changing from an open-end company to a closed-end company
or vice versa, or fran a diversified canpany to a non-diversified canpany,

m

deviating from its stated policies in respect of certain types of activities,
or ceasing to be an investment canpany, without the consent of a majority
of its outstanding voting securities.

'!his statutory arrangement avoids

the situation in which security holders have the fundamental nature of

!:]J For example, small changes in a company's portfolio securities prices
may result in disproportionate changes in the company's net asset
value. See generally Investment Co. Act Release No. 10666
(April 18, 1979) (statement of policy regarding implications under
Act of reverse repurchase, firm camnitment, and standby cOlllllitment
agreements entered into by registered investment companies); Securities
Exchange Act Release No. 15974 (June 26, 1979) (order settling administrative
proceedings involving reverse repurchase agreements entered into by
California Fund for Investment in u.s. Government Securities, Inc.
by imposing sanctions upon certain persons who were, arrong other things,
prohibited fran association with any investment canpany for a period
of time). An adviser whose fee was 3% of the assets under management
would be able to charge $300,000 for services rendered to a venture
capital canpany with assets of $10,000,000. The adviser's fee would
increase proportionately, i.e., by $60,000, if the adviser persuaded
the canpany to borrow (~:-;-by issuing warrants or debentures) an
additional $2,000,000 -- money which the adviser might well feel
pressured to invest quickly, and perhaps not as prudently as would
be the case in other circumstances.
In addition, a company's investment adviser may be able to purchase
securities -- possibly unsuitable securities -- to increase its
advisory fee (typically calculated as a percentage of the assets
held by the company) by causing the company to unnecessarily borrow
by issuing senior securities, resulting in excessive leverage.
~

See Investment Company Act
diversified canpanies).

§

5(b) (defining diversified and non-
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their investment or the c::atpmy's investment policies changed drastically
and unilaterally by insiders without their approval.

(4) Directors and Other Affiliated Persons
Sections 9 and 10 of the Act afford investment canpany shareholders certain protections with respect to the persons who will ooc:upy
key positions with the investment company or its related entities.
Section 9(a) prohibits persons who have, arrong other things, been

c0n-

victed of any felony or misdemeanor involving the purchase or sale of
a security or arising out of their conduct as a broker, dealer or
investment adviser from serving in various capacities with an investment
c::atpmy, including as an officer, director, investment adviser, or employee.

Section 9(b) authorizes the Commission to hold hearings and bar

persons from serving in specified capacities with or for an investment
oanpany if they have, arrong other things, willfully violated or willfully aided or abetted violations of the federal securities laws.

Without

section 9, investment oanpanies could oane under the control of malefactors.
Moreover, in an effort to prevent an investment company from being daninated
and perhaps operated in the interests of individuals who have a financial

interest in the company's operation (beyond that held by an ordinary
shareholder), section 10 of the Act requires that at least 40% of the
members of the board of directors of IOC)st investment companies be persons
who are not interested persons

W

of the investment canpany, its investment

adviser, or its principal underwriter.

W

Investment Canpany Act § 2(a)(19) defines the term "interested person."

92
(5) Advisory

am

Other Contracts

Section 15 of the Act provides investment company investors with
certain protections designed to ensure that the investment company is
not overreached in connection with the negotiation of its underwriting
and advisory contracts.

These provisions have proved to have been

especially inq;lortant where essential investment management or administrative services are performed by persons employed by external entities,
as is the case with IrOst registered investment canpanies and many limited
pertnerships with corporate general partners.

The advisory agreement

must be written, and approved initially by a majority of the investrrent
company's shareholders (and thereafter approved at least annually by
shareholders or the disinterested directors serving on the investrrent
company's board), describe precisely the adviser's compensation, provide
for its termination without penalty on not rrore than sixty days' notice,
and provide for its autanatic termination upon assignment.

Without these

protections, a venture capital canpany's contract for investment advice
could be entered into without shareholder approval, be exterrled indefinitely
without approval of the board of directors, be terminable only upon
payment of a penalty, and be transferred to a new advisory organization
without shareholder knowledge or approval.
(6) Inspections, Recordkeeping

am

Reports

Section 31 of the Act authorizes the Commission to require investment
companies to maintain certain books and records relating to their activities.

It also authorizes the Camnission to inspect such records at any

time.

lIrq;>roper or carelessly maintained records may deprive shareholders

of their rights.

'J.bese records also allow the Commission, in administering
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its inspection program, to ascertain whether an investment canpany is canplying with the Act.

In addition, the knowledge that the Corrmission will

be thoroughly inspecting a canpany's records probably acts as a substantial

deterrent to any person inclined to consider engaging in improper conduct.
A collateral effect of excluding venture capital companies fran
section 31 \«lUld be that, if a venture capital company were generally
subject to Commission inspections under section 31, such a company might
violate one or more of the few provisions of the federal securities
laws which would remain applicable to it without those violations necessarily
caning to the Catmission's attention.

Indeed, a venture capital canpany

might be subject to the Act by reason of its nonCOllpliance with the
conditions required for it to be able to rely upon any exclusion provided
by legislation, yet without any inspections by the Oommission of that canpany
as provided by section 31 the Commission might not becane aware of that
unregistered investment company.

1Q/

In addition, unlike the broad range

of flexible remedies that are usually available in instances in which
a registered investment company violates provisions of the Act, far
less flexibility would exist where a venture capital company, either
deliberately or inadvertently, failed to satisfy any condition required

1Q/

But

~

also Investment Company Act S 42(a):

make such investigations as it
deems necessary to detennine whether any person has
violated or is about to violate any provision of the
[Act) or of any rule, regulation, or order [t)hereunder, or to determine whether any action in any
court or any proceeding before the Catmission shall
be instituted under this [Act) against a particular
person or persons, or with respect to a particular
transaction or transactions.

The Catmission may

55-753 0 - 80 - 7
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by legislation for exclusion from the Act: unless some other exclusion or
exemption were available, prompt registration ordinarily would be required.
Prompt registration under the Act would carry with it the concomitant
duty of complete compliance with all of the Act's provisions, including
conditions which may require that the company operate or be structured
irnnediately in a manner differing greatly fran its present form.

1!1

Rule 3Od-l under the Act provides for a detailed semiannual
report to shareholders, including information such as a balance sheet,
a list of the anounts and value of portfolio securities, and statements
of (i) income itemized as to categories of income or expense in excess
of 5% of the respective totals, (ii) surplus itemized as to charges and
credits in excess of 5% of the respective totals, (iii) aggregate remuneration
paid to specified insiders, and (iv) aggregate dollar anounts of purchases
and sales of securities by an investment

~y.

Having such disclosures made

to shareholders lessens significantly the likelihood that the inV'esbnent

company will be operated for the benefit of insiders without shareholder
knowledge.
In connection with the solicition of proxies, the rules under the
Securities Exchange Act of 1934 do not have a requirement COJTq?arable
to rule 20a-2 under the Act regarding

info~nation

to be furnished to the

solicited shareholder pertaining to a company's investment adviser and the
investment advisory contract.
Section 19 of the Act makes it unlawful to pay certain cash
distributions other than from certain sources without such payment being

---------- - - -- - - - - W

See,~,

Investment Corrpany Act

§

18 (capital structure).
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acoompanied by a written statement which
or sources of such payment.

a~equately

discloses the source

This thwarts the deception of investors as

to the source of their incane.

(7) Voidable Contracts
Section 47(b) of the Act provides, in pertinent part, that contracts
made in violation of the Act shall be void as regards the rights of any
persons who, in violation of' the Act, shall have made or engaged in the
perfonnance of such oontracts.

Hence, those who participate in a wrong

may be unable to retain the benefit of the bargain.
(8) Other Provisions
Other sections of t±e Act provide further protections for venture
capital company and investment company investors.

Control of venture

capital companies could be unduly concentrated through pyramiding
or inequitable methods of oontrol, absent section 12 of the Act.

In

addition, but for sections 16 and 32 of the Act, persons could serve
as venture capital canpany directors without being elected by, or
serve as acooWltants with their selection

c. __Relevant

beill~

ratified by, shareholders.

Civil_Proceedin~:'l

While we are concerned with the need to aid the capital raising efforts
of small business, this goal should not be accClllPlished in a manner which
would cause substantial dilution of protections of members of the public
whose funds would be invested in venture capital companies.

The Catmission's

experience in enforcing the federal securities laws reinforces our conclusion
that investment cOHl..oanies should not be excluded from co.npliance with the
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W

Act solely because they engage in "venture capital" activities.

In

particular, small business investment companies ("SBICs") have had a
number of enforcement actions brought against them.

Sane actions have

involved serious fraudulent misconduct, and in several cases the Commission
found it necessary to institute injunctive actions and seek the appointment
of receivers in order to salvage sane of the assets for investors in
such companies.

Sane of those actions, representative of the abuses

that may be encountered -

and permitted if venture capital canpanies

were excluded from the Investment Company Act -

are discussed below.

In an action involving Puerto Rico Capital Corporation ("PRee"), an
SBle registered under thE Investment Company Act, the Com.rnission sought to

enjoin several of the company's officers and directors from further violations
of the Act, and to bar those in..lividuals, purslJant to section 9

W

of the Act,'

fron sp.r.vin'J PRee or any other investm=nt canpany as officers, directors, or
in any of several other capacities.

l¥

AIrong other things, the Carmission

alleged that the defendants breached their fiduciary rlutie<;

tr)

Pace, 121

32/ Of course, venture capital companies, like other invesbrP-nt companies,
may not be subject to the Act because sane other exclUsion or exemption
is available. For example, section 3(c) (1) excludes from the Act any
investment company whose secndties are beneficially <Mlled by not rrore
than one hundred persons and vlhich is not making and does not presently
propose to make a public offering or: its sp.curities.

W
l¥

See pp. 15-16 supra.

1§(

See Investm=nt Canpany Act S 36.

Litiyation Release No. 3308 (Sept. 1, 1965).

97
causing PReC to invest in companies they aNI1ed or controlled, resulting
in substantial losses to PRCC.

The defendants also caused their affiliated

companies to borrow rroney fran, as well as sell securities to and purchase
securities fran, PRCC.
In addition, they also effected transactions in connection with
a joint enterprise or joint arrangement in which PReC was a participant,
without the prior Camnission approval required by section l7(d) of the
Act.

The Camnission subsequently entered into a settlement in which

the defendants agreed to pay PRCC $500,000 and were enjoined fran various
conduct, including serving any investment company in certain capacities,
including officer or director.]2/

The facts of this case illustrate

the dangers of eliminating the protections provided by the Investment
Canpany Act.
In another action 12( the Camnission filed a complaint in federal
district court alleging violations of the Act by Illinois Capital
Investment Coi:poration (" ICIC· ), an SBIC reg istered under the
Act, and five affiliated persons of ICIC.

ICrC's president, who was

also a director of the company and controlled 30% of its camnon stock,
was alleged to have borrowed money in ,the foon of salary and travel
advances fran the company in violation of sections l7(a) and 2l(b) of

~

Litigation Release No. 4395 (Aug. 13, 1969).

12( Litigation Release No. 4699 (July 27, 1970).
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the Act.

1W

The complaint also alleged that ICIC's affiliates had

caused numerous transactions, involving the sale or purchase of securities
or other property, to be effected between themselves or their affiliates,
and ICIC or its affiliates, in violation of section 17(a) of the Act.
Certain other joint transactions were also allegedly entered intp
in violation of section 17(d).

Moreover, certain officers and directors

were alleged to have caused ICIC to conceal violations of the Act in
reports the company filed with the Commission and proxy solicitation
materials sent to shareholders.

An order was subsequently entered

permanently enjoining all defendants from further violations of the
Investment Company Act. 39/ Many of the transactions which were
found to have violated the Act in the ICIC case would be permissible
if venture capital companies were excluded from the relevant provisions
of the Investment Company Act.
In SEC Y... Advance Growth Capital Corp.

iQ/ an action was brought against

Advance Growth, an SBIC registered under the Act, and the chairman of its
board of directors, as well as one other individual who served as the company's president and as director.

The Oommission alleged violations of Act

Section 21(b) makes it unlawful for any registered investment company
to lend money or property to any person if the company's policies do not
permi t such a loan or the person controls or is under cammon control of
the company. section 17(a) also generally prohibits loans not permitted
by section 21(b).

l2!

Litigation Release No. 4777 (Oct. 9, 1970).

iQ/ 470 F.2d 40 (7th Cir. 1972).

99sections 17(a), 17(d), 34(b) (concerning untrue and misleading reports)
and 36 (for gross abuse of trust or gross misconduct by investment

company officers and directors) as a result of certain transactions
between Advance Growth and various affiliated persons.,'!y

In one

series of transactions involving development of real estate lots,
the chairman arranged for a portfolio company of Advance Growth to
purchase all of the undesirable lots and pay for all of the developnent,
whereas a realty company in which the chairman had a 79% interest was
a joint participant in the venture but paid nothing for the developers'
services and did not have to purchase any of the undesirable land.

W

In a different series of transactions, Advance Growth provided 100%
financing for four years at low interest rates for the purchase at cost
of highly profitable assets from its portfolio company, Intermediates,
Inc. ("Intermediates"), by G. L. Service Corp. ("GL"), an affiliate of
Advance Growth which was 20% owned or controlled by members of the
chairman's family and 5% owned by two of Advance Growth's other directors.
GL purchased tax certificates from Intermediates at a price based on
their cost plus interest even though they were worth approximately
twice as much.

M:>reover, the interest rate was originally 4%, and

later increased to 7%, even though interest rates of 14 1/2% were being
quoted during the same period.

Finally, GL failed to make payments

Section 36 was amended in 1970 to change the applicable standard from
"gross abuse of trust" to breach of fiduciary duty involving personal
miscomuct. See pp. 12-13, supra.

W

470 F.2d 40, at 45-6.
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when due on its notes to Advance Growth, which had financed the transaction, and paid it a total of only $90,000 of the principal during a
period when the certificates produced cash receipts of over $217,000;
during the same period that its note to Advance Growth was overdue, GL
loaned oore than $150,000 to' other CCIlIpallies controlled by the chairman.
On

tices

W

the basis of these and numerous other transactions !y and prac-

~

harmful to Advance Growth, which "invariably came out second

best," .i§/ and "indicative of conduct that tends to be overreaching," defendants were permanently enjoined from violating any of the Act's provisions.
One final case is particularly noteworthy as an example of
transactions which may be effected between venture capital oampanies
and their affiliates.

The case of Wright v. Heizer Corporation

arose out of a series of five transactions

~

121

between Heizer

Corporation ("Heizer"), a venture capital canpany not registered under

W

See id. at 47-48.

!y Defendants were also found to have violated section 34(b) of the
Act by filing false and misleading annual reports. See id. at 51-52.
~

See id. at 49-51 •

.i§/ Id. at 51.

121

560 F.2d 236 (7th Cir. 1977), cert. denied, 434

u.s.

1066 (1978).

Those transactions are described in the Seventh Circuit's opinion
at 241-45, and in the lower court's opinion, 411 F. Supp. 23, 26-30
(N.D. Ill. 1975).

101
the Investment Canpany Act,

W

and International Digisonics Corporation

(nIOC"), a company in which Heizer had invested.
In its opinion, the Seventh Circuit Court of Appeals assumed
that Heizer was entitled to act solely in its own interest in dealing
with IOC's management in the first three of the five disputed transactions;
at those times Heizer was a lender to, and shareholder of, IOC, but
did not control the oompany and was not represented on its board.

~

However, by the time of the fourth transaction, Heizer had gained voting
control of IOC and had placed two of its officers en IOC's board. As
the court pointed out, it therefore stood in a fiduciary position with
respect to IOC; when it c.11OSe to continue its participation in carnmunications

to shareholders in connection with amendment of IOC's charter in order
to permit consUl1lllation of the fourth transaction, Heizer could no longer
act solely in its own interests.

The court found that Heizer nevertheless

breached its duty to IOC's shareholders, "failing to disclose any of the
material factS concerning the transaction."

W

~

.w

At the time, Heizer apparently was relying upon the exclusion
provided by section 3(c}(l) of the Investment Caipany Act.
Section 3(c)(l) generally excludes from the definition of
investment oompany any issuer whose securities are beneficially
owned by not IOClre than one hundred persons and which is not
making a public offering of its securities.
560 F.2d at 248.
Id. Plaintiffs based their action upon the an~ifraud provisions of
rule 10b-5, 17 CFR § 240.10b-5 (1978), under the Securities Exchange
Act of 1934. Inasmuch as Heizer was not a registered investment
oompany at the time, the lnvestrnent Caipany Act's protections were,
of course, unavailable; had Heizer been subject to the Act at the
(footnote continued)
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The fifth transaction centered upon a pledge of IOC's wellestablished and profitable subsidiary.

Heizer controlled three of

the four members of IOC's board for purposes of the pledge transaction.
Under the circumstances, the court concluded that Heizer was obligated to
disclose the material facts concerning the transaction to the independent
shareholders, but did not fulfill this obligation: ·shareholders were
first ,informed of the general terms of the pledge and-the reasons
therefor two months after the transaction."

W

In its discussion of this

transaction the court highlighted some of the conflicts in which
Heizer became enmeshed -- thereby illustrating why the Commission's

~

(fcotnote continued)
time of the transactions, it appears that the abusive transactions
could not have been effected unless approved pursuant to an
application for an exemptive Commission order, after a thorough
review of all relevant facts and circumstances. See pp. 10-12 ~upra.
However, in general we do not believe that the antIfraud provis~ons
of the Exchange Act, nor the limited remedies that might be available
under the Securities Act, can be realistically viewed as adequate
substitutes for the much more extensive protections available
under the Investment Company Act. See generally Securities Act
§§ 12(2), l7(a), 15 U.S.C. §S 771(2), 77q(a) (1976); Exchange
Act § 10(b), 15 U.S.C. § 78j(b)(I976); rule 10b-5, supra. For example,
a private plaintiff seeking relief under rule 10b-5 may be required
to show that: he is either a purchaser or seller of the securities
in question, Blue Chip Stamps v. Manor DrU~ Stores, 421 U.S. 723
(1975); the defendant acted with scienter ~n perpetrating the fraud,
Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976); and there is
some element of deception and not simply corporate mismanagement
or unfairness, Santa Fe Indus., Inc. v. Green, 430 U.S. 462 (1977).
Perhaps most importantly, section 17 of the Investment Company
Act provides for Commission review of proposed transactions in
situations where, because of conflicts of interest, there may be
overreaching. The Securities Act and Exchange Act provide bases
for relief after the fact, entailing possibly expensive and protracted
litigation, as the ~ litigation illustrates.

W

560 F.2d at 249.
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impartial review of certain transactions

~

between venture capital

companies and their affiliates is so important:
Heizer forgets that, in view of its conflict of interest,
once it chose to deal with IOC, it had an obligation
under state law to structure the transaction in a manner
consistent with its duty to nprotect and preserve the corporation • • • • maintain[ing] a high standard of loyalty
to [it].n In light of this obligation, its attenpt to divorce
its role as a creditor from its role as a fiduciary, in
a transaction that required its consent in both capacities,
cannot succeed. Allowing such a sleight of hand \'AJuld render
a fiduciary's duty of fair dealing meaningless whenever
the'corporation he served was in financial straits, because
he could defend his conduct, as Edgar Heizer did on the
witness stand in this case, by arguing that in his role
as a fiduciary he was powerless to resist the demands he
himself had made in his role as a creditor. W
[Edgar] Heizer stated: nWell, it's very hard, as you know,
to separate your hats, but the way I had to lcok at it fran
Heizer Corporation's standpoint first, it was totally justified that we have security.
n'lhen, wearing my IOC hat as a director, I don't have
very Illllch choice • • • • I knew what Heizer Corporation \'AJuld
do if I didn't agree to give the security ,to Heizer Corp.n W

noted earlier, see note 23 supra, the Act does not provide for
review of all transactions between investment companies and affiliated
persons, but only of those transactions which present opportunities
for abuse because of the conflicting interests of the parties involved.
Thus, rule 17a-6 under the Act was recently expanded to permit all
investment companies - and not just SBles and venture capital
companies, as previously had been permitted - to effect transactions
with companies whose securities they owned without filing applications
requesting preapproval fran the Ccmnission if no other affiliated
person was a party to or had a financial interest in the transaction.
Investment Company Act Release No. 10828 (Aug. 13, 1979).

As

W

560 F.2d at 250-51 (footnote and citations anitted).

WId. at 251 n.14 (citation omitted).
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As the circui t court observed:

"'Ihe District Court in the case

at bar, while characterizing Heizer's conduct in the fourth and fifth
transactions as 'rapacious,' made no other findings concerning defendant's
mental state in failing to disclose.

The record, however, indicates

that defendant's anissions were at least reckless."
The district court's relief

ZJJ

~

with respect to the fourth

transaction consisted of returning the parties to the status quo ante.
'Ihe pledge obtained in the fifth transaction was voided.

~

.!2!. at

251.

~

Heizer "

The court of appeals continued:

Heizer's conduct in the fifth transaction also bespeaks
a reckless disregard of its duty to disclose. Heizer"must
have been aware that the pledge was for its own benefit
and thus would arouse a great deal of opposition on the
part of IOC's ccmnon shareholders. Yet it consciously
decided, through Heizer counsel, not to take the proposal to
the shareholders. The effect of this decision was to insure
that at least (one of the plaintiffs], who no longer had
a representative on IOC's board of directors, would not
learn of a transaction admittedly designed, in part at
least, to discourage its suit until after its consummation.
We think this is a case for the application of the reasoning
of the district court, adopted by this court in (a prior case]:
'" [B]linded by a conflict of interest, (defendant)
wantonly ignore [d] evidence of the unfairness of
[the) securities transaction to the corporation and
therefore fail[ed] to disclose this evidence to those
shareholders whose interests lie with the corporation. '"
ld. at 252, citing Bailey v. Meister Brau, Inc., 535 F.2d 982, 993
(7th Cir. 1972).
In determining the fate of certain loans by Heizer to roc in connection
with the fourth and fifth transactions the court characterized the series
of transactions as a "heads-I-win-tails-you-lose" proposition. Id. at 254.
~

We note in this connection that under Investment Carrpany Act
section 47 agreements made in violation of the Act may be voided.
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appealed as too vague that portion of the district court's decree
permanently enjoining it "from entering, directly or indirectly, into
any transaction with IOC except for such teDllS and conditions as shall
be fair and equitable. n

~

'Ihe court of appeals amended the decree

so as to enjoin Heizer from failing to disclose material facts concerning
future transactions, and from entering into any transactions with

roc

unless approval was obtained from a majority of shareholders other
than Heizer, or the transaction "has been found to be fair and equitable"

by a court having jurisdiction• .§Q! Had Heizer been subject to the
Act, the litigated transactions would have required a Comnission finding
that, aIll)ng other things, the teDllS of the transactions "are reasonable
and fair and do not involve overreaching on the part of any person

concerned"

g; -

virtually the same standard as imposed by the court

560 F.2d at 255. ~ Invesbnent CcIIiJany Act § l7(b)
(standards of Comnission's review of proposed transactions
between invesbnent carq;mlies and their affiliates include
whether "reasonable and fair and do not involve overreaching").
560 F.2d at 255-56.
Investment COmpany Act § l7(b). At the time of the litigated
transactions, exemptive rule l7a-6 permitted certain venture
capital canpanies (and SBICs) to enter into transactions
with their portfolio carq;mlies which would otherwise require
the filing of an application, but only if certain persons,
such as officers and employees, had no financial interest in
the transaction. It is our understanding, however, that at
the time of the Heizer transactions certain employees, pursuant
to management incentive canpensation agreements, had financial
interests such that an application would have been required.
Rule l7a-6 has recently been expanded to permit any investment
carq;mly to enter into transactions with portfolio affiliates
without filing an application, providing certain conditions
are satisfied. Invesbnent Co. Act Release No. 18828 (Aug. 13,
1979).
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after lengthy litigation.

~

We believe the foregoing demonstrates that the investor protections
of the Act are significant and material, and should not be dismissed
lightly as unnecessary, unduly complex, or burdensane.

It is in large

part because of these significant protections that the Commission has
opposed, and Congress has been persuaded not to enact, provisions in
numerous bills previously introduced in the Congress that would have
exempted fran the Act small business investment canpanies licensed by
the Small Business Administration ("SBA"), notwithstanding their dual
regulation by the SBA. §I For the same reasons, we do not believe that
small, unsophisticated investors should be denied the Act's protection in

~

The fourth transaction between Heizer and IOC took place in 1971.
In 1972, a complaint, subsequently amended twice, was filed. A
year later, while the case was pending, the fifth transaction was
effected. Although in 1978, seven years after the fourth transaction,
the United States Supreme Court finally denied certiorari in the
case, thus putting an end to the central controversy described
in the text, related litigation continUed afterwards, and quite
possibly will linger on for some time. See Heizer Corp. v. Ross,
[Current) Fed. Sec. L. Rep. (CCH) ~ 96,926 (7th Cir., July 10, 1979)
(litigating right of contribution for damages reSUlting fran primary
case).

§I

See,~., Report of COmm. on Banking and Currency on S. 3651,
Small Business Investment Act of 1958, S. Rep. No. 1652, 85th
COng., 2d Sess. 13 (1958):

'!he cornnittee is convinced that it would not be wise to
exempt [small business investment) companies outright
fran the securities laws. • • • [So 3651) provides that,
with one exception [dealing with capital structure), the
Investment Canpany Act of 1940 shall apply to small-business
investment companies just as it does at present to other
investment companies. The cornnittee was impressed by the
testimony offered by the Chairman of the SEC that, in
order to give adequate protection to investors, the Investment
Company Act of 1940 should be applicable to small business
investment companies.
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this instance,
benefits

W

W

where investors

~d

not even have the limited

of SBA regulation.

It has been suggested that the" Act adopts a paternalistic approach
based upon the theory that the canpanies for which the act
was designed - mutual funds and closed-end investment~ies consist of large pools of cash and highly liquid assets and
their shareholders should therefore have special protections,
but that venture capital companies are distinguishable because
of their supposedly illiquid investments. However, the majority
of abuses that Congress sought to prevent by enacting the Investment Ccmpany Act were not necessarily related to the liquidity
of investment companies' security holdings. See generally section
lIb) of the Act. Similarly, it has been suggested that inappropriate
regulatory provisions of the Act are applicable to venture capital
companies because the definition of 'investment company in the
act is so broad that it includeS venture capital companies even
though these companies do not operate like mutual funds or
traditional closed-end investment companies in many respects.
However, we believe that inclusion of venture capital
canpanies within the Act's provisions was not the result of
any oversight or unintended overinclusiveness of the definition
of "investment canpany.n Rather, it reflected a carefully considered
- and, we believe, patently correct - decision by the Congress,
following an exhaustive study of investment canpanies, that not
only were the Act's protections viewed as particularly important
to small,- unsophisticated investors who might purchase interests
in relatively risky "venture capital" companies, but also that
regulation under the Act would in fact prove beneficial to those
companies, enhancing public confidence in them. See Investment
Trusts and Investment Companies: Hearings on S. 3580 Before
a Subca!rm. of the Senate on Banking and Currency, 76th Cong.,
3d Sess. 286, 287, 562-63 (1940) ( .. Senate Hearings"). To the
extent that the provisions of the Act might be inappropriate
as applied to certain venture capital companies or other canpanies,
Congress contemplated that the difficulties would be dealt with
by use of the Commission's exemptive authority under section
6(c) of the Act. '!bat authority would be the basis for the
anticipated rulemaking described earlier.
I t is our understanding that the primary concern of the SBA is
with the stimulation of small businesses through additional
financing, and that the protection of investors is, at best,
a secondary concern.
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That a legislative action is not only inappropriate but also generally
unnecessary is borne out by the staff's recent experience with Heizer Corporation.

That canpany, Which describes itself as a venture capital can-

pany, and has over $200 million in assets,

~

recently has been explor-

ing with the Canmistion's staff the possibility of registering under the
Act and filing an application for exenptive relief from certain of its
provisions.

W

As a result of those discussions, we believe that Heizer

is considering requesting partial exenptions from limited provisions of
the Act, with appropriate conditions.

Those provisions concern: (i) section

18, dealing with,the issuance of senior securities (of Which Heizer has
several different classes; Heizer also plans to recapitalize in sane as
yet undecided manner); (ii) section 23(b), Which generally prohibits closed-

end investment companies fran selling their common stock at a price below
the current net asset value unless: pursuant to an offering to a class of
its stockholders; with the consent of a majority of its camron stockholders;

Heizer Corporation's assets currently are composed primarily
of exchange-listed securities of relatively mature issuers.
Heizer's considerable size is sanewhat at odds with the contention that the Act has prevented venture capital firms from
growing to a size Where they can provide capital to struggling
young enterprises.
Heizer has previously made public the existence of, and many
details concerning, the discussions with the Ccmnission's staff
described in the text. It should be noted that Heizer's
descriptions of those matters do not necessarily accurately
reflect the staff's views of what transpired, nor has this
matter yet officially been brought before the Ccmnission for
its consideration.
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or pursuant to a Carmission rule or order; and (iii) sections l7(a) and
17(d), frcrn which only very limited specific exemptions were regarded by
the canpany as necessary, beyond the exemptive relief afforded by rules
already adopted pursuant to sections 17(a) and 17(d), to deal with potential problems involving transactions with non-controlling hupstrearn"

r

affiliates.
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COlll11issioner Phil'p A. Loomis
Securities and Exchange COlll11ission
500 N. Capitol Street
Washington. D.C. 20549
Dear COlll11issioner Loomis:
It was a pleasure to hear you testify on the Small Business Investment Incentive Act (H.R. 3991) during the hearings held NOVembjr 7. 19r9.
Your helpful comments and constructive criticism ar~ always we comef ~h
ou know the hearing record has been left open untl1 a later date .or e
Yur ose ~f follow-up questions on certain issues raised at the ~ea~lngs.
~nc~uded herewith are several questions for the p~rpose of clarlfYlng so~~_
of the issues that have been raised. Would you klndly reply at your ear 1
est convenience.

Si~nrelY'

J~ T~&ft'
Mem er of Congress

Enclosure
cc: Congressman James Scheuer
Cha i nnan Harold Will i ams
Franz Opper
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1.

In the Federal Register promulgation on Rule 242, you indicate that
the authority for the rule is contained in Section 3(b) of the 1933
Act.

Is this the sole basis on which you could promulgate Rule 242

or is there other authority in statutes administered by the SEC that
could also be used to promulgate Rule 242?
2.

What is your comment on the proposal to lift restrictions on the
resale of restricted securities provided the SEC is given rulemaking
authority for investor protection purposes?

3.

During the November 7 hearings of our Subcommittee, you stated that
you felt " ... venture capital companies should have different treatment under the Investment Company Act .•. ".

Does the SEC currently

agree with your views and. if so, in what respects?
4.

In the same session, Mr. Mendelsohn stated that he felt that the
average SEC response time for affiliated transaction approval requests
had been greatly decreased recently.

Please advise as to exactly

what the approval time has been for such requests over the past year.
5.

During our hearing, there was concern that the definition of a venture
capital company in H.R. 3991 had some deficiencies, and language along
the lines of two Senate bills, S. 1533 and S. 1940, was recommended.
Please inform us as to your position on the definitions in those bills
and whether those definitions, coupled with the additional venture
capital company restrictions in the bills, would still leave areas open
for potential abuse.
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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D,C,

20549

OFFICE OF'
THE COMMISSIONER

r
1,

JAN 2 1 1980

The Honorable James T. Broyhill
Committee on Interstate and Foreign
Commerce
Washington, D. C.
20515
Dear Congressman Broyhill:
Please find enclosed my responses to the
questions raised in your letter of November 27,
1979 concerning certain issues related to H_R. 3991.
Also enclosed are copies of several relevant Commission releases. Please let me know if you have
any questions or if you would like me to provide you
or the Committee with any additional information_

I
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Sincerely yours,

~~~ss~oner
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(1)

Host of the testirrony taken at the Ccmnission' s hearings

00

Small.

Business in 1978 concerned the problems encountered by small businesses
in using the present exenptive rules under the Securitis Act of 1933
(the "Act") to raise needed capital.

In particular, Rule 146,

the "safe-harbor" rule promulgated under Section 4(2) of the 1933 Act
was often cited as causing substantial problems for smaller issuers,
because of the provisions of the Rule which require an issuer to make
a determination as to the financial sophistication and wealth of the
offerees and purchasers; e.g. do all of the purchasers have such
knc:Mledge am experience in financial arxl business matters that they are
capable of evaluating the risks of the investrrent ("sophistication") and
are ,they able to bear the econanic risk of the invesbnent ("wealth").
That rule defines certain

tr~act,~ons"

as rot involving, a,p..Iblic offering

within the meaning of Section 4(2) of the Act.
In an attenpt to cure the problems raised at the hearings, the camdssion
decided to proceed under Section 3(b) for two primal:}' reasons.

First, the

Ccmnission's lack of broad exenptive powers under the Act ooupled with
judicial interpretations of Section 4(2) of that Act make it unclear as to
whether or rot the Ccmnission can dispense with the "sophistication" or
"wealth" tests embodied in Rule 146, even though the issue has never been
litigated.

However, the legal authority to eliminate such requirements is

clear under Section 3(b) since if the Ccmnission finds in effect that
registration of a class of securities is rot necessary in the plhlic interest

am for the protection of investors, it may exenpt such securities
registration solely by reason of the size of the offering.

f~

J\ccordingly,
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Rule 242 promulgated under Section 3(b), which has just recently
been adopted by the Commission, permits the unregistered sale of
securities to an unlimited number of institutional investors with
no mandated infomation requirements (relying on the abilitY of such
persons to ask for and receive material information from the issuer),
and to a limited number of individuals (thirty-five) without requiring

the issuer to make the subjective determination of sophistication,
but with an information requirement similar to that found in Form &-18.
second, the Ccmnission, cognizant of its statutory responsibility
to protect investors and thereby insure the integrity of the investment
market, felt that any Rule'designed to provide small businesses more
flexibility in raising capital without complying with the registration
provisions of the 1933 Act, should be in the nature of an experiment which
.::

....

is carefully rronitored for possible abuse.

Consequently, the COnunission

decided to proceed under Section 3(b), with the limited arrounts prescribed
therein, as comporting better with the notioo of an experimental rule.
I have enclosed a copy of Rule 242, as adopted by the Camnission,
for your information.
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(2)

The CommisslOn has on several occasions amended Rule 144, the rlJle

which sets forth guidelines for the resale of certain securities, in an
attempt to alleviate sorre of the problems of secondary sales of small
business securities.

Specifically, Securities Act Release NO. 5979

(September 19, 1978)(43 FR 43709)

~nends

Rule 144 to (1) relax the limita-

tions on the amount of securities that can be sold under the Rule;
(2) permit sales under the Rule directly to market makers; and (3) eliminate the brokerage or market maker transaction requirement with respect
to sales of securities by estates and beneficiaries thereof who are not

affiliates of the issuer of the securities.

Securities Act Release No. 6032

(March 5, 1979)(44 FR 15610) further ar.ended Rule 144 to permit nonaffiliates under certain clrcumstances to disregard the volume limitation
provisions of rule 144 after a

~ricx1

of (1) three years, if the securities

to be sold are those of a class which is el ther listed on an exchange or
quoted on

NASDAQ,

or (2) four years, if the securities to be sold are

those of an issuer which files periodic reports under Section 13 or 15(d)
of

the Securities Exchange Act of 1934.
The Commission has inoicated that it will consider extending the

volune limitatlOn concept to non-reporting exmpanies.

00

In addition, the

Office of Small Business Polley is considering recommending to the Commission
further
242.

~ndnents

to Rule 144 in light of the recent adoption of Rule

'Iherefore, the COlluission believes that it has sufficient rulemaking

authority to alleviate the problems of secondary sales that H.R. 3991
is designed to provide.
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3.

You have asked whether the Commission concurs with my views

regarding whether venture capital companies should have different
treatment under the Investment Canpany Act.

I believe the canmission

has already dem::mstrated that under certain cirCllltlStances venture capital
companies should receive specific exemptive relief from the
or regulatory provisions of the Investment Canpany Act.
of the Division of Investment Management's investment

registrat~

Indeed, as part

~

reexamina-

tion of the pattern of regulation, it recently recanmended and the
Cammision published for comment four rules (or amendments to rules)
affecting the status of certain issuers under the Investment Canpany
Act.

For your convenience, I am enclosing copies of Investment Cclnpany

Act Release Nos. 10937 (Nov. 13, 1979), 10943 (Nov. 16, 1979), 10944
"1Nov.

16, 1979), 10938 (Nov. 13, 1979) proposing Rules 3a-I, 3a-2, and

3a-3, am amendments to Rule 3c-2.
Section 3(c)(1) of the Act excludes from the definiticn of
investment company an issuer whose outstaming securities (other
than short-tetm paper) are beneficially owned by no IIDre than 100
people am which is not making and does not propose to make a public
offering of its securities.

'Ibis section is intended to exclude
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fran regulation under the Investrrent Canpany Act those private holdin;J
companies and private investrrent companies which are not within the
Act's purview.

See Hearings on H.R. 1065 before a Subcamnittee of

the House Comnittee on Interstate and Foreign Ccrmnerce, 76th Con;J.,
3d Sess., at 102 (1940) (testimony of David Schenker, Chief Counsel
of the Comnission's Investrrent Trust Study).

For purposes of Sec-

tion 3(c)(1), beneficial o.mership by a company is considered to be
beneficial o.mership by one person; except that, if a company holds 10%
or IlOre of the outstanding voting securities of the issuer, beneficial
ownership will be attributed to the holders of the o.min;J canpany's
outstandin;J securities (other than short-term paper).

Nonetheless, the

Conmission has adopted Rule 3c-2 under the Act to deem o.mership by a
~

of 10% or IlOre of the votin;J:securities of certain small busi-

ness investrrent companies to be, under specific cirCl.Bl1Stanoes, o.mership
by one person.

fok)st venture capital canpanies and small business

investrrent companies rely on Section 3(c)(1), as augmented by Rule 3c-2,
for exclusion fran the registration requirements of the Investrrent
Canpany Act.

The proposed amenc1rrents to Rule 3c-2 \<IOUld extem the

exemptive relief fran the attribution provisions in Section 3(c)(1)
currently available only to SBIC's also to venture capital and other
private investrrent companies.
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The CaTanission also recently amended Rule 17a-6.

Previously,

l7a-6 exempted transactions between SBICs and their portfolio affiliates
from the traditional application process discussed more extensively. in
the response to question 4.

fue amendment to Rule l7a-6 broadened

extensively the exemptive relief from the prohibitions of section l7(a)
for all registered investment companies, including registered licensed
small business investment canpanies.

Rule l7a-6 would now permit any

registered investment company to enter into transactions with controlled
or non-controlled portfolio affiliates without submitting an application for Canmission prior approval, so long as no person serving as an
employee, officer or director of the investment company also participated in the transaction.

In our view, the most significant passages

-in the legislative histo-y of Sections l7(a) -and (d) involve the
interaction of the investment company and its upstream affiliates.

See Investment Company Act Release No. 10698 (May 16, 1979) at 6-7
n.4.

Moreover, economic logic suggests that the greatest cpportlIDities

for abuse and overreaching lie in transactions between an investment
company and its upstream affiliates.

Under Rule 17a-6, the full investor

protections of the Act would still prevail with respect to those
transactions.

However, and even though Section 17(a) of the Act

expressly covers and prohibits all transactions with downstream
affiliates, the Canmission determined to a:lopt the amerrlirents to
Rule l7a-6 because it believes the protections of the Act should oot
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be applied to the shareholders of an irx'lustrial ccrnpany nerely because,
by happenstance, its securities were owned by a registered investment
ccrnpanYi and because it believed there was little likelihood that

an affiliate of an investment company could overreach it or a portfolio
affiliate of the investment company which neither the investment
company nor the affiliate could control.

These two examples, I believe, indicate that the Ccmmission will
respond affirmatively to persuasive arguments for exemptive relief
fram the registration or regulatory provisions of the Investment

~

Act, and already has done so in the instance of venture capital and
small business investment companies.
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4.

You have asked what the approval time has been for appliccr

tions filed by investment companies involving transactions between or
with registered investment companies and affiliated persons thereof.
Our records indicate that, during this past calenda,r year applications

filed under sections 17(b} or Rule 17d-l under the Investment Conpany
Act of 1940 have been noticed for public CXJIl\Il1ent, on average, 53 days
after they have been received, and the orders exempting such transactions have been issued, on av:erage, 26 days after the application
was published for public CXJIl\Il1ent.

As you know, all applica~ions for

exemptive relief under the Investment Canpany Act must be mticed
for public CXJIl\Il1ent by any interested person before the camnission
can issue 'the exemptive order.
,IS U.S.C. S80a-39(a}.

see Investment Canpany Act Section 40(a),

Because we must give a reasonable ti.rre for

conment by interested persons, a notice period of several weeks is
usually unavoidable.

And additional time is often required after

an initial filing for amendments needed to reflect.staff concerns.
Most applications filed under sections 17(b} or Rule 17d-l
do not raise new or unique questions which the full canmission must
discuss and decide.
new

o~

Rather, for those applications which do not raise

unique legal or policy questions the canmission has delegated
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administrative authority to issue orders granting exemptive relief to
the Director of the Division of Investment Management.

About eighteen

IIOnths ago, the Division of Investment Management organized an Invest!rent Canpany Act Study Group, responsible to an Associate Director and
the Director of the Division, to oonsider the regulatory schere applicable to investment canpanies.

One of its two tasks was to identify

those areas of the Division's work on applications which are routine
and repetitive, and oould be treated satisfactorily by rulemaking.
Those rules would "codify" the existing patterns of exemptive relief
routinely granted by the Division through orders issued pursuant to
delegated authority; after the rules were adopted, any investment
canpany which satisfied the oonditions in the rules oould initiate

and cxmplete transactions without having to seek -and obtain prior

approval fran the caranission or its staff.
To discover which types of applications were routine and

repetitive, the Investment canpany Act Study Group assigned an attorney
and a financial analyst to analyzing, categorizing and evaluating all

of the applications filed with the caranission from 1973 through August
1978.

'!hat tilre fralre was selected somewhat arbitrarily to:

(a) reflect

current investment trends (emphasis on no-load incame-oriented funds);
capture a good-sized slice of administrative experience (five years);
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and utilize efficiently our
sixth month project).

~

scarce manpower resources (a five-to-

Briefly, that review revealed that a large

proportion of Investment Company Act applications involved:

financial

and commercial transactions with affiliated persons subject to section 17.
Since Fall of 1978, the Camnission has published for CXItUrent or
adopted a substantial number of rules which effect this part of the
Division's Investment ComPany Act Study Group's mission.

Attached for

your convenience is a schedule prepared by the Division which lists
all the rules developed by its Study Group.

As you will I'Dte, the

rules have addressed the principal areas of concern to applicants,
including six rules under section 17.

'lbe an1erXlnents to Rule 17a-6

'are especially important because they permit any investment oompany
to engage in transactions with any of its portfolio canpanies -

trans-

actions which, in the past, could not have been effected without the
Commission's prior approval in the form of an exemptive order.

As a

oonsequence, IlOst routine section 17 transactions will not in the future
be subject to any Commission pre-clearance or "processing- tine.

It

should be clearly emphasized, however, that those section 17 transactions which fall outside these new exemptive rules or amerXlnents would
still be subject to Camnission pre-clearance.

lind it shoul.d be expected
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that those residual Section 17 transactions probably have the greatest:
potential for the types of abuses which Congress expected the Canmission
to evalute closely before granting its approval.

It follows, then, that

the average "processing" tiIre for those residual Section 17 transactions
may

wel~

increase (and appropriately so) beyooo the averages experienced

during this past year that were reported above.
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5.

You have asked whether the definitions of "venture capital

ccrnpany" in 5.1533 and 5.1940, with the additional restrictions in
those bills, are improvements on the definition in H.R. 3991. and
whether those definitions, coupled with the additional restrictions
in those bills, would still leave areas open for potential abuse.
While the Canmission has been asked to cx::rnnent on 5.1533 and
5.1940, it has not yet responded to that request; it is not possible,

therefore, for ne to provide you with the Canmission's analysis of the
questions you ask.

Moreover, I believe it would be inappropt"iate for

ne, as an individual Canmissioner, to cx::rnnent personally on bills
pending in the Senate

~fore

the Canmission has reached its c3efinitive

conclusions with respect to those bills.

Nonetheless, my

0I01IIl

preliminary

--review of 5.1533 am 5.1940 suggests -t.'1at the definitions of venture
capital cx:mpany in those bills do share many of the defects 'Which were
pointed out in my testiJrony for the Canmission on H.R. 3991.

Also, my

own preliminary review of 5.1533 and 5.1940 suggests that the additional
restrictions in those bills would not be sufficient to address all
the regulatory problems and potential abuses which the Camnission
has experienced with small business investnent cx:mpanies, Which tend
to operate in a manner similar to venture capital cx:mpanies.
When the Canmission does cx::rnnent on those bills, I wil1 have
copies of the cx::rnnents sent pranpUy to you.
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Mr. BROYHILL. At this time I would like to ask Mr. Arthur D.
Little, president-elect of the National Association of Small Business
Investment Companies, if he would come forward.
I would like to ask Mr. Russell L. Carson to appear with him
jointly and we will ask Mr. Little to give his testimony, then Mr.
Carson, and then we will ask questions of both.
Gentlemen, we have taken more time than we anticipated this
morning. If you do want to summarize your statements, they will
appear in the record, and at this time I will recognize Mr. Little for
whatever comments he would like to give.
STATEMENTS OF ARTHUR D. LITTLE, PRESIDENT-ELECT, NATIONAL ASSOCIATION OF SMALL BUSINESS INVESTMENT
COS., ACCOMPANIED BY JAMES L. WATTS, ASSOCIATE DIRECTOR; AND RUSSELL L. CARSON, ON BEHALF OF NATIONAL
VENTURE CAPITAL ASSOCIATION, ACCOMPANIED BY DANIEL
T. KINGSLEY, EXECUTIVE DIRECTOR, NVCA

Mr. LITTLE. Thank you, Mr. Chairman.
Mr. BROYHILL. If you would, both of you introduce your associates.
Mr. LITTLE. I will get to that, sir.
Just a couple of comments on the SEC testimony.
First of all, as to the question Mr. McMahon asked, we last year
suggested to the SEC when they were in the process of releasing
rule 144 that people who are affiliates in our sense, such as a
venture capital investor who might, for instance, start off owning
40 percent of a company in which we had invested, have the
opportunity after a 5-year period to sell a higher limit of the stock
than what the SEC had proposed.
.
The problem as we see it is, under their proposals, as long as we
remain an affiliate it could take us 12, 15 years to sell our interest
in the company through rule 144; and once we get down to below a
certain level of share holdings, if the management of the company
we're investing in does not want to sell or go public, then we are
simply in a position where the only thing that we have left to do, if
they don't feel like they want to buy us out, is just dribble the
stock out.
We find that to be quite a difficult thing to live with. We have
made a suggestion to the SEC on that matter.
In regard to the negotiations between the SBIC industry and the
SEC, I think again I would like to point out that those discussions
really were headed by Mr. Heizer and Ray Garrett and his group
and, of course, Mr. Heizer and the Heizer Corp. are in the SBIC
business, and they were really representing our industry in those
discussions.
I am Arthur D. Little, president and chief executive officer of
Narragansett Capital Corp., which is the largest of the publicly
held small business investment companies. I am also presidentelect of the National Association of Small Business Investment
Cos., which is the trade association for our industry, and I will
within a few days become president of the organization for the
upcoming year.
With me today from our association staff is James Watts, associate director.
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I am pleased to be before this subcommittee and to give my
comments regarding H.R. 3991, the Small Business Investment
Incentive Act, which has the cosponsorship of the overwhelming
majority of subcommittee members.
Although I would like to comment in detail about all of the
sections of this bill, I will, for the sake of time, comment only
briefly about some sections of the bill and concentrate on section 6,
which relates to the Investment Company Act of 1940.
My detailed feelings and those of our trade association are outlined in the written comments which have been entered into the
record [see p. 134].
Before getting into the legislation before us, however, I would
like to comment briefly on the place of smaller businesses in the
American economy as well as explaining a little bit about how the
SBIC program operates.
SBIC's are privately formed, privately capitalized, and privately
managed venture capital firms. In return for agreeing to invest
only in small businesses and to abide by the regulations of the
Small Business Administration, SBIC's are permitted to borrow
Treasury funds up to a maximum leverage rate of 4 to l.
Since SBIC private capital is subordinated to the Government
leverage, the private investor loses 100 percent before the Government loses a nickel. There is no pro rata sharing as in certain
other types of Government sponsored programs.
Also, the leverage funds which are provided through the Federal
Financing Bank carry a rate equal to the cost of money to the
Treasury plus one-eighth of 1 percent. Over the history of the SBIC
program, the direct loss to the Government from the SBIC program
has been miniscule when compared to the dollars of funding provided.
When assessing losses and gains,. however, it is the superficial
analysis which looks only at direct impact. Our association has
always known that the real benefit of. SBIC investments comes
from the growth and vigor we help produce in the companies in
which we invest. Until this year, however, a comprehensive study
of that growth had never been conducted.
.
Various studies over the years have shown how small companies
can grow faster and generate greater economic activity than mature corporations. In my written testimony I have cited studies on
this subject done by the Massachusetts Institute of Technology, the
SBA, and the American Electronics Association.
All these studies are fine, but none comprehensively analyzes
what is happening within the SBIC's portfolios. Recognizing the
need for such a comprehensive analysis, the executive committee of
our association last year authorized such a study.
The accounting firm of Deloitte, Haskins & Sells generously
volunteered to compile and keypunch data and to provide computer
programing services. We then conducted a nationwide search for a
known and respected economic analyst to oversee the study and
interpr.et the results. Our final choice for that' task was the firm of
Arthur D. Little, Inc.
Let me assure the subcommittee, however, that the similarity in
names is nothing more than coincidence. Arthur D. Little, Inc.
55-753 0 - 80 - 9
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clearly did provide us with the best proposal of any of the firms or
individuals we contacted.
Although the results of our comprehensive survey are still being
compiled, I am in the position to release for the first time today
some preliminary results. The full preliminary memorandum of
results from Arthur D. Little, Inc., is attached as an addendum to
this testimony [see p. 151].
You should refer to the table on page 4 of my written testimony,
this growth table showing SBIC financed companies far outstripping all small business in most categories.
Rather than going through that table, I would just let you examine that at your leisure.
Before getting into the specifics of H.R. 3991, I would like to
compliment the Securities and Exchange Commission on its efforts
over the last year in the area of small business financing.
During the last year the Commission liberalized rule 144 and
raised the regulation A offering ceiling to $1.5 million following
Congress action to raise the statutory ceiling of section 3(b) of the
Securities Act of 1933, under which regulation A is promUlgated.
Since the hearings of last year the Commission has made other
efforts to ease the burdens of the securities laws on small companies. Primary among these innovations .have been the adoption of
form S-18 for offerings of less than $5 million, and the new proposed rule 242, which would incorporate some of the changes embodied in H.R. 3991.
Also, the Commission has established the Office of Small Business Policy. We are very pleased that the Commission has made
changes in the rules and regulations which affect smaller companies and we are tremendously gladdened by the fact that the SEC
has indicated a continuing interest in our problems.
We feel, however, that while the Commission has taken positive
steps in the proper direction, a couple of great leaps forward are
still necessary. Also, we are keenly aware that problems exist in
other areas which affect small business capital formation. Certainly the tax laws are key, as evidenced by the reduction in the
.capital gains tax of last year and the resulting increase in venture
capital financing.
We do not feel, however, that because there may be many venture capitalists wishing to make public offerings that such phenomenon will automatically create a demand for the securities of their
companies. We do strongly feel, however, that when the market
factors are correct, the securities laws should not present insurmountable obstacles, or even aggravating impediments.
At times the latter do exist; occasionally, the former. This is
strongly evidenced by the fact that, even though tax laws and
securities regulations have been improved, the recently concluded
White House Conference on Small Business. field hearings nonetheless listed capital formation overwhelmingly as the top priorityand tax and securities provisions were listed as major impediments
in the capital formation area.
.
Now getting specifically to the bill. Accredited investor salessections 2 and 3 of H.R. 3991 would establish a new category of
investors known as accredited investors and affect purchases they
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make. Such investors would not be bound by the private offering
restrictions under section 4(2) of the Securities Act of 1933, or rule
146. The logic is that such investors are able to fend for themselves
and do not need the protections of the private placement rules
which currently exist.
Our association feels that there is great logic in this concept in
that excessive or duplicative protections merely waste time and
money. Accredited investors know what information they want
from a company when they are planning to purchase the company's securities. Such investors will conduct their own due diligence
so as to uncover problems which may exit. An expensive private
placement memorandum is in those cases completely unnecessary.
The Commission has recently proposed a new rule 242, which
would adopt the accredited investor concept put forth in H.R. 399l.
Our association compliments the Commission for taking this initiative and supports, in concept, proposed rule 242. The rule, however,
is deficient in at least two respects.
First, the $2 million ceiling would limit the usefulness of the rule
very severely. Indeed, many of the larger deals which are currently
syndicated between and among accredited investors-that is, precisely those investments rule 242 should be directed toward-would
not be able to make use of the rule.
For example, the overnight package delivery service, Federal
Express-which has been phenomenally successful since it went
public in April of last year-required three rounds of venture
capital financing totaling close to $30 million before the company
was viable enough to go public. We believe the Federal Expresses
of the future should be able to avail themselves of the more simple
procedures which the accredited investor concept would introduce.
Although the Commission has criticized H.R. 3991 for being too
broad in its accredited investor application, in that it would allow
quite large offerings to be made, we feel that common sense economics and not an artificial gap should dictate a ceiling. Some
offerings need more than $2 million, and in cases such as Federal
Express more than $10 million or $20 million. At some point,
however, common s.ense dictates a public offering since it is always
better to have freely tradable public market securities. Our association feels that a market will be a much more efficient allocator
than will a $2 million, or any other size, ceiling.
The second deficiency in the proposed rule is that it does not
allow resales to be freely made to other accredited investors but
rather Ipcks securities into the unattractive provisions of rule 144.
Again we go back to this problem of"letting people invest and put
the money into small business but restricting them from getting it
out. Our association feels that this is completely unnecessary since
if accredited investors are able to fend for themselves, they should
be allowed to trade limited-sale securities freely between and
among themselves.
Indeed, we hope that an active secondary market may be established among accredited investors so as to provide a degree of
liquidity above that which restricted securities currently have.
Such a market would reduce the pressures on small companies to
make premature public offerings to provide their original investors
with some liquidity, and would more easily allow investors to diversify and balance their portfolios.
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We understand that statutory changes may be necessary to cure
the deficiencies which we find in proposed rule 242 and we urge
the subcommittee to make such changes.
Finally, the Commission has criticized H.R. 3991 for allowing
persons not otherwise qualifying as accredited investors to be treated as such if they rely upon the advice of an otherwise qualified
accredited investor. We have no strong position on that provision
and would accept its deletion if the subcommittee feels that such
action is in the best interest of investor protection.
Resale of restricted securities-section 4 of H.R. 3991 would eliminate resale limitations on restricted securities if the holder of such
securities had been the beneficial owner for a period of not less
than 5 years prior to the date of sale or distribution. Our association strongly supports that provision and feels that it would be
extremely helpful to our industry.
The changes in rule 144, which doubled, and in some cases more
than doubled, the amount of securities which may be sold under
rule 144, have been extremely helpful to our industry and we again
compliment the Commission for taking that action. Resale restrictions were also later removed completely after a 3- or 4-year holding period, depending upon how the securities are traded, for nonaffiliates of an issuer. The problem our industry still faces, however, is in the resale restrictions currently imposed on affiliates.
Venture capitalists invest for the long term and they clearly
have "investor" intent. They seek to maximize their return, so they
would certainly not dump securities on the market and drive the
price down. Therefore, lifting resale restrictions after a 5-year holding period for venture capital companies would not harm other
public shareholders.
There is some concern that affiliates, relying on their insider
information may indeed sell out their positions upon knowledge of
problems the investee company could be about to encounter but of
which the public does not yet have knowledge. There are other
provisions of the securities laws, however, to protect against such
actions and our association feels that it is unwise and economically
hurtful to impose restrictions upon all affiliated investors for an
indefinite period of time in order to provide an extra layer of
protection against some unscrupulous individual who may at some
time in the fututre perpetrate an unlawful act.
Since the SEC feels that the bill would unnecessarily remove all
safeguards on restricted stock and therefore is too broad, we might
suggest limiting the provision in some way to only venture capital
companies. One suggestion might be along the lines of S. 1940
introduced October 25 by Senator Gaylord Nelson and four members of the Senate Banking Committee. S. 1940 lifts resale restrictions after a 5-year holding period for venture capital companies as
defined in the bill. We feel that such a compromise, if necessary,
would logically solve the problem that venture capital investors
have long been suffering under rule 144.
Liability in private offerings. Section 5 of H.R. 3991 would limit
the availability of a rescission action in private offerings to only
plaintiffs who had been denied protections under current law affecting private placements unless there were evidence of fraud on
behalf of the person or persons offering the securities.
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Our association feels that forcing an entire offering to fail if the
offeror of securities fails the test as to only one purchaser is a
dangerously high standard to impose. While we agree that the
current law does have a prophylactic effect, we feel that the consequences are unjustly harsh.
The Commission has said, however, that it currently is working
on amendments to rule 146 which would include a "substantial
compliance" or "good faith attempt" provision. Our association,
realizing that this is a complef{ and controversial area of the law, is
willing to wait for the COmmission's action in hope that the problem can thus be ultimately solved to the satisfaction of all parties.
I would like to deal now with section 6 of H.R. 3991. As a general
comment, the 1940 act is a inonster. First, and perhaps most importantly, it is unintelligible. It isn't that it is just complicated. It is
unintelligible. Even people who have spent their entire careers
dealing in securities legislation are unable to say clearly what
certain sections of that act say. By that I am specifically referring
to people such as Ray Garrett, a former SEC Commissioner.
Second, from a venture capital company point of view, the 1940
act simply does not fit. It was intended to regulate mutual funds,
which operate in a way extraordinarily different from venture
capital companies.
Section 6 of the bill would exempt venture capital companies
from the definition of investment company under section 3(c)(3) of
the Investment Company Act of 1940. I cannot overstate the importance of relieving venture capital companies from this burden.
This month's issue of Venture magazine in "Wall Street Takes
An Interest in SBIC's" states:
The U.S. securities laws, some investors complain, seem bent on helping the rich
get richer. Enacted in the name of investor protection, they prevent most all but the
wealthiet and most sophisticated investors from enjoying the risks-and thus making the killings-in purchasing private offerings of startups and other unseasoned
companies.

The article goes on to explain that about the only way small fry
can participate in new ventures is through ownership of shares of
one or more of the few publicly traded SBIC's left in existence.
Mr. BROYHILL. Could I interrupt to ask a question? Are you
arguing here or let's say encouraging unsophisticated investors to
make speculative investments?
Mr. LrrrLE. My next sentence was going to address that point.
We happen to agree with the SEC that the small investor should be
protected, but the effect of the 1940 act is to keep venture capital
companies, particularly those who have available to them well
seasoned and professional management, from going public. There is
no way for the small investor, or there is very little way for the
small investor to invest in the kinds of well-run professionally
managed venture capital companies, because there just aren't very
many around, and there is a good reason there aren't very many
around, and that is the 1940 act.
We do not feel that the small investor should directly make the
kinds of investments that we make, because they are risky. They
are something that takes a good deal of time.
A venture capital company as opposed to a mutual fund is not a
passive investor in most cases. It takes work to work for these
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portfolio companies, and we don't feel that the small, unsophisticated investor should have the burden of the kind of risk that
investing in some of these· companies directly would suggest.
What I am suggesting is that if you take off some of the burdens
of the 1940 act, or get rid of the 1940 act altogether as far as
venture capital companies are concerned, that there would be more
vehicles for people, for the small fry, if you will, to share in some
of the gains that can be made from this kind of investing.
Last year this subcommittee heard. considerable evidence of the
problems that venture capital firms face under the 1940 act. I could
recite a variety of war stories on this subject, but that really might
take all day. Suffice it to say-and this answers a question, Mr.
Broyhill, that you brought up earlier dealing with advance approvals for affiliated transactions-that we have had a matter pending
under section 17 of the 1940 act.
This is an application under section 17, for exemption by the
Commission. That application was put in in August of 1978. We
recently completed a section 17 application that was filed-let me
make sure I get my dates right now-on March 28 of this year, and
the SEC acted in what we thought to be a very prompt manner,
given our history of dealing with them, and that matter came out
of the Commission on June 29. That is a 3-month period.
I would have to· seriously debate the SEC talking about 60 days. I
mean if we can get a section 17 application in, and get .it processed
within 90 days, we regard ourselves and our lawyers and the SEC
as having done an extraordinarily quick job.
Our association feels that at this point most rational persons
agree that the problems are severe and something should be done
about them. The problem is that there is disagreement as to what
is the solution. In hearings last year, you and Congressman Eckhardt expressed concern about the problem, and since then the
industry representatives have worked with the SEC in an attempt
to devise a solution to the problem. Our association feels we have
made no headway. As my testimony will show, the industry has
exhausted its administrative remedies.
We realize that the SEC opposes any industry exemption, and we
firmly believe that their position is unreasonable. A large part of
the problem is that the SEC simply does not understand the venture capital industry. An example of the complete lack of understanding of the problem on behalf of the Commission is the definition of business development company-the SEC's term for venture
capital company-which was used in the proposed rule under the
Investment Advisers Act which was recently proposed by the Commission and was overwhelmingly opposed in comments to the Commission from outside sources.
One of the comments that was made by the gentleman from the
SEC was that on this particular issue of the Investment Advisers
Act, they got a very virulent reaction against this particular suggestion, and that they did not get any suggestions, positive suggestions, and that that frustrated them. Well, I would suggest that
they also mention to you, sir, that you would be frustrated if you
got that same kind of reaction, too. I would suggest on another
piece of legislation if you got that kind of reaction, you just drop
the piece of legislation.
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The reason they got such a bad reaction on that, and the reason
they didn't get any positive comments, was that from our industry's point of view, and I think many other people's point of view,
it was just such a bad job that the best thing to do was just get that
out of the way, and then start over fresh.
We urge Congress at this time to take the independent initiative
to once and for all decide the question of Investment Company Act
regulation of venture capital companies. Unfortunately, due to the
repeated assurances of the Commission, the issue has not adequately been addressed by the Congress. This has been true throughout
the history of the small business investment company program. In
their comments on H.R. 3991, the SEC refers to the Banking Committee report on the 1958 SBIC legislation, indicating the committee was convinced that it would not be wise to exempt small
business investment companies outright from the securities laws.
However, that comment referred to the Securities Act of 1933,
and the Trust Indenture Act of 1939, not the 1940 act. That committee report added that the Investment Company Act of 1940
should apply to SBIC's with one exception, obviously needed due to
the capital structure of leveraged small business investment companies. The question of total exemption was not sufficiently addressed, however, since the Banking Committee was assured that
any problems which may arise, especially in areas where the jurisdiction of the SBA and the SEC overlap, could be taken care of by
the Commission using its exemptive powers under section 6(c) of
the Investment Company Act.
Now let's keep score here. That is one.
Later, when SBIC's made public offerings and ran into terrible
problems under the Investment Company Act, SEC Chairman William Cary again assured the Congress that the issue would be
taken care of by the SEC. Again the Commission failed to do so.
That is two.
Following that, in March of 1968, after several years during
which the SEC failed to take any action on the problem, our
association began its 3-year, 2-month journey through formal administrative proceedings, a journey which was explained with documentation during this subcommittee's hearings on September 27
and 28 of last year. Under that hearing we won a favorable decision from the hearing examiner, only to have it reversed 3 to 2 by
vote of the Commission. That is three.
We look to the testimony tomorrow of Mr. Heizer of the Heizer
Corp. as another indication that the Commission is once again
failing to address the problem squarely. That is four.
All indications our association has received point to the fact that
we will receive little if anything at all for our efforts. The Heizer
Corp. will report that it has spent enormous sums of money directly or indirectly on the Investment Company Act of 1940. And that
is just to be certain not to fall under that act, and not to comply
with it, ·since the Heizer Corp. is still privately held. A problem our
industry faces, however, is that SBIC's and most other venture
capital companies are, due to the economics of the industry, relatively small.
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Their investments are made in small companies, and the number
of portfolio companies tends to be small, because portfolio companies need individualized attention, and that type of attention is not
easily delegated. Therefore it is only in the case of a rare company
as large as the Heizer Corp. that the large amount of money has
been spent can be spent.
In addition, the trade groups have similar limitations since the
amounts spent by the Heizer Corp. already exceeds the entire
annual budgets of the National Venture Capital Association and
our association.
To add insult to injury, the SEC in its comments indicates that
1940 act regulation indeed may be beneficial to venture capital
firms due to the fact that public confidence is enhanced by such
regulation. First of all, we reject outright any representation that
the Investment Company Act of 1940 is needed to insure public
confidence in public venture capital firms.
Our association does want to maintain adequate investor protection, and obtain relief from the Investment Company Act. Our
suggested compromise is to exempt venture capital companies
while retaining certain protections which the 1940 act provides.
Specifically, we would suggest for an exempted venture capital
company:
One, registration and reporting under the Securities Exchange
Act of 1934, regardless of whether or not otherwise required.
Two, a majority of disinterested directors on the board of the
venture capital company.
Three, no ownership of portfolio company securities by officers,
directors and controlling persons of the venture capital company.
Four, treating securities held by the venture capital companies
as if they were purchased privately, even if those securities had
been purchased in the public markets.
The National Association of SBIC's and others appearing before
you today feel that the time for Congress to act on our Investment
Company Act problem is long overdue. We have repeatedly come to
Congress for legislative relief and been shunted back to the SEC for
administrative relief which has been promised but never forthcoming, on at least those four occasions that I mentioned.
Two things should be clear to this subcommittee from my testimony: One, that impediments should be removed from companies
that finance smaller businesses, because these small businesses are
so important to our economy. Two, that more people should be
allowed the opportunity to invest in professionally managed public
venture capital companies. These things will not take place unless
this subcommittee addresses the issue legislatively and provides
the adequate relief that the venture capital industry so richly
needs and deserves.
Our final request deals with two minor provisions relating to an
Investment Company Act exemption. First, regulation E, the SBIC
counterpart to the regulation A offering, is currently still at the
$500,000 level. We ask that the subcommittee encourage the raising of the regulation E offering ceiling to the $2 million maximum
currently allowed under the Securities Act of 1933.
The answer that the SEC gave when we talked about that particular area was that never had regulation E been used much any-

--"
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way. If you have to face the 1940 act, it is really no great surprise
to me that people didn't use regulation E. I think certainly if we
can dismiss some of the problems ~der the 1940 act or get rid of it
altogether, that increase in the regulation E limit should go
through.
Second, we request that in conjunction with the Investment Company Act of 1940 exemption, a provision be included to insure that
a company which needs to stay registered under the Investment
Company Act of 1940 for tax reasons be allowed to do so. It is the
intention of our association to seek a minor amendment to section
851 of the Internal Revenue Code which will allow venture capital
companies exempt from the Invesment Company Act of 1940 but
otherwise meeting the diversification requirements of subchapter
M of the tax code, to retain their subchapter M tax treatment.
In summary, the National Association of Small Business Investment Companies maintains that H.R. 3991 would provide a giant
step in the direction of venture capital formation. Our association
knows that the additional freeing-up of private purchase and resale
provisions under the Securities Act of 1933 combined with the
major decision to exempt venture capital firms from the Investment Company Act of 1940 would allow many more dollars to be
channeled into small growth-oriented-type companies. That is certainly a worthwhile objective.
While we strongly support liberalization under the 1933 act and
the 1940 act, we do not want to do away with investor protection.
Indeed, such action would be against our interests in the long run.
We feel, however, that there is certainly a balancing test between
investor protection and venture capital formation. The priorities
are currently way out of balance. Our association stands willing
and eager to work with this subcommittee toward a solution to
these security problems which plague venture capital.
Mr. Chairman, I thank you for the opportunity to appear here
today. I would be happy to respond to any questions that you may
have.
[Testimony resumes on p. 177.]
[Mr. Little's prepared statement and attac~ent follows:]
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the overwhelming majority of Subcommittee members.

Before getting

into the details of the legislation before us, however, I would like
to comment briefly on the Small Business Investment Company Program
and explain how it operates.
SBICs are privately formed, privately capitalized and privately
managed venture capital firms.

In return for agreeing to invest only

in small businesses and to abide by the regulations of the Small
Business Administration, SBICs are permitted to borrow Treasury funds
up to a maximum leverage rate of 4-to-l. All private capital is at
risk so that the discipline of the private sector is strictly imposed.
That means that since private capital is subordinated to the government leverage, the private investor loses 100% before the government
loses a nickel. There is no pro rata sharing as in certain other
types of government sponsored programs.

Also, the leverage funds

which are provided through the Federal Financing Bank, carry a rate
equal to the cost of money to the Treasury plus one-eigth of one
percent.

Over the history of the SBIC program, the direct loss to

the government from the SBIC Program has been miniscule when compared
to the dollars of funding provided.
When assessing losses and gains, however, it is the superficial
analysis which looks only at direct impact.

Our Association has

always known that the real benefit of SBIC investment comes from the
growth and vigor we help produce in the companies in which we invest.
Until this year, however, a comprehensive study of that growth had
never been conducted.
Various studies over the years have shown how small companies
can grow faster and generate greater economic activity than mature
corporations.

One such study conducted by the Massachusetts Institute
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of Technology Development Foundation compared the performance of six
mature companies, five innovative companies and five young-high
technology companies.

From 1969 to 1974, the average annual contri-

bution of those companies in terms of jobs and revenues was as follows:
Type of Company

Sales Growth

Job Growth

f·lature

11.4%

0.6%

Innovative

13.2%

4.3%

Young high-technology

42.5%

40.7%

Another survey, conducted by the SBA, sampled SBIC-financed small
businesses and found that those companies achieved annual growth rates
of 25% for employment, 27% for revenues, 27% for profits and 35% for
assets.
A more recent study which was conducted by the American Electronics
Association showed that among AEA members, which included young,
intermediate and mature corporations, the employment growth rate for
companies between five and ten years old was 55 times the rate in
mature companies.

It also found that for every $100 of equity capital

invested in young companies founded between 1971 and 1975, those
companies generated, spent or paid in 1976 alone:
- $70 in exports,
- $33 on research and development,
$15 in federal corporate income taxes,
- $15 of personal income tax revenues, and
- $ 5 in state and local taxes.

All these studies are fine, but none comprehensively analyzes
what is happening within the SBIC's portfolios.

Recognizing the need

for such a comprehensive analysis, the Executive 'Committee of our
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Association last year authorized such a study.

The accounting firm

of Deloitte, Haskins and Sells generously volunteered to compile and
key punch data and to provide computer programming services.

We then

conducted a nation-wide search for a known and respected economic
analyst to oversee the study and interpret the results.

Our final

choice for that task was the firm of Arthur D. Little, Inc.

Let me

assure the Subcommittee, however, that the similarity in names is
nothing more than coincidence.

Arthur D. Little, Inc. clearly did

provide us with the best proposal of any of the firms or individuals
we contacted .
. Although the results of our comprehensive survey are still being
compiled, I am in the position to release for the first time today
some

prel~inary

results.

The full preliminary memorandum of results

fr.om Arthur D. Little, Inc. is attached as an adendum to this
testimony.

For purposes of illustration at this time, however, I am

including the following growth table showing salc financed companies
for outstripping all small business in most categories:
A COMPARISON OF THE GROWTH OF SaIC PORTFOLIO COMPANIES
WITH THE GROWTH OF ALL SMALL COMPANIES*
Year of
Initial
Fi nancing:

PRE-l 972
1972-1975
1976-1977
salc
SaIC
SaIC
PORTFOLIO ALL SMALL PORTFOLIO ALL SMALL PORTFOLIO ALL SMALL
COMPANIES COMPANIES"* COMPANIES COMPANIES"* COMPANIES COMPANIES'"

Employment

296%

29%

Sales

596

76

Profits

899

Assets
Federa 1 Corporate Taxes

24%

48%

207

43

81

16

144

565

61

52

53

462

48
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30

92

13

549

III

319

67

35

71

(Footnotes on following page)

99%

8%
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*For SBIC's, growth rates are measured from the year prior to SBIC
financing to the most recent fiscal year. For small companies in
general, the comparison is from 1970, 1972 and 197~ to 197B.
**For financial measures, manufacturing corporations with less than
$5 million in assets. For employment, all corporations with less
than 100 employees.
Source: Federal Trade Commission, Quarterly Report of Manufacturing
Corporations and U.S. Bureau of the Census, County Business Patterns.
SECURITIES LAWS GENERALLY
Before getting into the specifics of H.R. 3991, I would like to
compliment the Securities and

Ex~hange

Commission on its efforts over

the last year in the area of small business financing.

Shortly before

the hearings held during September of last year by this Subcommittee,
the Commission liberalized Rule 144 and raised the Regulation A
offering ceiling to $1.5 million following Congress' action to raise
the statutory ceiling of Section 3(b) of the Securities Act of 1933
under which Regulation A is promulgated.

Since the hearings of last

year the Commission has made other efforts to ease the burdens of the
securities laws on small companies.

Primary among these initiatives have

been the adoption of form S-18 for offerings of less than $5 million,
and the new proposed Rule 242 which would incorporate some of the
changes embodied in H.R. 3991.

Also the Commission has established

the Office of Small Business Policy, a decision which was announced
for the first time by SEC Chairman Harold Williams in his address
before the White House Conference on Small Business Regional Conference
in New York City on April 5th of this year.

We are very pleased that

the Commission has made changes in the rules and regulations which
affect smaller companies and we are tremendously gladdened by the fact
that the SEC has indicated a continuing interest in our problems.
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We feel, however, that while the Commission has taken positive
steps in the proper direction, a couple great leaps forward are still
necessary.

Also, we are keenly aware that problems exist in other

areas which affect small business capital formation.

Certainly the

tax laws are key, as evidenced by the reduction in the capital gains
tax of last year and the resulting increase in venture capital
financing.

We also realize that in addition to incentives we need

investor interest.

The classical economist J. B. Say hypothesized

that "supply creates its own demand".

We do not feel, however, that

because there may be many venture capitalists wishing to make public
offerings that such phenomenon will automatically create a demand for
the securities of their companies. We do strongly feel, however, that
when the market factors are correct, the securities laws should not
present insurmountable obstacles, or even aggravating impediments.
At times, the latter do exist; occasionally, the former.

This is

strongly evidenced by the fact that, even though tax laws and securities regulations have been improved, the recently concluded White
House Conference on Small Business field hearings nonetheless listed
capital formation overwhelmingly as the top priority.

Tax and

securities provisions were listed as major impediments in the capital
formation area.
ACCREDITED INVESTOR SALES
Sections 2 and 3 of H.R. 3991 would establish a new category of
investors known as "accredited" investors and affect purchases they make.
Such investors would not be bound by the private offering restrictions
under Section 4(2) of the Securities Act of 1933, or Rule 146.

The logic

is that such i nves tors are able to "fend for themse 1ves" and do not need
the protections of the private placement rules which currently exist.
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Our Association feels that there is great logic in this concept
in that excessive or duplicative protections merely waste time and
money.

Accredited investors know what information they want from a

company when they are planning to purchase the company's securities.
Such investors will conduct their own "due diligence" so as to uncover
problems which may exist .. An expensive private placement memorandum
is in those cases completely unnecessary.
The Commission has recently proposed a new Rule 242 which would
adopt the accredited investor concept put forth in H.R. 3991.

Our

Association compliments the Commission for taking this initiative and
suppor:-ts, in concept, proposed Rule 242.

The Rule, however, is deficient

in two respects.
First, the $2 million ceiling would limit the usefulness of the
Rule very severely.

Indeed, many of the larger deals which are cur-

rently syndicated between and among accredited investors -- i.e.
precisely those investments Rule 242 should be directed towards -would not be able to make use of the Rule.

For example, the overnight

package delivery service, Federal Express, which has been phenomenally
successful since it went public in April of last year, required three
rounds of venture capital financing totaling close to $30 million
before the company was viable enough to go public.

We believe the Federal

Expresses of the future should be able to avail themselves of the more
simple procedures which the accredited investor concept would introduce.
Although the Commission has criticized H.R. 3991 for being too
broad in its accredited investor application in that it would allow
quite large offerings to be made, we feel that common sense economics and
not an artifical cap should dictate a ceiling.

Some offerings need
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more than $2 million, and in cases such as Federal Express more than
$10 or $20 million.

At some point, however, common sense dictates a

public offering since it is always better to have freely tradeable
public market securities.

Our Association feels that a market will

be a much more efficient allocator than will a $2 million, or any
other

siz~,

ceiling.

The second deficiency in the proposed Rule is that is does not
allow resales to be freely made to other accredited investors but
rather locks securities into the unattractive and illiquid position
currently thrust upon restricted securities.

Our Association feels

that this is completely unnecessary since if accredited investors are
able to fend for themselves, they should be allowed to trade "limited
sa le securities" freely between and among themsel ves.

Indeed, we

hope that an active secondary market may be established among accredited investors so as to provide a degree of liquidity above that which
restricted securities currently have.

Such a market would reduce

the pressures on small companies to make premature public offerings
to provide their original

investo~s

with some liquidity, and would

more easily allow investors to diversify and balance their portfolios.
We understand that statutory changes may be necessary to cure
the deficiencies which we find in proposed Rule 242 and we urge the
Subcommittee to make such changes.
Finally, the Commission has criticized H.R. 3991 for allowing
persons not otherwise qualifying as accredited investors to be treated
as such if they rely upon the advice of an otherwise qualified accredited
investor.

We have no strong position on that provision and would accept

its deletion if the Subcommittee feels that such action is in the best
interest of investor protection.

55-753 0 - 80 - 10
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RESALE OF RESTRICTED SECURITIES
Section 4 of H.R. 3991 would eliminate resale limitations on
restricted securities if the holder of such securities had been the
beneficial owner for a period of not less than five years prior to
the date of sale or distribution.

Our Association strongly supports

that provision and feels that it would be extremely helpful to our
industry.
The changes in Rule 144 which doubled, and in some cases more
than doubled, the amount of securities which may be sold under Rule
144 have been extremely helpful to our industry and we again compliment the Commission for taking that action.

Resale restrictions were

also later removed completely after a three or four-year holding
period, depending upon how the securities are traded, for non-affiliates
of an issuer.

The problem our industry still faces, however, is in

the resale restrictions currently imposed on affiliates.
Venture capitalists invest for the long-term and they clearly
have "investor" intent.

They seek to maximize their return, so they

would certainly not dump securities on the market and drive the price
down.

Therefore, lifting resale restrictions after a five-year holding

period for venture capital companies would not harm other public shareholders.
There is some concern that affiliates, relying on their
insider information may indeed sellout their positions upon
knowledge of problems the investee company could be about to
encounter but of which the public does not yet have knowledge.
There are other provisions of the securities laws, however, to
protect against such actions and our Association feels that it is
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unwise and economically hurtful to impose restrictions upon all affiliated
investors for an indefinite period of time in order to provide an extra
layer of protection against some unscrupulous individual who may at
some time in the future perpetrate an unlawful act.
Since the SEC feels that the bill would

~nn.ecessarily

remove all

safeguards on restricted stock and therefore is too broad, we might
suggest limiting the provision in some way to only venture capital
companies.

One suggestion might be along the lines of S. 1940 intro-

duced October 25th by Senator Gaylord Nelson and four members of the
Senate Banking Conmittee.

S. 1940 lists resale restrictions after a

five-year holding period for venture capital companies as defined in
the bill.

We feel that such a compromise, if necessary, would logically

solve the problem that venture capital investors have long been suffering under Rule 144.
LIABILITY AND PRIVATE OFFERINGS
Section 5 of H.R. 3991 would limit the availability of a rescision
action in private offerings to only plai'ntiffs who had been denied
protections under current law affecting private placements unless there
were evidence of fraud on behalf of the person or persons offering the
securities.
Our Association feels that forcing an entire offering to fail if
the offeror of securities fails the test as to only one offeree is a
dangerously high standard to impose.

I~hile

we agree that the current

law does have a prophylactic effect, we feel that the consequences
are unjustly harsh.
The Commission has said, however, that it currently is working
on amendments to Rule 146 which would include a "substantial compliance"
or "good faith attempt" provision.

Our Association, realizing that this
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is a complex and controversial area of the law, is willing to wait
for the Commission's action in hope that the problem can thus be
ultimately solved to the satisfaction of all parties.

INVEsn~ENT

COMPANY ACT EXEMPTION

Section 6 of H.R. 3991 would exempt venture capital companies
from the definition of Investment Company under Section 3(c)(3) of
the Investment Company Act of 1940.

I cannot overstate the importance

of that section of the bill.
This month's issue of Venture magazine in "Wall Street Takes An
Interest in SBICs" states:
"The U.S. securities laws, some investors complain,
seem bent on helping the rich get richer. Enacted
in the name of investor protection, they prevent most
all but the wealthiest and most sophisticated investors from enjoying the risks -- and thus making the
killings -- in purchasing private offerings of startups and other unseasoned companies."
The article goes on to explain that about the only way "small
fry" can participate in new ventures is through ownership of shares
of one or more of the few publicly traded SBICs left in existence.
The problems venture capital firms suffer under the Investment
Company Act of 1940 are well ducumented. l Our Association feels that
at this point most rational persons agree that the problems are severe
and something should be done about them.

Where the disagreement lies,

however, is in the solution.

l~e refer primarily to the hearings of the Consumer Protection
and Finance Subcommittee on September 27 and 28 of last year and
documentation produced pursuant to those hearings.
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Many Small Business Investment Companies have struggled withthe Investment Company Act of 1940 including my company, Narragansett
Capital Corporation, which was formed publicly in 1960.

In hearings

of last year, Congressmen Broyhill and Eckhardt expressed concern about
the problem and since then industry representatives have worked with
the SEC in an attempt to devise a solution to the Investment Company
Act problem.

Our Association feels that we have made no headway.

The industry has exhausted its administrative remedies.
We realize the SEC opposes any industry exemption, and we firmly
believe that their position is unreasonable.

An example of the complete

lack of understanding of the problem on behalf of the Commission is the
definition of business development company (the SEC's term for venture
capital company) which was used in the proposed Rule under the Investment Advisors Act which was recently proposed by the Commission and
was overwhelmingly opposed in comments to the Commission from outside
sources.

The comments to the Commission from the National Venture

Capital Association and from our Association as well as other parties
proved that the Commission does not have a realistic vision of how to
even define a venture capital company, much less understand how they
work.
We urge Congress at this time to take the independent initiative
to once and for all decide the question of Investment Company Act
regulation of venture capital companies.

Unfortunately, due to the

assurances of the Commission, the issue has not been adequately
addressed by Congress in the history of the Small Business Investment
Company program.
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The Comments of the SEC on H.R. 3991 indicate that the Congress
has squarely addressed the issue.

On page 17 of its comments, the

SEC indicates that the Senate Banking Committee when writing the
original SBIC legislation concluded that it would not be wise to exempt
SBICs "outright from the securities laws". 2 If one reads the Banking
Con~ittee

report in context, however, it is clear that the Committee

was referring directly to the Securities Act of 1933 and the Trust
Indenture Act of 1939 when it stated that it would be unwise to
"exempt such investment companies outright from the securities 1aws".3
The Committee Report adds that the Investment Company Act of
1940 should apply to SBICs with one exception which was obviously
needed due to the capital structure of leveraged Small Business
Investment Companies.

The question of total exemption was not

sufficiently addressed, however, since the Banking Committee was
ussured that any problems which may arise, especially in areas where
the jurisdiction of the SBA and the SEC overlap, could be taken care
of by the Commission using its exemptive powers under Section 6(c)
of the Investment Company Act. 4

2"~lemorandum of the Securities and Exchange Commission to the
/louse Committee on Interstate and Foreign Commerce on H. R. 3991,"
Page 17, footnote 23, AU9ust 20, 1979.

3Report of the Committee on Banking and Currency on the Small
Business Investment Act, S. 3651, Senate Report No. 1652, 85th
Congress, 2d Sess. 13 (1958).
4"Statement of Edward N. Gadsby, Chainnan, Securities and
Commi ss ion", Heari ngs Before A Subcommittee of the Committee
lJn Bankin and Currenc , Unlted States Senate, on S. 3651 (and related
bills, 85th Congress, 2d Sess. 239, April 28, 958.
~xchange
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Later, when SBICs made public offerings and ran into terrible
problems under the Investment Company Act, SEC Chairman William Cary
again assured the Congress that the issue would be taken care of by
the SEC.5 Again the Commission failed to do so.
In Narch of 1968, after several years during which the SEC failed
to take action on the problem, our Association began its three year,
two month journey through a formal administrative proceeding which was
explained, with documentation, during this Subcommittee's hearings on
September 27 and 28 of last year.

We won favorable decision from the

Hearing Examiner only to have it reversed by a 3-to-2 vote of the
Commission.
We look to the testimony today of Mr. Heizer of the Heizer
Corporation as evidence that the Commission is once again failing to
a~dress

the problem squarely.

All indications our Association has

received point to the fact that we will receive little if anything
at all for our efforts.

The Heizer Corporation will report that it

has spent enormous sums of money directly or indirectly on the
Investment Company Act of 1940.

And that is just to be certain to

avoid falling under that Act, and not to comply with it, since the
Heizer Corporation is still privately held!
Others connot do what Heizer has, however, since SBICs and most
other venture capital companies are, due to the economics of the
industry, relatively small.

Investments are made in small companies

and the number of portfolio companies also tends to be small since

5Report of the Committee on Banking and Currency on the Small
Business Investment Act Amendments of 1961, Senate Report 22 No. 801,
87th Congress, 1st Sess. 3 (1961).

148
those portfolio companies need individualized attention and that type
of attention is not easily delegated to staff.

Therefore, it is only

in the case of a rare company as large as Heizer Corporation that the
large amount of money which has been spent, can be spent.

In addition,

tne trade groups have similar limitations since the amount spent by
the Heizer Corporation already exceeds the entire annual budgets of
the National Venture Capital Association and our Association combined.
To add insult to injury, the SEC in its comments indicates that
1940 Act regulation indeed may be beneficial to venture capital firms
due to the fact that public confidence is enhanced by such regulation.
First of all, we reject outright any representation that the Investment Company Act of 1940 is needed to insure public confidence in
public venture capital firms.

But even if it were, is regulating an

industry out of existence insuring confidence?
Our Association wants to maintain adequate investor protection
and obtain relief from the Investment Company Act.

Our suggested

compromise, if this Subcommittee feels a compromise is needed, is to
exempt venture capital firms while retaining certain protections which
the 1940 Act supposedly provides.

Specifically, we would suggest for

an exempted venture capital company:
(1) registration and reporting under the Securities
Exchange Act of 1934 regardless of whether or not
otherwise required,
(2) a majority of disinterested directors on the
board of the venture capital company,
(3) no ownership of portfolio company securities
by officers, directors and controlling persons
of the venture capital company, and
(4) treating all securities held by the venture
capital company, regardless of how acquired, as
if purchased privately.
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The National Association of SBICs and others appearing before
you today feel that the time for Congress to act on our Investment
Company Act problem is long overdue.

The Commission has not provided

and will not provide adequate rel ief and our case is more than "ripe"
for

Congressional review and action.

We ask in the strongest way

we know that the Subcommittee please address the issue legislatively
and provide the adequate relief that the venture capital
industry so much needs and deserves.
REGULATION E; ALTERNATIVE REGISTRATION
Our final request of the Subcommittee deals with two minor provisions relating to an Investment Company Act exemption.

First.

Regulation E. the SBIC counterpart to the Regulation A offering. is
currently still at the $500.000 level.

We ask that the Subcommittee

encourage the raising of the Regulation E offering ceiling to the $2
mill ion maximum currently allowed under Section 3(b) of the Securities
Act of 1933.
Second. we request that in conjunction with the Investment Company
Act of 1940 exemption. a provision be included to insure that a company
which needs to stay registered under the Investment Company Act of 1940
for tax reasons be allowed to do so.

It is the intention of our Associ-

ation to seek a minor amendment to Section 851 of the Internal Revenue
Code which will allow venture capital companies exempt from the Investment Company Act of 1940 but otherwise meeting the diversification
requi rements of Subchapter
~1

tax treatment.

problem.

i~

of the tax code. to reta in thei r Subchapter

Such action will ultimately cure the registration

In the interim. however. those companies have need to remain

registered.
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CONCLUSION
In summary, the National Association of Small Business Investment
Companies maintains that H.R. 3991 would provide a giant step in the
direction of venture capital formation.

Our Association knows that

the additional "freeing-up" of private purchase and resale provisions
under the Securities Act of 1933 combined with the major decision to
exempt venture capital firms from the Investment Company Act of 1940
would allow many more dollars to be channeled into small growthoriented type companies.

That is certainly a worthwhile objective.

While we strongly support liberalization under the 1933 Act and
the 1940 Act, we do not want to do away with investor-protection.
Indeed, such action would be against our interests in the long run.
We feel, however, that there is certainly a balancing test between
investor protection and venture capital formation.
currently out of balance.

The priorities are

We urge the Subcommittee to correct that

situation.
Finally, we realize that changing the securities laws will
not solve all the problems which plague venture capital.

That all

the solutions do not lie in the realm of the securities law, however, is not justification for an abdication of our responsibility.
There are problems which need to be addressed and must be addressed.
Our Association stands willing and eager to work with this Subcommittee toward a solution to those securities problems which plague
venture capital.
Mr. Chairman, Subcommittee members, I thank you for the opportunity
to appear before you today and I will be happy to respond to any
questions you may have at this time.

151

DRAFT

MEMORANDUM

To:

A.G. Gols

Ca'tl'.

cc:

Robert Allsop (NASBlC)
James Watts
(NASBlC)

Sublet!.

Oct. 24, 1979

flale

Pace: 1

Prel iminary Results of SBlC Portfol io
Com~any Survey

This memorandum sUl1111arizes some preliminary conclusions drawn from NASBIC's
SBlC portfolio company survey.

It will be the basis of Bob Allsop's pres-

entation of preliminary study results to the NASBIC convention in Phoenix on
November lath.
on October 29th,

At our meeting with Bob Allsop and Jim Watts in Cambridge
I~e

will discuss the memorandum and how it can be incorporated

into a presentation.
This memorandum should be considered preliminary in that it repr'esents our
initial impressions from the data rather than a detailed analysis.

The

Time-~haring

(not

late receipt of the data output from General Electric

all the data has been received at the time this memo was written) precluded our analyzing the data in detail, and

al101~ed oS

to COlolillent only

tentatively on the representativeness of the data in the survey.

Our final

memorandum to NASBIC wi 11 analyze the survey da ta in greater deta il and
comll1en tin more deta il on the representativeness and re 11 abi Ii ty
There are five sections to this memorandum.

~,;

11

tne da ta.

The first section briefly

sUlimlarizes the scope and objectives of the study.
marizes the major study conclusions.

OT

The second sectiun

SUIil-

Sectiun III describes the approach

used to obtain the data for the analysis. and Section IV contains a IIIOl'e
detailed discussion of the study's conclusions on economic impact.

Section

presents data on the number of companies receiving SBIC financing and the
amout of financing they received.

F,oooo ... ..Edwa:~ .olo.t~....

Bld~

I RoolII

.Exi . .
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I.

Scope and

Objectiv~s

The primary objective of the NASBIC data survey is to evaluate some major
contributions of the SBIC's to the national economy. There has
been a general lack of information on the accomplishments of the SBIC
program. Providing information on the economic impact of SBIC's can
fulfill two purposes:
(1)

It can furnish infonnation on the program which can

be useful in providing congressional and administrative
testimony in support of continued growth in the Government's program of financing SBIC's activities. In
discussions of the SBIC program with Congressional and
. Executive staff, one of the recurring themes is
th~ lack of information on how well the program works .
. (2)

It can provide the industry with knol/ledge of how well it

is doing and possibly identify areas where leyislative or
executive action may be called for.
The data for the analysis was obtained from questionnaires sent to the
SBIC's requesting data on certain financial/economic measures for their
portfolio comapnies.
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II.

Conclusions

Out of about 6.000 portfolio companies receiving SBIC funding. approximately
600 returned information requested in the questionnaire. These companies have
received approximately $280 million in SBIC funds since their first financing.
The contributions these portfolio companies have made to the u.s. economy
as measured by selected indicators for the dme period from the year prior
to each company's initial SBIC financing to its most recent fiscal year
include the following:
Employment
Payroll
Sales
Pre-Tax Profits
Assets
Federal Corporation
Taxes

35.000
$344
$2.0
$146

State &Local Taxes
R&D Expenditures
Net Worth

$1.3

Jobs
mill ion
bill ion
mi 11 ion
bi 11 ion

$47

million

$12
$39
$384

mill ion
mi 11 ion
mill ion

To illustrate the relative significance of the economic contributions of the
SnIC portfolio companies. we have calculated the percentage change in certain
key economic impact measures for portfolio companies and compared them to
the change in the same measures for the general population of all sma11 business
companies. (See Table 1.) The comparison shows that for each of the
five measures. the growth rate for SBIC-portfolio companies far exceeded the
growth rate for all sma11 companies. For example, SBIC portfolio cOlilpanies
that received their initial SBIC financing prior to 1972, had a growth in
employment of 296%, as measured for the reriod tram the year prior to the
initial financing to the most recent fiscal year for' which illformation ~Ias
available, while employment for all small comranies gre~1 by only 29%. Similarly.

TABLE 1
A COMPARISON OF THE GRmlTH
OF SBIC PORTFOLIO Cor·1PANIES I~ITH
THE GROWTH OF ALL SMALL cor~PANIES*
1976-1977
1972-1975
PRE-1972
19ZB-19Z9
SBIC
SBtC
ALL
sr.1ALL
SBIC
sr.1ALL
SBIC
ALL sr·1ALL
PORTFOLIO ALL SMALL ** PORTFOLIO C0I1PANIES ** PORTFOLIO ALL
C0I1PANIES ** PORTFOL.IO COMPAflIES **
CQi1PAN I ES CO~lPArH ES
cor~PAfll ES
COMPANIES
CJtlPANIFS
Employment

296%

29%

Sales

596

76

Profits

899

Assets
Federa 1 Corportlte Taxes

99%

41%

NA

16

68

NA

53

63

NA

30

52
92

13

60

NA

61

35

7~

101

IIA

24%

48%

207

43

81

144

565

61

462

48

137

549

-lll

J19

8%

* For SBIC's growth rates are measured from the year prior to SBIC financing- to the most recent fiscal year.
For small companies in general ,.the comparison is from 1970,1972 and 1976, to 1978.

**

For financial measures, manufacturing corporations with less than $5 million in assets.
corporations with less than 100 empJoyees.

Source:

For employment, all

Federal Trade Commission, Quarterly Report of Manufacturing Corporations and U.S. Bureau of the
Census, County Business Patterns.

~

~
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SBIC portfolio

co~panies

that received their initial SBIC financing in 1976_

or 1977 had a 92% increase in assets cOlllpat'ed with a growth of on Iy 13% forall small companies.

Figure 1 contains a graphic representation of the em-

ployment comparison.

Table 2 shows the increase for all the impact measures.

II J.

Approach

The study evaluates the economic impact of SBIC's by examining the economic
performance of the companies in which SBIC's -have a loan or equity interest
i.e. the so-called portfol io companies. Economic perfonnance is measured
by the percentage change-in the follo~ling financial/economic impact roleasures.

•
•
•

Sales
Gross Payroll
Federal Corporation Income Taxes

•

State and Local Taxes

•

Research and Development Expenditures

•

Pre-Tax Profits

•

Total Assets

•

Long-Term Debt

•

Net Worth

These measures were selected as the basis for the analysis because:
•

data for most of the measures were found
to be more readily available from portfolio
conlpany financial statements than other data;

•

the measures have generally accepted definitions, which help assure the comparabil ity of the data across portfolio companies; and

TABLE

CHANGES IN ECONONIC PERFORMANCE MEASURES FROM YEAR PRIOR TO INITIAL S81C

Hl PilST mM mal m~ rOA sm IIl!l!TrOrlO 1
m OF INITIAl SIIIt r1hAlitIN(
(Dollar Amounts In Thousands)

m.:.!lli
Percent
Increase

99S

1978-1979
Percent
Increase
Increase

Total
Increase~

Percent
Increase

34,932

213S

296%

$ 11,186

4,591

481:

&nlSS Palnlll

$149,018

485

$104,768

144

57.882

69

$ 32,854

61

$344,522

142

S,les

$865,278

~96

S642 ,612

207

$327,845

81

$179,876

68

$2,015,611

179

Pr.lfl ts

$ 62,447

899

$ 68,340

565

$

7,318

52

S 8,277

63

$146,382

667

Assets

$543,1150

462

$418,325

137

$217,197

92

S128,641

60

$1,308,013

410

6,694

,85

4,994

101

S 46,919

224

(576)

(34)

Employment

16,164

In~

1972-1975
1976-1977
Percent
Percent
Increase
Increase ' Increase Increase

2,991

41S

$ 22,514

549

S 12,717

319

st.te , Local rax.'

S 6,132

1',125

S 4.670

316

2.206

75

$ 12.432

187

Research & Development

$ 19,813

801

S 10,697

100

5,071

39

3.122

63

$ 38,703

124

Net Worth

$195,063

729

$131,802

251

S 38,929

88

18,498

36

S384 .292

986

Fedenl eo"",nte Taxn

$

$

.....

~
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• The measures offer eas ily unders tandabl e
and generally acceptable indicators of economic
impact that lan De conveniently presented
to executive and legislative policy-makers
in support of NASBIC efforts to illustrate
the economic benefits of the SBIC program.

To provide better insight into the variety and significance of the changes
in the financial/economic impact measures, the data for each measure are
also organized along portfolio company groups of certain:
•
•
•
•
•
•

asset sizes
employment sizes
indus tri es
regions
types of SBIC financing
ages of companies at time of financing

Thus, by using the above classifications of portfolio companies typical
questions which the study can answer might be: How much employment growth
occurred in portfolio companies in X region? In companies of a certain
age or size? In companies in certain industries? Section IV which
follows will illustrate how such questions can be answered from data in
the survey.
A questionnaire requesti~g .t~e data on financial/economic impact measur.!!.s
and categories of portfolio companies 11as designed by Arthur D. Little, Inc.,
in conjunction with NASBIC staff and officers (Attached). The questionnaire
was pre-tested by the NASBIC Executive Committee to· assure the availabil ity
of data, to identify difficulties in obtaining it, and to assure the clarity
of the questions. Questionnaires were sent to all SBIC's with instructions to
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complete one for each portfolio company by using data in their files, or by
obtaining the data from the portfolio companies. The completed questionnaire
data were received and processed by Deloitte Haskins and Sells, according to
the data aggregation and analysis format developed by Arthur D. Little, Inc.
During the initial study design, we had to decide whether to send the questionnaires directly to the portfolio companies or the SBIC's. Oeloitte
Haskins and Sells (DHS) compiled a mailing list of the 6,000 SBIC portfolio
companies using data obtained from the Small Business Administration. However
after discussion with NASBIC staff and officers, it was decided that a
mailing directl,y to portfolio companies would produce a negligible response
because most companies would have little incentive to devote the time and
effort to complete the questionnaires. The SBIC's on the other hand had
greater incentives to complete the questionnaires by using data they can obtain
from the portfolio companies or have in their own files because of the
Associations interest in the sponsorship of this study.
The fact that we received only a 10% response using the SBIC's to obtain
the data reflects the fact that in many cases, considerable time and effort
was required to complete the questionnaires, especially for SBIC's with
many portfolio companies. The 10% return also indicates that the response
rate from a direct portfolio company mailing would likely have been
unsatisfactory. However, in our opinion, the 10% return rate provides a
reasonable sample size to establish a fair degree of confidence in the representativeness of the aggregate data for each financial/economic impact
measure. ' Nevertheless final conclusions about the representativeness of the
data disaggregated by portfolio company grouping must a~/ait further analysis
of s'pecific statistical measures that were designed to help gauge the reliability of the data, but which have not yet been received.
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Deloitte Haskins and Sells reviewed the questionnaires as received to
identify erroneous data, and processed the ind;vidual questionna,ires
so as to eHminate dupHcation in instances of multiple SBIC fundi.ng
where n~re than one SBIC completed a questionnaire for the same portfoHo company.

IV.

Detailed Conclusions

In the discussion of the study approach in Section IV, it was pointed out
that the organization of the data along certain portfoHo company
groupings provides additional insight into the significance of the change
in the economic/financial impact measures. Tables 3-5 organize the
data on changes in employnlent for six groupings of portfolio companies.
Using the asset size breakdown of portfolio companies as an example,
Table 3 shows that 24 portfolio companies that received their initial
SBIC financing in 1976 or 1977 had assets of more than $2.5 million. These
24 companies had an increase of 873 employees (14%) for the period between
the year prior to their initial SBIC financing and the most recent fiscal
year. The following major conclusions drawn from Tables 3~5 are:

TAULl 3
!!!lli!-S[ JII·E"PLOYM£~T FROM YEAR BEFORE limlAl SOIC FINANCING TO THE
i«IWlfEUNTT!IDLy(jUnORPORmlIOCi!iWANTE58r CAT1~

Inltl.l Fln.nclng

Inltlll FInancIng
Pre-1972
Employment

Increase

1972·1975'

Number

Percent
~

~

or

Employment

~

Percent
Increase

Inltl~1

Inltlll Fln.nclng
1976·1977

Nl.IItber
or
~

Employment

!!!£!:.ill!

Percent
~

Inl tIll FInancIng

FInancIng

Total

19711-1979

Humber
or
~

Employment

Percent

Increase

IncrelS,

NlJI1ber
or
C..... nf ••

---.----~r

EJOploym<'nt

Percent

. lncrel1.e.

Increase

or
~

~J

o As.et.
250.000-1 mIllIon

·--1

37

2.121

---I

34

2.524

--·1

56

1.422

---I

43

9.654

---I

942

460

11

492

104

31

161

16

28

51!

23

46

1.659

144

96

8.410

127

26

3.523

219

38

396

31

34

335

52

SJ

12.664

269

121

1.830

120

15

1.509

92

23

626

31

23

541

61

1J

4.506

18

14

rL

@

®

!.m ,

...N

~

~

163

4,586

481

~

3.587

Less th,n 250.000
I

1 "11110,,.2.5 1.11110n
2.5 mfllfon +

l..lli.

..M.

TOTAL*

16.164

2961

3.530

..£

11

l..lli

101

11.187

991

®**

170

..ill.

11

~

165

2.992

411

Il3

34,929

1041

552

Em21ok!!!nt She
o Eaq>loy'"
le .. than 20 !IIIloy...
20-49 ."ploye..

·--1

35

. 2.121

---I

34

2.527

---I

51

1.425

.-.-\

44

9.605

---I

110

117

139

13

2.140

531

41

300

16

45

256

·j3

J6

3.413

283

135

3.014

680

15

1.432

148

32

427

51

27

129

28

1$

5.002

185

89

41U

44

14

4.483

103

63

J1.

12.431

~

~

124

34.932

1041

555

50-99 ."ployee.

2.403

100 Or IIIIro """loyee.

.L.W!

TOTAL*

16,1~

220

.ill
2961

18

1.690

~

~

101

11,186

105

~
99:

23

-20

11

!.alli

li

163

4,591

481

-J

Totals N,)' vary slightly across portfolio CocnpIny groupings beea",se some of tht Ques\.1un .... lrll used in the
..... ysts lacked dltl on aaplo)'lZMlnt .nd ISsets •
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352

24

30

516
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1,241
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•

As expected the largest percentage increase in employment occurred primarily in the portfol io companies
that were less than two years old at the time of their
initial SBlt financi~g, (Table 3.and Table 5.)

o Employment growth in absolute terms is fairly
among small and large companies.

~Iell

distr.ibuted

For example, of the 35,000

new jobs created, 11,313 (nearly one-third) was provided by
companies with assets below $250,000 and 10,955 by companies
with a!isets more than $1 million. (Table 3.)
•

15,000 of the 35,000 new jobs created (43%) were found to be in
companies that were le.ss than two years old at the time of their
initial SBle financing. These companies had the highest growth
rate in employment, averaging 462%. (Table 5.).

•

•

42% of the employment growth occurred in companies located
in the Northeast. (Table 5.)
More than half of the 35,000 new jobs were in manufacturing
~om~anies, with retail trade ana services each accountlng for

16% of the total (Table 4,) .

A compari son of indus try ca tegori es

in terms of .employment growth and amount of SBle financing
received shows that manufacturing companies account for a smaller
percentage of employment growth than of total SBle financing,
while for retail trade and services, the share of employment
growth is greater than the shpre of total SBle financing.
(See.' Figure 2.) This result would be expected since retail
sale and services tend to be labor intensive activities.
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• Most of the growth in employment in both percentage and
absolute terms was in companies that had received their initial
financing prior to 1972. The result was expected because
the change in employment is measured from the year
preceeding the initial SBIC financing to the most recent
fiscal year. Thus because pre-1972 companies have the
longest time period for measuring the change in employment, they have the largest growth.
In addition to the foregoing observations on the economic/financial impact
measures, the following conclusions can also be drawn from the survey data.
Foreign Sales

• Foreign ;sa1es are not significant for the companies
in the survey. Only 70 companies had foreign sales,
and foreign sales accounted for only 5.8% of total
sales (See Table 6).
• Of the 70 companies having foreign sales, 63 ~Iere
engaged in manufacturing. The $166 million in
foreign sales by manufacturing companies accounted
for 90% of the total $184 million in foreign sales
for all companies in the survey.
• Foreign sales are increasing at a greater rate than
domestic sales.
• Companies in the Northeast account for much of the
foreign sales -- 31 of the 70 companies and $112
million of the $184 million in foreign sales (61%).

TABLE 6
FOREIGN AND TOTAL SALES
OF SB I C PORTFOLl 0 COMPANY ES
BY YEJI.ll OF INITIAL SBIC FINANCING
(Dollar Amounts in Millions)
Pre-1972
Amount of *
Companies
Sales
Foreion Sales
Total Sales
Percent Fore; on
of Total Sales

1972 - 1975
Amount of *
Compani es
Sales

1976 - 1977
Amount of *
Companies
Sales

..

1978 - 1979
Amount of
Compani es
Sales

21

S 83

24

S 48

16

$ 22

9

$ 30

106

1,010

173

953

173

333

122

445

20%

*t10st recent fi seal year

8%

14%

5%

9%

3%

7':',

7%

~

~
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Mergers and Acquisitions
• The questionnaire requested an estimate of the approximate
percentage of employment qrowth that resu1 ted from mer~ers
and acquisitions. The data show that most of the employment growth in SBIC portfolio companies has been internally
generated. Mergers and acquisitions account for less than
10% of the total employment Qrowth for companies in the
survey (see Table 7) •
• rlost of the gains from mergers and acquisitions occurred
in the larger size companies.
leveraQe Buyouts
leverage buyouts received special attention in the analysis. A leverage buyout
can be defi ned as a fundi ng for whi ch 50% or more of the dollars f1 ow to a
third party (e.g. for the purchase of assets or stock) rather than to the
portfo 1i 0 concern bei ng fi nanced. Si nce 1everaqe buyout compani es for the
most part did not exist prior to the year of initial SBIC financing, the
questionnaire requested data for the first fiscal year fo11owinQ the financing.
The data led us to conclude that:
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TADlE 7

EMPLOYMENT GROWnl DUE TO
MERGERS AND ACQUISITIONS

Year of Initial
SBIC FinancinQ

Employment
Growth

Change

% of Growth
Due to Meraers
and Acquisitions

%

Pre-1972

16,164

296%

10%

1972-1975

11,186

99

8

1976-1977

4,591

48

3

1978-1979

2,991

41

Total

34,932

104

7
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•

leverage buyouts account for only a small percentage of
the companies included in the survey (7%) and a small
percentage of the total SBIC financing received by SBIC
portfolio companies (9%) .. (See Table B.)

•

leverage buyouts companies account for less than 10%
of the growth of SBIC portfolio companies in terms
of employment, sales, assets and profits.

•

leverage buyout COhlpdllies yrew at a slower rate than
all portfolio .companies.

V.

Characteristics of Companies Receiving SBIC Financi!!.!!

The organization of the survey data according to category of portfol io company
allows for general izations about the types of companies receiving SBIC financing.
Table 9 summarizes the data by showing the number of companies and total amount
of SBIC financing by portfolio companies in specific category groupings.

The

following conclusions can be drawn from the sU;'vey results show on Table 9.
Asset Size
•

The largest number 'of companies receiving SBIC financing
was iri the zero.asset size category -- i.e. startup.
companies (170 companies, 31% of the cor.lpanies in the survey) .

•

The largest amount of SBIC financing, however, went to companies in the largest asset size category -- j .e. more
than $2.5 million in assets.

Companies in this category

accounted for $116.1 inil.lion in SBIC financing, which
is equal to about half of the SOIC financing receive~ by
all companies in the survey; only 16" of the companies
in the survey' fell in this asset si,e category.

(See Figure 3.)
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TABLE

~

LEVERAGE BUVOUT COIIPA:mS
AS A PERCENT OF ALL POPTfOLlO Cm~PA~IES
(Oollar Amounts In Mill ions)
Total SBIC
Portfolio
.£Q!!!P.anies
Nullber of Companfes
Total Amount of S81C FinancinQ
Fmp 1oyt'lent- Pre-F inane! ng
Emo 1oyment-Mos t Recent Fiscal Vear
Increase
~

Increase

Sa 1es-Pre-F i nanc 1n9

Sales-flost Recent Fiscal Vear
Increase
Percent Increase

Prafi tS-Pre-Ffnancinq
Profits-~1ost

Recent Fiscal Year

Increase
Percent Increase
Assets- PreFi nand n9

Assets-Most Recent Fiscal Vear
Increase
Percent Increase

Leverage 8uyout
Portfolio
Comeanfes

% LeveraQe
Buyout of

-~

555
$283.3
33,539

38
$30.1
4,441

7%
91
13%

6B,471
34,932
104%

5,551
1,110
251

SS

$1,127.2
$3,142.B
$.2,015.6
1791

$204.0
$402.0
$198.0
971.

IS%
13%
9%

$22.0
$168.3
$146.3
66.7%

$13.9
·$22.3
$ 8.4
flit

631
13%
6S

$827.7
S2,180.S
$1,353.1
150%

$137.2
$230.0
$ 92.S
67%

3S

17%
11%
7S
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TABLE 9
CHARACTERISTICS OF COMPAIHES
REC.I!Y}J~G_ SaIC FTNltftIl~-:(Ilollar Aplounts in Thousdnus)

PORTFOLIO COMPANY
CATEGORIES

NlJnber Of
Companies

Total Amount
OF SBIC
Fi nand n.9.

ASSETS *

o

170 (31%)

$ 53,032 (19l;)

Less than $250,000

96 (17)

16,035 (6)

$250,000-$1 mi 11 ion

127 (23)

47,777 (17)

$1 million-$2.5 million

74 (13)

50,536 (18)

More than $2.5 mi 11 ion

91 (16)

116,143 (41)

170 (31%)

$ 52,858 (19%)

135 (24)

36,523 (13)

20-49

89 (16)

38,418 (13)

50-99

63 (11)

1\9,018 (38)

More than 100

98 (18)

106,777 (38)

o
Less than 20

INDUSTRY

*

Agriculture, forestry

&fishing

3 (1%)

$

1,326 (OX)

8 (1)

4,943 (2)

Construction

12 (2)

2,097 (1)

Manufacturi ng

249 (45)

173,027 (6)

Transportation

36 (6)

24,761 (9)

Wholesale Trade

26 (5)

20,607 (7)

113 (20)

15,858 (6)

Finance, Insurance, Real Estate

17 (3)

6,864 (2)

Ser"vices

83 (h)

28,8!:!1 (10)

Mining

Retail Trade

55-753 0 - 80 - 12

.
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TABLE 9 Continued
CHARACTERISTICS OF COMPANIES
RECEIVING SBIC FINANCING

Number Of

f~~nies

Total Amount
Of SBle
Financing

TYPE OF FINANCING
Debt Only

120 (22%)

$22,776 (8%)

Debt/Equity

122 (22)

59,534 (21)

Equity Only

77 (14)

45,635 (16)

Debt & Debt/Equity

28 (5)

12,329 (4)

103 (3)

66,952 (9)

Debt &Equity
Equity & Debt/Equity

75 (18)

49,826 (18)

Debt, Equity, Debt/Equity

28 (5)

26,222 (9)

LOCATION
Northeast

155 (28%)

96,206 (34%)

Southeast

73 (13)

30,254 (11)

South Central

96 (17)

21,487 (7)

North Central

137 (25)

73,565 (26)

(1n

61,812 (22)

94

West
AGE OF COMPANY AT TIME OF FINANCING
0-2

218 (39%)

81,228 (29%)

2-5

119 (21)

58,206 (20)

5-10

98 (18)

62,119 (22)

10+

120 (20)

81,711 (29)

*Prior to the year of initial SBIC financing.
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Employment Size
• As was the case for asset size, the largest number
of companies receiving financing was in the zero
employment category -- i.e. startup companies
170 companies, 31% of the total.
•

Portfolio companies in the largest employee size
category -- more than 100 -- accounted for $106.8
million, or more than 38% of the total SBIC financing
received by companies in the survey. although comprising only 18% of the companies in the survey.

Industry
• Manufacturi ng \~as the domi nant industry category
with man~facturing accounting for 45% of all the
portfolio companies receiving financing and 61% of
the total SBIC financing received by all portfolio,
companies in the survey.
•

Retail trade was the next most significant category
in terms of nUlilber of companies. with 113 companies
(20% of the total). while companies in the "services"
category were the next most significant in terms of
amount of financing. receiving $28.9 million
10%
of the total financing. received by companies in the
survey.
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Year of Initial SBle Financing
•

The distribution of portfolio companies by year of initial financing
shows that most of the portfolio companies included in the Survey
received their financing in recent years.

For example, although

the SBle program has been in existence since 1959, only 111 (19~)
of the companies in the survey received their initial financing
prior to 1972", while 131 companies (22~) received their initial
financing since 197!l.

This distribution may indicate that there

is a rapi d turnover of compani es inc 1uded in SBle portfo 1 i os, or
alternatively, that ~ecause of the difficulty in obtaining data
for older ·portflJlio cOlllpanies, the response rate was poorer for
the older companies than for the recently financed cOlllpanies.
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Mr. BROYHILL. Thank you, Mr. Little.
I now recognize Mr. Russell L. Carson, a general partner with
Welsh, Carson, Anderson & Co.
STATEMENT OF RUSSELL L. CARSON

Mr. CARSON. With me today is Mr. Daniel Kingsley, who is
executive director of the National Venture Capital Association. The
National Venture Capitol Association strongly supports the enactment of H.R. 3991. Passage of the bill would eliminate several
artificial impediments to the free flow of capital into the small
business sector and would benefit all concerned at minimal risk to
the public.
In the current era of concern about excessive costs, both direct,
and indirect of Government regulation, H.R. 3991, is very timely as
it addresses the elimination of regulation by the SEC of transactions among parties who neither want nor need SEC protection.
Sections 2 and 3 of the bill which allow unlimited sales to accredited investors will remove some of the uncertainty surrounding
what constitutes a private placement transaction and also eliminate arbitrary constraints on the number of purchasers who may
participate in a placement. I do, however, have two suggestions on
this portion of the bill.
First of all, the definition of an accredited investor includes
banks, insurance companies, SBIC's, pension funds or persons who
meet fmancial and experience criteria set forth in rules to be
prescribed by the SEC. Since the venture capital industry accounts
for a very important percentage of the private placement activity
that occurs in the small business sector of the economy, I think it
would be appropriate to specifically include professional venture
capital firms in the list of accredited investors. Of the 78 firms that
are presently members of the National Venture Capital Association, 49 are entities other than those specifically described as
qualifying as accredited investors.
Second, a limited sale security is defmed as one which bears a
legend to the effect that it may not be sold or otherwise tranferred
except to an accredited investor. I think it would be appropriate to
expand the legend to specifically include sales or transfers under
any provisions of the Securities Act of 1933 or any currently active
rules and regulations of the Securities and Exchange Commission.
While I assume that this is the intent of the bill, it would be
reassuring to see it spelled out specifically since a security which
could, in perpetuity, only be sold to an accredited investor would
have limited liquidity and thus be limited in its value.
Section 5 of the bill addresses a much needed reform in the
current law, limiting the right of recission in a transaction only to
the purchaser who improperly purchased securities. Under current
law all purchasers in a transaction have the right to rescind if any
one purchaser was improperly included in the transaction. From
personal experience I can state that the current law has been a
serious problem for smaller, less sophisticated issuers who have
inadvertently violated the SEC rules and then must either abandon
a placement or go through a costly and time-consuming rescission
offer to all purchasers.
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Finally, section 6 of the bill, which would remove venture capital
firms and SBIC's from the restrictions of the Investment Company
Act of 1940, is an amendment which is long overdue. History has
proven that it is virtually impossible for a publicly owned firm
engaged in the business of making direct investments in smaller
businesses and participating in the direction of those businesses to
operate under a set of rules designed for a mutual fund. The
natural result is that no new publicly owned venture capital firms
have come into existence in the past 10 years and the number of
publicly owned firms that were created in prior years has been
diminishing due to liquidation or acquisition. If it is a valid national policy to encourage the flow of capital to smaller businesses,
then artificial barriers such as the 1940 act which eliminate the
public's participation in the venture capital process must be either
modified or abolished.
In closing, I would like to thank the sponsors of H.R. 3991 for
their interest in the problems of small business financing. I have
noticed a direct correlation between your interest and a sudden
responsiveness on the part of the SEC to the problems of our
industry. If you accomplish nothing else, you have generated meaningful debate on the issues and have created an awareness on the
part of the SEC that it must keep up with the times. Thank you.
[Mr. Carson's prepared statement follows:]
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STATEMENT OF
RUSSELL L. CARSON
GENERAL PARTNER
WELSH. CARSON. ANDERSON & COMPANY
BEFORE THE
SUBCOMMITTEE ON CONSUMER PROTECTION AND FINANCE
U.S. HOUSE OF REPRESENTATIVES
NOVEMBER 7. 1979

Good Morning Mr. Chairman.

I am Russell L. Carson. a General

Partner of Welsh. Carson. Anderson & Co .•
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a

Partnership formed in March 1979 for the purpose of
cap~tal

investments in small to medium sized businesses.
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Venture Capital. a wholly owned

venture

of Citicorp

and one of the largest institutional venture capital sources.

I am

here today to express the views of the National Venture Capital
Association. a trade

associat~on

which represents most of

try's professional venture capital firms.

th~s

coun-

As a final bit of back-

ground. I should add that I had the opportunity to testify before
th~s

Subcommittee

~n

September 1978 on the merits of H.R. 10717. a

predecessor to the present bill.
The National Venture Capital
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Passage of the bill would eliminate several
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the public.
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by the venture capital industry tend to pursue technological
innovatIon, create new employment opportunitIes and generate
incremental federal tax revenues.

The federal government is the

primary beneficiary of the venture capItal process and should have
the greatest interest In enlargIng its scope.
In the current era of concern about the exceSSIve cost, both
direct and IndIrect, of
t lIliely as

1

government regulation, H.R. 3991 IS very

t uddresses the elllllln<ltlon of regulation by the SEC of

transactions among private partIes who neIther want nor need SEC
pz:otection.
SectIons 2 and 3 of the BIll WhICh allow unlImIted sales to
"accredIted Investors" will remove some of the uncert<llnlty surroundIng what constItutes a private placement tranS<lctlon and also cllminate
arbitrary constraInts on the number of purchasers who may partlclpale In a placement.

I do, however, have two suggestIons on th,s

portIon of the BIll.
FIrst of all, the defInition of an "accredIted Investor" includes
banks. Insurance companies, SaICs

pensIon funds or persons who meet

fInancial and experience criterIa set forth in rules to be prescrIbed
by the SEC.

Since the venture capItal industry accounts for a very

Important percentage of the prIvate placement actIvIty that occurs In
the small bUSIness sector of the economy, I thInk It would be approprIate to specIfIcally Include "ProfeSSIonal Venture CapItal Firms"
In the list of accredIted Investors.

Of the 78 firms that are pre-

sently members of the NatIonal Venture CapItal ASSOCIatIon. 49 are
entItles other than those speCIfIcally described as qualifying as

accredlted investors.
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Secondly, a "limited sale security" IS defined as one WhICh
"bears a legend to the effect that it may not be sold or otherwise transferred except to an accredIted Investor."

I

think it

would be approprIate to expand the legend to specifIcally Include
sales or transfers under any provisIons of the Securities Act of
1933 or any currently active rules and regulations of the
SecuritIes and Exchange CommIssion.

WhIle I assume that this is the

intent of the Bill, It would be reassurIng to see it spelled out
specifIcally since a security which could, in perpetuIty, only be
sold to an accredited investor would have limited liquidity and
thus be limIted in its value.
Sections 2, 3 and 4 of the Bill would all reduce legal cost to
the issuer, expand the potential sources of capItal for the 1ssuer
and give greater liquidity to the purchaser of the issuer's securItIes.
Wh,le not major deviations from the current law, they should be helpful in making more cap1tal available on better terms to smaller, more
innovative businesses.
Section 5 of the Bill addresses a much needed reform in the
current law, limItIng the r1ght of recission 1n a transaction only
to the purchaser who improperly purchased securities.

Under current

law all purchasers in a transaction have the right to rescind If any
one purchaser was improperly included in the transactIon.

From

personal experience I can state that the current law has been a ser10US
problem for smaller, less sophisticated issuers who have Inadvertently
violated the SEC rules and then must eIther abandon a placement or go
through a costly and tIme consuming recission offer to all purchasers.
Finally, Section 6 of the Bill, which would remove venture cap1tal
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firms and SBICs from the restrictions of the Investment Company Act
of 1940, is an amendment which 1S long overdue.
that it is virtually impossible for a

History has proven

publicly-owned firm engaged in

the business of making direct investments in smaller bus1nesses and
participating in the direction of those businesses to operate under
a set of rules designed for a mutual fund.

The natural result is

that no new publicly owned venture capital firms have corne into
existence in the past ten years and the number of publicly-owned
firms that were created in prior years has been diminishing due to
11quidation or acquisition.

If it is a valid national policy to

encourage the flow of capital to smaller businesses, than artificial
barriers such as the 40 Act wh1ch eliminates the public's part1cipation 1n the venture capital process must be either mod1fied or
abol1shed.
In closing, I would like to thank the sponsors of H.R. 3991 for
the1r interest in the problems of small business financing.

I have

noticed a direct correlation between your interest and a sudden
responsiveness on the part of the SEC to the problems of our industry.
If you accomplish nothing else, you have generated meaningful debate
on the issues and have created an awareness on the part of the SEC
that it must keep up with the times.

Thank you.
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Mr. BROYHILL. Mr. Carson, what has been your experience with
respect to seeking prior approval from the SEC in affiliate transactions?
Mr. CARSON. We have had no experience at all, Mr. Broyhill. My
firm is a limited partnership which is exempt from regulation by
the SEC. Deliberately so, I might add.
Mr. BROYHILL. What about your association?
Mr. CARSON. I think the general experience has been that firms
have found it to be very unresponsive. The SEC's concept of what a
fair period of time is to make a decision is just totally different
from that of the normal businessman. I think most of us as businessmen are used to making decisions either on the spot or within
2 or 3 days. To try and deal with an agency whose definition of
doing a good job is making a decision in 60 days is just beyond our
comprehension. I think certainly most firms like mine don't want
to get involved in that kind of problem.
Mr. BROYHILL. Do you have any other comments on that question, Mr. Little? You have had some comments before.
Mr. LITTLE. I think the only other comment that I would make is
that from time to time, and this is really the hidden part of the
problem as far as section 17 of the 1940 act is concerned, there are
various things that we have considered doing with our portfolio
companies over a period of time that we have simply abandoned,
because our lawyers say to us, "No, that will require a section 17
application." Given the length of time it takes for section 17, the
reasons for taking a particular action may have been passed by the
time that you would be allowed to do it.
The only other thing that I would say is that during the last 2
years section 17 applications have cost Narragansett Capital respectively $78,000 and slightly more than $100,000 a year to process. Just to point out to the Commission that if those things did not
have to be done in our case, that would be an additional 10 cents a
share dividend for all of our shareholders.
Mr. BROYHILL. Mr. Opper, do you have any questions?
Mr. OPPER. On the staff level we have had some difficulty, I
think as the private sector as well as the Commission has had, in
structuring an appropriate definition of a venture capital company.
The defmition in section 6, the Commission suggestions, creates a
loophole big enough to drive a money market fund through, and
perhaps other kinds of companies. I don't think that that was the
intention of the drafters.
The problem we might be having is defining a generally accepted
definitional structure of a venture capital company. Would either
of you gentlemen want to provide some input as to the kinds of
activities that a venture capital company is as a traditional matter
engaged in, so we can begin to understand the parameters of its
activities, and perhaps defme the term more precisely?
Mr. LrrrLE. Yes; I think the thing that we are really trying to get
at here is really people who are in the business-let me go back.
One of the problems I think that the Commission has is the degree
of fmeness of the net that they want to have to catch the bad guys.
I would propose to you, first of all, that you are never going to
catch all the bad guys, and I would also propose to you that there
are always going to be a few bad guys around, so the Commission
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wants to write a definition that precludes any possible wrongdoing,
and I think if you do indeed throw the money market kind of thing
in there, that is not what we have in mind either.
What we are talking about really is companies that habitually
provide capital, and not just on a one-time-a-year basis kind of
thing, but as a constantly ongoing business to companies where
they really are directly fmancing that company, and where particularly those are the kinds of companies that are not traded on
any of the national exchanges.
Now some of my other association members might have a little
problem with me throwing out the NASDAQ list, but really with
the money market fund, you are pretty much talking about people
who are pretty creditworthy, even though they really are buying
the securities directly from the issuer. That is really not what we
have in mind. We are really trying to get at companies that do not
have access to capital markets other than through people like
ourselves.
Mr. CARSON. I think-if I could just add two thoughts to thattwo principal characteristics of a venture capital firm are that its
investment is primarily in equity securities. I think maybe you
could include that term in the definition that is in the bill, equity
securities being common stock, preferred stock or subordinated
debt, but essentially risk securities.
I think, second, a venture capital firm is oriented towardS realizing capital gain returns. I don't know whether that is an appropriate addition to the defmition or not, but it clearly is not a vehicle
that is seeking its return entirely through current income. Its
objective is in appreciation of the securities in which it invests and
it acquires those on a private basis primarily.
Mr. OPPER. Should there be anything in the defmition which
talks about involvement of the management of the venture capital
company in the affairs of the portfolio company?
Mr. CARSON. I think you just cannot defme it that way. The SEC
made a stab at this in their proposed revision of the Investment
Advisers Act. I think they basically just missed the boat in terms of
understanding what the industry is. You cannot defme it as an
industry where you always own more than 10 percent of the companies that you invest in or that you always sit on the board of
directors or you are always involved in the management. It is just
too broad a statement. It doesn't apply to most operations.
Mr. OPPER. I guess the problem is even if we were to conclude
that the defmition should include companies of the type that are
not listed on exchanges, that we create an incentive merely to
establish a mutual fund with a portfolio of unlisted companies,
which fund then would fmd an exemption from the 1940 act even
though it wasn't doing the kinds of things we generally accept as a
venture capital company.
Now I suppose that is the problem that we continually have to
wrestle with.
Mr. CARSON. Isn't it worth taking a look at the question of what
is the worst thing that could possibly happen if that does happen?
You wind up with a mutual fund that may not be subject to the
1940 act. I think you can define it closely enough so that that is not
going to happen very much, but that fund is still subject to all of
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the other restrictions of the SEC. It is subject to all of the State
laws, all of our regulations, regarding insider transactions. It seems
to me that for lack of a semantic definition here, we are doing
considerable harm to an industry, trying to protect the public from
something that it doesn't really need to be protected from.
Mr. OPPER. What I am suggesting is that in addition to venture
capital companies we would be creating an incentive to structure
companies solely for the purpose of avoiding the 1940 act, which
companies by their very nature would be highly speculative, whereas other companies whose portfolios are made up of listed securities or more seasoned securities would fit neatly within the 1940
act and be regulated that way. I would just raise the question as to
whether or not that is a desirable result. It is clearly one that we
will have to continue to consider, and we certainly would welcome
comments along these lines continuously from the industry, to help
structure the appropriate kind of definition.
Mr. Carson, your company is not registered with the SEC, and is
indeed a venture capital company.
Mr. CARSON. Right.
Mr. OPPER. How many investors do you have, and what is the
nature of your investors?
Mr. CARSON. We have 14 investors, 14 limited partners, who put
up between $1 million and $4 million each. The nature of those
investors is five are major corporations that would all be Fortune
500 corporations who made direct investments. We have three
corporate pension funds, two bank trust departments, two large
insurance companies, a large endowment fund, college endowment
fund, and a very wealthy family that has a substantial net worth,
but obviously from that list none of those are people that either
want or need the protection of the SEC in making a decision as to
whether we are a valid investment vehicle for them.
Mr. OPPER. Will there come a time when you will have to make a
decision as to whether or not to liquidate the company or to fall
under the 1940 act umbrella?
Mr. CARSON. Effectively we have already made that decision. The
partnership has a 10-year life to it, and that is done deliberately,
because we cannot expand the partnership. We cannot take any
more partners without running afoul of the Investment Advisers
Act, and our partners want liquidity, so the only alternative is to
provide a self-liquidating membership.
Mr. OPPER. Was that provided at the outset of the establishment
of the company?
Mr. CARSON. Yes.
Mr. OPPER. Are there any tax incentives for doing that?
Mr. CARSON. Yes, the tax incentives are substantial, in that as a
partnership there is only one level of taxation. When the partnership realizes a gain the tax is paid by the partners, as opposed to if
we were in corporate form, the corporation would have a tax
liability and then the partners would each have a tax liability
when distributions were made.
Mr. OPPER. Is it fair to say most venture capital companies are
structured that way, as limited partnerships, with a relatively welldefined lifespan?
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Mr. CARSON. I think probably the majority of the members of the
National Venture Capital Association would be limited partnerships.
Mr. OPPER. If you felt, particularly at the inception when your
company was being organized, that you would not be facing a 1940
act problem, would you have structured the company any differently? Would there have been fi.ny incentive for your initial investors
to have so structured it?
Mr. CARSON. I think the biggest difference would have been-I
think it relates in our case more to the Advisers Act than the 1940
act. We were very conscious of the fact that the Advisers Act
contains a prohibition against incentive compensation, and the
whole incentive for myself and my partners to leave the jobs that
we had and form the partnership was to get incentive compensation.
Therefore, under no circumstances would we put ourselves in a
position where at some point that could be taken away from us, so
our principal impediment was the Advisers Act and we did in fact
turn away a number of investors who wanted to invest, but would
have taken us over the limit or would have invested moneys that
were smaller than what we could afford to take.
Mr. LITl'LE. Could I just throw in a comment based on bringing
up the subject of incentive compensation. We, last year at Narragansett, formulated an incentive compensation plan that was based
on no incentive compensation being paid until after our shareholders had all received at least $1 a share of dividends, and then after
the dollar had been met, the dollar bogey, if you will, had been
met, as dividends went up from there, then there would be a
prorata although considerably smaller sharing in the form of incentive compensation by the management group.
We had planned to actually have this in the form of a formalized
plan, and what we found was that because of the 1940 act, we were
not able to have a plan, because that would be a profit-sharing
plan with affiliates of the company. So now instead of having our
people have the firm knowledge of knowing what goes on, we had
to abandon that completely, and just go on an ad hoc basis. It is
just another example of the kind of nonsense that goes on with this
act.
Mr. OPPER. Mr. Little, you in response to Mr. Broyhill's question
about whether or not by lifting the 1940 act exemptions, and going
back to the quote from Venture magazine, "making the killings in
the market available to perhaps unsophisticated investors," whether we might be jeopardizing some of their protections, you suggested that what we really ought not be doing is be depriving these
investors of well-seasoned and experienced management.
I guess the question that raises, how can we be certain that the
kind of management that these investors would be provided would
be well seasoned and experienced? What is there to insure that
these standards would be maintained, particularly if we removed
the 1940 act exemption?
Mr. LITl'LE. Just a couple of general comments. First of all, I
think you have to rely-you can't legislate out stupidity. If my son,
for instance, was going to go public with a venture capital company, and raise $10 million, and a bunch of people wanted to back
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him to do that, I would not regard them as backing a 14-year-old as
being a very smart thing to do, because he has no background.
Under the 1933 act, you would find that any company going public
would of course have to disclose the backgrounds of the people who
are involved, and I think the public then ought to be able to make
a judgment as to whether those people are qualified.
There have been enough people in the industry, in the venture
capital industry now, and there are enough people who very well
might think that a public venture was something that would be
something that they would like to do, to be able to have kind of a
pool of people who would people these venture capital companies,
so I think you really have to rely on the disclosure parts of the
1933 act, and then I think you have to let people make their
judgment. That is basically what it is.
Mr. OPPER. I might just suggest that, although we cannot legislate out stupidity, what Congress seems to have been saying in
1940 was we might be able by legislation to eliminate some of the
downside risk, and the purpose of the question was to explore
whether or not we have increased the downside risk to the investor.
Let me ask just one more question related to your testimony. On
page 8, where you suggest that the limitations on the resale of
restricted securities ought to be elimina,ted after 5 years-Mr. LITl'LE. That was the section-are you referring to the section where we are talking about rule 144, and the question of a
venture capital company that becomes an affiliate, and getting rid
of or reducing some of the restrictions of resale of securities; is that
the section?
Mr. OPPER. Yes. You said that you felt, I guess in connection
with the discussion that emerged in connection with rule 242, I
believe it was page 8-Mr. LITl'LE. I believe that section starts on page 9.
Mr. OPPER. Yes, that is correct. The suggestion was that the
venture capitalists would seek to maximize their returns, so they
certainly would not dump securities on the market and drive the
price down, and therefore the public shareholders wouldn't be
harmed. I am just wondering, though, if there is no public market
for the securities, which is often the case with respect to these
restricted securities, what is to determine what the market price is,
and whether or not it will be driven down? Wouldn't there be
enormous incentive merely to dispose of the securities publicly?
Mr. LITl'LE. Oh, I see what you are saying. You are saying if it is
a privately held company, and we are trying to induce that company to have a public offering and sell all of our securities at that
point in time?
Mr. OPPER. Yes, I think that that is the principal objection that
at least the Commission has raised.
Mr. LITl'LE. Ithink there are a couple of answers to that. One is a
practical matter. When companies that we have had stock in, we
have invested in them when they were privately owned companies,
have gone public, we have been prevented, on a number of occasions, by the underwriter from selling our stock in the initial
public offering, because the underwriters' point of view is that if
we are selling, certainly if we were selling all of our stock, but
I
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even if we are selling a major portion of our stock, that that
indicates that there is a lack of confidence on our part in the
company, and therefore they don't want to have anything to do
with underwriting it.
So your question is a good theoretical one, but I am not sure that
in real reality it is too practical, because we just have never been
able to-we, a portfolio company indeed at one point where we
wanted to sell about half of our stock, and the underwriter just
came back to us and said, "No, you can't do it, you have got to hold
on for the second time." We could have gotten $15 a share if we
could have sold the company under that underwriting. Eventually
a large German company came and bought it out at $3 a share.
Mr. CARSON. If I understand your question correctly, it related to
a company that is privately owned, and what is to prevent a
shareholder from selling the stock?
Mr. OPPER. Yes, it is really the company that issued restricted
securities. I think it probably forms the basis for one of the principal objections to lifting the restrictions after 5 years. It is where
you have a company that has made private placements to persons
who would qualify as affiliated persons, who would then, after 5
years, distribute the securities publicly without restriction.
The concern is, there is not the kind of information available to
the public that you would have 'with a registered security, so the
efficient market theory may not be applicable here. There may not
even be a public market for any securities of the issuer. I am
trying to determine from Mr. Little's statement about driving the
price of the company down, how much of a concern this is, based
on the lack of information that is publicly available.
Mr. CARSON. Isn't the simple answer to that, though, to have the
Commission provide that a company has to be a reporting company
before you can dispose of your securities? That certainly is very
acceptable to our industry.
Mr. OPPER. That could be an alternative. I am not sure that that
has necessarily been widely suggested. Would that be an acceptable
kind of thing?
Mr. LIT1'LE. I think it would be. There are two different kinds of
situations that you are talking about here. One is the situation in
which we have an investment in a privately held company. I would
suggest to you before we were able to sell any of that stock in that
company to the public, that of course there would have to be an
offering memorandum under the 1933 act, which certainly ought to
be an awful lot of disclosure; if I recall correctly.
Mr. OPPER. Would there have to be an offering circular under
the 1933 act?
Mr. LITl'LE. If you are selling it to the public. Wouldn't there be?
I mean, this is what Mr. Carson is suggesting.
Mr. OPPER. I am not aware of any provisions in this bill that
require dissemination of any specific information.
Mr LI'ITLE. Now you get into this accredited investor kind of
concept. If we were to sell our position to somebody else who was
significantly in the business of making this kind of investment,
they ought to be in a position where they could make a determination of whether they, as Mr. Carson stated earlier, want or desire
the SEC protection.
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If you are going to sell that same block of stock to the public, I
would suggest that you need to have reregistration under the 1933
act. What we are talking about specifically in this, what my testimony was directed at, is where you have a publicly owned company, where you have got rule 144 that you are already under, and
that you now have the situation where, if you own say 40 percent
of the company it is going to take you 10 years to dribble it out.
Mr. OPPER. Thank you very much.
Mr. BROYHILL. Mr. McMahon, do you have any questions?
Mr. McMAHON. No.
Mr. BROYHILL. Thank you very much, gentlemen, for your testimony. It has been most helpful.
Mr. LITTLE. Thank you, sir.
Mr. BROYHILL. The subcommittee will stand adjourned until 10
a.m., tomorrow morning, in room 2322.
[Whereupon, at 12:55 p.m., the subcommittee adjourned, to reconvene at 9:30 a.m., Thursday, November 8, 1979.]
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SMALL BUSINESS INVESTMENT INCENTIVE ACT
THURSDAY, NOVEMBER 8,1979

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CONSU~ER PROTECTION AND FINANCE,
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE,
Washington, D.G.
The subcommittee met, pursuant to notice, at 10 a.m., in room
2322, Rayburn House Office Building, Hon. James T. Broyhill presiding (Hon. James H. Scheur, chairman).
Mr. BROYHILL. The subcommittee will come to order.
Today we are continuing hearings on H.R. 3991, the Small Business Investment Incentive Act.
This morning we are privileged to hear from Mr. Bruce Mann,
Pillsbury, Madison & Sutro.
If he would come forward we have your testimony, Mr. Mann.
I understand that Mr. Wallison and Mr. Liftin will come and
appear this morning with Mr. Mann.
Mr. WALLISON. We had a different room, and we are looking for
Mr. Liftin now.
Mr. BROYHILL. As soon as he comes in, we will hear him.
Mr. Mann, we have the testimony before the committee. If you
would like to h.,ave it inserted irito the record, you may do that, and
you will have an opportunity to review it.
You are recognized.
STATEMENTS OF BRUCE ALAN MANN, PILLSBURY, MADISON &
SUTRO; AND PETER J. WALLISON, COUNSEL, ON BEHALF OF
THE AMERICAN COUNCIL FOR CAPITAL FORMATION, ACCOM·
PANIED BY JOHN M. LIFTIN, COUNSEL

Mr. MANN. Thank you, sir.
My name is Bruce Mann. I am a partner of the San Franciso law
firm of Pillsbury, Madison & Sutro.
I appreciate the opportunity to appear before the subcommittee
this morning to discuss H.R. 3991.
I have submitted a formal statement for the record [see p. 197]. I
believe that that statement sets forth both my background and my
views on H.R. 3991 in some detail, and in the interest of making
the discussion this morning as fruitful as possible I would propose
not to repeat my formal presentation here this morning, but instead to summarize briefly my views on the provisions of H.R. 3991
and to invite you to test the validity of my views by questioning
the positions that I express as I express them.
By way of background, I have been a practicing securities lawyer
and speaker and writer on securities law matters for over 20 years
(191)
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with a heavy concentration in representing clients involved in
various phases of the capital formation process. The views I express
are the result of those experiences, and have come from being
somewhere close to the center of capital raising activities in the
technology area, at least during the past 20 years.
The provisions of H.R. 3991, are a response to a number of
concerns of the venture capital industry. These concerns are genuine~ and I believe that they may only be adequately addressed
through the legislative process.
First, the bill reflects a recognition that there is a critical need
for venture capital within the small business sector of our econ~
my, and that it is in our national interest for Congress to ease the
difficulties fa~ed by small business in raising capital.
The dramatic decline in the availability of venture capital for
emerging businesses and the adverse impact of this decline on our
Nation's economy have been testified to in almost every study of
the capital formation process that has been done in recent years.
Second, these studies of the capital formation process have also
noted that the expense and time delay inherent in the compliance
process under the Securities Act of 1933, the Investment Advisers
Act of 1940 and the Investment Company Act of 1940 act as a
deterrent to entering the venture capital business and the financing of new enterprises.
Third, the principle of legislative interpretation that exemptions
from registration are to be narrowly construed has been applied by
the staff of the SEC and the courts without regard to whether a
more liberal approach designed to deregulate venture capital formation is in the national interest.
In this regard, I note-that yesterday Chairman Williams of the
SEC spoke on regulatory reform, and he expressed some views
which I would endorse wholeheartedly.
According to this morning's Washington Post, Chairman Williams indicated that an assessment of regulatory policy prepared in
the context of broader national objectives is desirable. He said,
according to the Post article, that regulatory agencies fail to look
at their regulations in terms of larger societal questions and have
set inconsistent policies as a result.
If I read Chairman Williams correctly, what he is saying is that
any policy mandating the balancing of the regulatory purposes
which are set forth in the preamble of the 1933 and 1934 acts with
other broader national purposes must be estabished not by the
Commission, which receives the mandate, but by Congress, which
gives the mandate. This is a view I agree with wholeheartedly.
Even if it had not been so clearly stated yesterday by Chairman
Williams, the SEC, it seems to me, is not in a position to set these
priorities. It is Congress that must do it. It is Congress that must
balance the goals of capital formation and the goals of investment
protection under the Federal securities laws. Congress has demonstrated in the past an ability to establish goals and thereby causing
the SEC to react in a way that recognizes its new mandate. For
example, Congress declared in the National Environmental Policy
Act that all agencies of the Federal Government had a responsibility to conduct their activities in a manner which promoted the
environmental goals of that act.
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The SEC reacted to the congressional mandate by requiring issuers of securities to make additional disclosures of environmental
mattei's that were not called for by the traditional standards of
materiality to an investment decision.
Conversely, Congress could determine that the promotion of new
and emerging enterprises is in the national interest and provide
the Commission with a mandate to deregulate venture capital formation. If it did, the Commission would presumably take steps to
facilitate the capital formation process, which it may be reluctant
to take at the present time because of the absence of any congressional directive.
In this regard, I believe the steps taken and proposed to be taken
by the Commission to promote venture capital formation are significant and praiseworthy. The announced agreement of the SEC
and Department of Commerce to study jointly the effects of SEC
regulation on the ability of small business to raise capital and the
establishment of an Office of Small Business Policy within the SEC
demonstrate a clear departure from the traditional view that its
sole mission is to promote investor protection.
Similarly, adoption of form S-18, the proposal of rule 242 and the
proposal to exempt certain registered investment advisers from the
prohibition against sharing in gains compensation under the Investment Advisers Act of 1940 all reflect a desire by the Commission to take steps to facilitate capital formation.
Unfortunately, the ability of the Commission to free the financing of small business from the unavoidable delays and costs of
complying with the registration requirements of the Federal securities laws is severely limited.
For example, rule 242 has been proposed pursuant to the Commission's authority to grant exemptions under section 3(b) of the
1933 act. Its purposes are similar to those of sections 2 and 3 of
H.R. 3991, with two significant differences.
First, proposed rule 242 sets a limit of $2 million. The Intel
experience described in my formal submission illustrates that a $2
million limit on venture capital placements was not adequate for a
major technological startup in 1969 and today is wholly inadequate.
Yet it is Congress not the SEC which has proscribed the Commission's ability to create a more meaningful exemption because the
SEC has no authority under section 3(b) to exceed that amount.
Second, rule 242 is proposed as a rule of the Commission which
can be modified to reflect experience in its operation. As such, it is
a far more flexible means of establishing a venture capital placement exemption than the statutory approach contained in H.R.
3991.
I would, therefore, urge that so long as the Commission continues to pursue its current course of seeking means to free capital
formation from regulatory burdens, a more salutary approach
would be to increase the limits of section 3(b) to an amount which
would be meaningful to the capital formation process, to direct the
Commission to adopt rules under sections 3(b) and 4 of the 1933 act
to free the capital formation process from as much regulation as
practicable and to monitor the efforts of the Commission to utilize
its rulemaking power under that section to carry out its new
congressional mandate.
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This brings us to my second observation on the Commission's
efforts to facilitate capital formation. The Commission not only
lacks an express mandate and authority to free venture capital
formation and investment from regulations generally applicable
under the Federal securities laws, but certain laws administered by
the Commission seriously impede and may even prevent the effective aggregation of funds for venture capital investment.
For example, venture capital limited partnerships which could
have been formed with more than 14 limited partners have been
restricted in size because of concern by the general partners that
they would have been exposing themselves to potential violation of
the Investment Advisers Act of 1940.
This is not a new problem. It is a problem that was first raised in
a case known as the Abrahamson case. The venture capital industry has appeared before the Commission, and the Commission staff
on a number of occasions since that case decided, pointing out its
adverse impact on the capital formation process.
Yet nothing has been done by way of proposed exemptive rule
which would solve the problem raised by the Abrahamson case. To
a large extent, I believe this reflects the view by the Commission
staff that what we are dealing with is a statutory provision that
they are not in a position by rule to change.
Thus, the adoption of statutory exemptions from registration
under the Advisers Act and the Investment Company Act to facilitate the formation of venture capital limited partnerships and
corporations should not be viewed as reflecting adversely on the
efforts of the Commission to develop exemptive rules and regulations.
Rather, they should be considered as the only viable means of
removing statutory impediments which the Commission itself is
not free to ignore.
Others will testify this morning, I know, on the difficulty, indeed,
the impossibility of a venture capital company operating under the
Investment Company Act of 1940. Rather than reiterate those difficulties, which I believe have had the effect of limiting the size of
venture capital limited partnerships and therefore the amount of
capital available for investment in new enterprises, I would like to
make a few observations in support of the approach, although not
necessarily the details, of section 6 of H.R. 399l.
Venture capital investments are illiquid unless and until the
investment proves successful. Investors making them expect that
their investments must be held for years before significant appreciation is likely to occur. Venture capital funds have a low turnover rate and are not invested in puts, calls, or other trading
vehicles. Thus venture capital pools are unlike traditional mutual
funds and the abuses sought to be curbed by Congress when it
adopted the Investment Company Act are far less likely to occur.
I believe an exemption from the 1940 act for venture capital
companies will permit individual investors, aided by professional
advice and sophisticated money management, to return to the
greater risk, greater potential reward segment of the securities
market they have been effectively barred from since the hot issue
market of the 1960's.
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As a result of the decline of the new issue market, the increased
costs of financing initial public offerings and the institutionalization of venture capital investments, individual investors have
few opportunities today to participate in venture capital investments.
Permitting the creation of more broadly owned venture capital
companies which would be subject to the disclosure obligations and
antifraud rules of the Securities Act and the Securities Exchange
Act but would not be subject to the registration requirements and
prohibitions contained in the Advisers Act and the Investment
Company Act would, in my judgment, allow individual investors to
become a viable part of the capital formation process.
Most significantly, it would permit them to share in those venture investments which have the highest likelihood of success and
are offered only to large institutional investors, rather than relegating the individual investor to the least likely to succeed leftovers, such as the many high risk startups which were sold to the
public in the 1960's because they were not of sufficient quality to
attract institutional investor interest.
Broad public participation in venture capital pools should not be
considered less desirable or more risky than public investment
directly in those companies eligible for form S-18. However, if it is
appropriate to restrict investment in venture capital pools, the SEC
could be given authority to designate accredited categories of investors.
Section 4 of H.R. 3991 addresses a resale problem which the
Commission has dealt with in the most recent amendments to rule
144. In light of the Commission's action, I do not believe section 4
is necessary at the present time.
The only section of H.R. 3991 on which I have not thus far
commented, section 5, would eliminate what many consider the
draconian consequences of an innocent and immaterial transgression of the vague boundaries of section 4(2) of the 1933 act.
If the issuer can't prove that offers were made only to sophisticated prospective investors, a disgruntled purchaser whose own
acquisiton of securities met the letter and the spirit of the private
offering exemption can disaffirm his purchase. No fraud or intentional wrongdoing need be demonstrated. This has the potential for
causing great fmancial harm to both the issuer and to other investors who have no desire to rescind the fmancing.
It is especially anomalous that the right to rescind exists even
though the offerers who taint the private offering exemption do not
wish to complain and don't even purchase the security that was
offered.
For example, in Henderson v. Hayden, Stone Incorporated, the
Court of Appeals for the Fifth Circuit permitted Mr. Henderson, a
retired professional investor who had an investment portfolio of
several million dollars, to rescind his purchase. There was no
fraud. Mr. Henderson thoroughly understood the nature of his
investment and did not need the protection of a registration statement.
However, because the defendants could not clearly establish that
offers were not made to non purchasers who were not sophisticated,
Mr. Henderson was permitted to get out of his investment. This
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strikes me as a gross misuse of the protective provisions Congress
thought it was enacting in 1933. Because it would rectify this
inequity, I heartily endorse the adoption of section 5 of H.R. 399l.
In summary, I believe that H.R. 3991 contains several sections
which are quite desirable because they address problems which the
Commission cannot deal with· by rulemaking. Other sections of the
bill, however, deal with problems which may be handled more
effectively by the SEC under its present rulemaking authority if
the Commission is given an appropriate congressional mandate.
I would be pleased to respond to any questions you have and
wish to thank you again for the opportunity to present my views to
you today.
[Testimony resumes on p. 209.]
[Mr. Mann's prepared statement follows:]

197
Statement of
Bruce Alan lIann
pillsbury. lIadison

& Sutro

San Prancisco, Ca.
~r.
Con~umer

Chairman

and .embers of the

Subcommittee on

thank you for the invita-

Protection and finance.

tion to ,1pIlear before your Subcommittee today.
I am 8[uce

lIann.

a partner of

law firm of Pillsbury. lIadison & Sutro.
invit~ti~n

at the

speci~lizes

with the

clients

securities law matters.
honor

of servinq

Exchan~e

as

C~mmission.

sccuritL~::;

formation.
on

in

of

attorney who
capital forma-

IIriting.

lecturinq alld

connection with

federal

One year ago I had tha pleasure and
a consultant

to

the Securities

and

concentrating on those steps that could

be taken unJer the existing
the

as an

probl~ms

spent over 20 years

r~presentinq

actively

I appear here today

the Subcommittee

in dealing

I have

tion.

of

the San Francisco

statutory structure to simplify

registration process and

facilitate capital

I have also served as a member of the Task Force

Capital formation' and

Retention

for the

White

House

Conference on Small Business scheduled for January. 1980.
uur

clients

involved in

process include venture capital
nies.

institutions providing

capital

investors.
debt

companies and underllriters IIho sell
companies to the public.

the

formation

in vestee compa-

financing to

emerginq

the securities of those

During the past four years lie are

reported to have served as counsel

either

f~r

the issuer or

for the underwriters in more initial public offerings regis-

198
tered un1er the

federal securities laws tban

any other law

firm.
The importance

of venture capital to

our economy

and the potential

impact of the securities

laws on

formation is well

illustrated by our experience

ca~~tal

as counsel

for Intel Corporation, a leader in semiconductor technology.
Intel:~

initial financing was provided in 1968 by a $500,000
by

inv~stment
$2~50D,COL

venture

its

venture

only

d

market value

making a

major contribution to

computer

tpchnology.

formed or heen

Yet,

~ad

not L.!pn

undpr the

~illinq

S~curities

of its

and

securities

of $1-1/4 billion.

It not

1],000 individuals but is

our nation's
Intel might

able to obtain the

for its growth if its counsel

in 1969

has over 20 million shares

employment for over

provide~

additional
Subsequent

occurred

offering

Today Intel

an

by

placeillent.

placements

first public

occurrinq in 1971.
outstandlnq wlth

followed

capital private

capital private
with the

1970,

founders

leaderahip in

never have

been

venture capital required

and counsel for its investors

to rply on exemptions from registration
Act of 19]3.

avallable fr.om certain

Nor would funds have been

of the venture capital

investors if

they had not raised investment funds in reliance on opinions
of counsel that the

registration requirements and proscrip-

tions of the Investment

Adviser~

Act of 1940 and the Invest-

199
ment Company Act of 1Q40 were not applicable.
of Intel's financing,
opine

that'the

federal

Each

w~re

financing

did not

violate

the

laws.

of these

recoqnition that the
counsel

we and other counsel were required to

Company's

securiti~s

At each stage

opinions

was

rendered with

perimeters of the exemptions

full

on which

relying were less than certain and that reason-

able men ~ight disagree as to their availability.
ingly narrow interpretations of

Increas-

the private offering exemp-

tion by the courts and by the staff of the Commission during
the past

teu years would make

counsel to
over,

r~nder

even

similar securities law

if counsel had

opinions on the
ten yedrs,

it

it lIore difficult

today for

opinions.

not become unwillinq

to render

private offering exemption during
would be difficult,

finance a start-up

if

/lore-

the past

not impossible,

similar to Intel as

to

a private placement

to.1a y.
Stanley Pratt,
the most

Capital",

capital industry,
initially to

fun~

authoritative journal
has stated

Intel would

Because of inflation,
lo~ic~l

exceed

advances,
~]D

million.

publisher and editor

that the
be wholly

of "Venture

of the

$3 million

venture
raised

inadequate today.

increased equipment costs and techno-

the

entry

I know

costs

today would

probably

of few venture capitalists who

200
would attempt a $]0 million

start-up today,

and even fewer

circumstances in which lawyers could conclude that an amount
that

lar~e

could be raised in reliance on the private offer-

ing ex.mption.
H.R. 3991 is a response to

d

number of concerns of

the venture capital industry which I believe are genuine dnd
which may only be

addressed through the legisla-

adequat~ly

tive process.
the bill reflects a recognition that there

f~rst.

is

a cC1ticai

need for

venture capital

business

sector

national

1nterest for

faced by

small business in

capital.
venture

The

of our

diucussed

Congress

dramatic

cap1tal tor

impdct of

economy

~~

to

that

decline in

the

businesses

on our

it is

ease the

its efforts to

emerging

this decline

and

within the

small
in

our

difficulties

obtain adequate
availability
and the

nation's economy

of

adverse
have beeD

the report at the SBA Task Fo[ce on Venture and

Equity capital tor Small Business in 1977, the report of the
Joint

In~uKtrY/~overnment

rinancing of the National
in

197~

Committee

on

Small

Business

Association of Securities cealers

and in virtually every

other study of

the capital

formation process.
Second,
expense

and time

these

reports have

delay inherent

in

also noted

that the

the registration

and

201
compliance processes under the Securities
Investment Advisers Act
A~t

of 1940

have

venture capital

of 1940 and the

acted as

a

business and

Act of 1933,

the

Investment company

deterrent

to entering

the financing

of new

the

enter-

prisfls.
Third, the principle of legislative interpretation
that

ex~mptions

cO"strufl~

from

has been

court.s without

are

to

be

applied by the staff of the

regard to

de3iqnp.d to deregulate
national

registration

whether a

narrowly

SEC and the

more liberal

venture capital formation is

approach
in the

~nterest.

Finally,

it is the Congress and not the SEC which

has the responsibl.lity for
and haldncinq the
of investor

establishing national priorities

goals of capital formation

protection under

the federal

and the goals

securities laws.

For example, COIl:Jress declared in the National £nvironmental
Policy Act

~hat

all agencies of the federal government had a

responsibility to conduct their activities in a manner which
promoted

the environmental

goals of

that

Act.

The

SEC

reacted to the Congressional mandate by requiring issuers of
securities to
matt~rs

not called for by

riality to
coul,}

make additional disclosures

the traditional standard of mate-

an investment decision.

determine that

the

of environmental

promotion

Conversely,

Congress

of new

emerging

and

202
enterprises

1S

Commission

i"

the national

with a

formation.

manddte

to

interest

and provide
venture

dereg~late

the

capital

If it did. the Commission would presumably take

steps to facilitate the capital formation process,
may be reluctant tQ take at

which it

the present time hecause of the

absence of dny C6ngressional directive.
{n this
proposed to

b~

tdken by

capital tormation
d"nounced

regard,

believe the

effects of SEC regulation

an Office

Business Policy

capital and the

strate a clpar departure from
mi~aion

on the dbility
~stablishment

within the

Porm 5-18,

the

proposal to

exempt certain

~dvi5ers

Act of

SEC demon-

proposal of

Similarly,

Bule 242 and

registered inve3tment

from the prohibition against

of

the traditional view that its

i3 to promote investor protection.

adoption of

under the

Ihe

of the SEC and Department of Commerce to

rai~e

sole

and

promote venture

and praLsewortby.

of small business to
of Small

steps taken

the Commission to

are significant

a~reement

study jointly the

I

the

advisers

sharing and gains compensation

1940

all reflect a desire by the

Commission to take steps to facilitate capital formation.
Unfortunately,
free thp

the

financlnq of small

ability of the
business from

Commission to
the unavoidable

deldys dnd costs of complying with the registration requirements of

the federal securities

laws is

severely limited.

203
Fo[ example,

Rule 2q2 has

Commission's

authority

section "lib)

been proposed
to

of tile 1933 Act.

grant

pursuant to
exemptions

the
under

Its purposes are similar to

those of Sections 2 and 3 of H.R. 3991, with two significant
dlfferences.
million.

First,

The Intel experience illustrates that a $2 million
v~nture

limit on

capital placements was not

mdjor technological
inadequate.

1969 and

start-up in

Yet it

is Congress,

proscribed thp Commission's
illyful

a limit of $2

proposed Rule 2q2 sets

e1(emption because

not the

the SEC

has

Secondly,

to reflect experience in its operation.
flex~ble

pla~emBnt

ex~mption

H.R. 19Q1.

means of

SEC,

more meanunder

Rule 2q2 is

can be modified
As such.

establishing a

wholly

which has

no authority

rule of the Commission which

far more

today· is

ability to create a

section :l (Ll) to exceed that amount.
proposed as a

adequate for a

it is a

venture capital

than the statutory approach contained in

I would,

therefore,

urge

that 50 long as the

Commission continues to pursue its current course of seekinq
means to trep

cap~tal

formation

from regulatory burdens,

more salutatocy approach would be
sect ion 1 (b)

to an a moun t which

a

to increase the limits of
would be mean ingful to the

ca?ital formdtion process, to direct the Commission to adopt
rules un1eL sectios J(b)

and q of

th~

1933 Act to free the

capital formation process from as much regulation as practi-

204
cabla

to

an~

utilize its

the

monlto~

~ule-making

of the

effo~ts

pover under

Commlssion

that section

to

to carry

out ltS IIPw'C0ngressional mandate.
Thls brinqs

us to

l~cilitate

Commission's efforts to
Commission not only

v~ntqre c~pital

latlons

q8n~~ally

ously

but

c~rtain

capital formation.

formation

and investment from

laws

by the Commission seri-

administer~d
ev~n

limited

formAd with

than lij

(;,lpital

because of tho
bility of t.he
eXBmptl0ns
Investment

have

gene~al

Advise~s

f~nm

prevent,

Commission
Rather,
of

to

d3

been

statutory

have been

and substantially
limited

a~bitca~ily

Act.

in

size

to

Thus, the adoption of statutory
under the

and

pa[tne~ships

exemptive

impedi~ents

itself is not free to ignoce.

Advlse~s

facilitate

they should be considered

removing

Fo~ example,

which could

pa~tners

reflecting adversely
develop

agg~ega

Fartner's concerns as to the applica-

Act

venture capital limited
nol he V1Pwed

limited

securities

ferle~al

the effective

pa~tne~ships

~ugistration

Co~pa~y

~e9u

the

venture cilpit,1l

gralter

The

and authority

tion of funds fo~ ventu~e capital invest~ent.

mor~

the

applicable under

dnd may

lm~~dp,

ohservation on

lacks an express mandate

to free

laws,

my second

the

Act and the

formation

co~porations

on tht'!

rules

effo~ts

and

of

should
of the

regulations.

as the only viable means
which

the

Commission

205
scheduled to testify viII, I am

Othe~s

to the ditficulty - indeed, the impossibility - of
ope~ating unde~ the Inve~troent

capital comFany

believe have had the
capital

eff~ct

of

limiting the

limited' partnerships

and

Company Act

like to make a few observations
altbough

not

necessa~ily

of

~ize

the~efa~e

capital dvailable for investment in nev

I

ventu~e

the amount

enterp~ises,

of

I vould

in support of the approach,

the details,

of

section 6

of

3991.
c~pital

Venture
and

ventu~~

d

Rather than reiterate those difficulties, which

of 1940.

H. F.

speak

su~e,

until

making
yca~s

thq investment

th~rn

exp~ct

hefo~e

Vent"~p

investments
proves

Investors

that their investments must

be held for

funds

invested in put3,

have

~

is likely

lov turnover rate

calls or other trading
pools are

unlike traditional

and

sought to

be

adopted tbe

Investment

Comp~DY

curbed by
Act

to occur.
and are Dot

vehicles.

ventu re cap,i tell
the abuses

unless

successful.

3ignificant appreciation

cdpit~l

are illiguid

Thus

mutual funds

congress vhen

are far less

it

likely to

occur.
I

believA an

exemption

venture capital companies viII

from

the 1940

Act

for

permit individual investors,

aided by professional advice and sophisticated money management,

to

return to

55-753 0 - 80 - 14

the greater

risk -

greater potential

206
reward

seqm~nt

of

effectively barred
60's.
th~

the

securities

froD since the

a result of the

A~

increased

costs of

market they

have

hot issue market

been
of the

decline of the new issue market.

financing initial

public offerings

and the lnfititutionalization of venture capital investments.
individual

investors

have

few

opportunities

participate in venture capital investments.

or

creation

which would

broadly owned

~ore

be suhject

antifraud rules
Exchanqe Act

of the

to the

compa~ies

disclosure obligations
and the

be subject to

requirements and prohibitions contained

formation process.

and

Securities

the registration

in the Advisers Act

and the [nvestment Company Act would. in my judgment.
individual lnvestors to become a

to

Permitting the

venture capital

Securities Act

but would not

today

allow

viable part of the capital

Most significantly. it would permit them

to share in tho3e venture investments which have the highest
likelihood of snccess and are offered only to large institutional

investors.

inv~stor

to the least likely

thu many nigh
in the 60's
attract

rather

than

relegating the

to succeed leftovers.

risk start-ups which were sold
because they were not of

institutional

individual

investor

such as

to the public

sufficient quality to

interest.

Eroad

public

participation in venture capital pools should not be considered less

deslrable or

more risky

than puhlic

investment

207
directly

in

However,

if

those

companies

it is

appropriate to

venture capital pools,
designat~

the SEC

for

Form

S-18.

restrict investment

in

could be given authority to

accredited categories of investors.
Section 4 of a.R.

which

eligible

the Commission

amendments

to Rule

action,

do not

I

has

]991 addresses a resale problem
dealt with

144.

In

in

light of

believe section

4 is

the most
the

recent

Commission's

necessary at

the

present time.
1he only section of a.R. 3991
thus far

commented,

section 5,

on which I have not.

would eliminate

what many

consider the draconian consequences of an innocent and immaterial transgression of the vague boundaries of section 4(2)
of the

1~33

satisfy the

Act.

Under existing law a good faith effort to

requirements of the private

is not onough.

If the issuer

offering elemption

can't prove that offers were

made only tp sophisticated prospective investors, a disgruntled purchaser whose

own acquisition of securities

met the

letter and the spirit of

the private offering elemption can

disaffirm his purchase.

No fraud or intentional wrongdoing

need be demonstrated.

This has the potential

great financial harm to both the
tors who

have no desire to

especially anomalous that

for causing

issuer and to other inves-

rescind the financing.
the right to rescind

I t is

elists even

208
though the otferers who taint the private offering eIemption
do not wish to

co~plain

and don't even purchase the'security

that was cffered.
!l~~£!2!

Foe eumple, in

ted Me. Hendeeson,

a retired

investment portfolio

rescind his

neeJ

purchase.

However.

the

several

No

dollars,

~illion

Me. Henderson

feaud eIisted.

nature of his investment

protection

of

a

to

eegistr.at ion

and did

statement •.

necause the defendants could not clearly establish

that offers

weee not

sophisticated.

made to

non-purchasers who

Mr. Henderson

was able

This strikes

investment.

protective provisions
1933.

professional investor who had

of

thoroughly understood tbe
not

~!2ll~ !!!fQf-

1i!.IID.

the Court of Appeals for the fifth Circuit peemit-

~QI~~~g,

an

v.

me

as a

gross

Congress thought

decause it would rectify

to get

were not

out of

his

misuse of

the

it was

enacting in

this inequity.

I heartily

endorse the adoption of section 5 of H.R. 3991.
In
several

I believe

su~mary.

sections which

are

quite

that H.R.

desirable because

address peoblp.ms Lwhich the COllllllission
rule-making.
problems which

3991 contains

cannot deal

they

with by

Other sections of the bill. however, deal with
lIIay be handled

under its present

rule~making

1II0re effectively by

the SBC

authority if the Commission is

given an appropriate Congressional mandate.
I would be
have and

wish to

pl~ased

to respond to any questions you

thank you

present my views to you today.

again for

the cpportunity

to
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Mr. BROYHILL. I regret, before we go on, the subcommittee must
stand in a recess for a few minutes and let me respond to the bells
that just rang.
[Brief recess.]
Mr. BROYHILL. The subcommittee will come to order.
Thank you, Mr. Mann, for your testimony.
I will now recognize Mr. Wallison of Rogers and Wells.
Mr. Wallison, we have had an opportunity to review your testimony. If you want to have it inserted in the record it will be
inserted, and you will have an opportunity to review it.
STATEMENT OF PETER J. WALLISON

Mr. WALLISON. Thank you, Mr. Chairman.
I would like to attempt to shorten my prepared statement somewhat so we can proceed more quickly this morning.
With me today is my colleague, John Lifton, who is also a partner in our firm, and both of us are securities lawyers. Mr. Liftin
practices in Washington. I practice in New York.
We are here, and grateful for the opportunity, to represent to the
committee the views of the American Council for Capital Formation on H.R. 3991.
We would like to confme our remarks, at least our prepared
remarks, to sections 2 and 3 of the bill, but would be pleased to
respond to questions on all the other sections of the bill afterward.
Sections 2 and 3 proceed on the theory that the Securities Act of
1933, at least insofar as its registration and disclosure requirements are concerned, was intended to balance the public interest in
disclosure with the interest of securities issuers in keeping down
the cost and time involved in raising capital.
The balance struck by Congress was a determination that the
registration provisions of the act would apply only to offerings
which were made to the public generally and not to offerings made
privately, so that section 4(2) of the act exempts from the act's
registration requirements sales of securities which "do not involve
any public offering."
Where the line is to be drawn between public and non public
offerings is of course a difficult one, but in 1951, in the leading case
of SEC v. Ralston Purina, the Supreme Court chose what we think
is a logical and practical standard, quoting with approval the
House committee report on the act to the effect that an offering
would not be a public offering for which registration was required
"where there is no practical need for [the act's] application."
To the Court in Ralston, there was no practical need for the act's
application where the offerees could, "fend for themselves"; that is,
in the Court's words: "The applicability of section 4(2) should turn
on whether the particular class of persons affected need the protection of the act. An offering to those who are shown to be able to
fend for themselves is a transaction 'not involving a public offering.' "
Thus, in 1951 the Supreme Court appeared to hold that whether
a securities offering was public or nonpublic turned on whether the
offerees of these securities were able to fend for themselves. The
focus, in other words, was on the character of the offerees, and
where an issuer could show that its offerees were sophisticated
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persons who could understand the risks involved and request and
analyze information about the issuer necessary for an informed
business judgment, it could offer and sell its securities without
registration with some assurance that the act would not be violated.
Since that time, however, with the encouragement of the SEC,
the lower Federal courts have shifted the focus of inquiry from the
character of the offerees to the character of the information furnished to them, holding in many cases that in order to claim the
private offering exemption the issuer had to show that it had
furnished to its offerees the same information which a-registration
statement would have provided, or that the offerees otherwise had
access to such information through an insider relationship with the .
issuer. With this information it was contended, the offerees could
then "fend for themselves."
This interpretation more or less stood the private offering exemption on its head, since in its fullest flowering-in the SEC's
rule 146-the issuer could only be sure that its offering was exempt
if it offered only to sophisticated investors and furnished all the
information a registration statement would provide. The exemption, in effect, had become more burdensome, although not necessarily more time consuming, than the registration process itself.
H.R. 3991 sets out to restore the balance which we believe was
originally envisioned by Congress and explicated by the Supreme
Court in Ralston Purina. In section 2, it provides that any securities transaction with an "accredited investor"-that is, an institutional investor or a sophisticated person-would be exempt from
the registration requirements of the act.
Several things should be noted about this provision:
First, it is not exclusive; other transactions may be exempt,
depending on facts and circumstances. In effect, section 2 provides
a safe harbor for issuers who propose to offer securities only to
institutional investors or sophisticated individuals.
Second, it does not prescribe that any particular information be
furnished by an issuer to an accredited investor; it presumes, in
other words, that a sophisticated investor knows what to look for
and will not risk his money unless he gets it.
Third, it contains no limit on the size of the offering and no limit
on the number of accredited investors to whom the issuer may sell.
In principle, there does not appear to be any need for limitations of
these kinds.
Fourth, the "safe harbor" provided by the bill extends only to an
exemption from the registration requirements of the act; any sale
of a security through use of false or misleading information would
still be covered by sections 12 and 17 of the Securities Act and
section 10 of the Securities Exchange Act.
Thus, under section 2 of the bill, an issuer could sell its securities
without registration, in unlimited amounts to an unlimited number
of investors, provided that these investors meet the standard for
"accredited investors" established in section 3(b) of the bill.
At this point, I believe it is appropriate to discuss briefly the
SEC's new rule 242, which in some respects responds to the objectives of section 2 of the bill. Rule 242 would provide an exemption
from registration under the act for sales of securities into an
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unlimited number of what the new rule calls "accredited persons"
and up to 35 other persons who do not fall into this category.
Under the rule, an "accredited person" is an institutional investor
or a person who invests $100,000 or more in the securities offered.
The rule would be available for sales of up to $2 million in any 6month period, and the SEC release which accompanied the proposed rule notes that the issuer would not have to furnish any
particular information about itself to accredited persons because of,
and I am quoting the SEC here, "the ability of such persons to ask
for and obtain the information they feel is necessary to their
making an informed investment decision."
The proposed rule, then, reflects an acceptance by the SEC of the
underlying premise of the bill: That sophisticated investors, because they have the ability to obtain the information about the
issuer which they need for an informed investment decision, do not
require the registration protections of the act. The SEC, in this
case, has taken the position that it is the character of the offerees,
rather than the character of the information furnished to them,
which determines whether the registration protections of the act
should apply.
In certain important respects, however, rule 242 goes only part of
the way toward the reform which H.R. 3991 would effect. The rule
would limit the aggregate amount of any offering under its terms
to $2 million in any 6-month period and would permit the resale of
securities only pursuant to rule 144, the rule which applies to the
resale of restricted securities purchased for investment and to resales by affiliates.
The $2 million limitation, which arises out of the SEC's use of
section 3(b) of the act as the statutory authority for its proposed
rule, will make the rule substantially less useful to issuers.
When proposed rule 242 deals with resales of securities, it attempts to funnel all of them through rule 144, the current SEC
rule which permits investors to resell securities they have purchased for investment. Rule 144 provides, in brief, that an investor
who has held his securities for 2 years or more may resell them in
unsolicited brokerage transactions in amounts which the SEC
deems will not disrupt orderly trading in the securities markets.
The rule assumes the existence of a public market for the issuer's
securities.
It should be noted, however, that the rule is intended to define
the boundaries of the term "underwriter" as used in section 4(1) of
the act and thus to prevent issuers from evading the registration
requirements of the act by selling to persons who would effect a
distribution to the public at large without registration. It does not
contemplate the theory underlying proposed rule 242-that there is
a class of persons sophisticated enough to purchase securities without the disclosure protections of the act.
AI?, long as we assume, as rule 242 does assume, that the accredit,ed person can fend for himself, there is no need to restrict resales
made solely to accredited persons. Any such person, before making
a purchase of resold securities, will endeavor to acquire information about the issuer which he considers satisfactory for an informed decision. And if he does not, there is no reason the Government should protect him against his own lack of prudence.
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Section 3 of H.R. 3991 proceeds on this theory. It is intended to
permit resales of securities to accredited investors, without any
greater limitations on sale than were initially placed on the issuer
itself.
The effect of this, the Council hopes, will be the creation of a
new market for securities of developing companies, a market consisting solely of the thousands of institutions and other sophisticated investors whose willingness and ability to take risks will provide
capital for new ventures.
The absence of such a market in the United States at the present
time is in substantial part, the Council believes, the result of
overregulation of the sale of securities-a pattern of regulation
which, in attempting to protect the general public. has raised the
cost of capital and restricted the availability of capital to the small
firm.
In so doing, the securities laws have forced developing companies
to seek capital, frequently in the form of debt capital, from the
limited number of investors who are willing to accept the illiquidity associated with holding securities over the long term, reduced
the ability of individuals with new ideas to establish new businesses and new markets, and contributed significantly, we believe, to
the concentration of innovative developments in the hands of established enterprises.
H.R. 3991 would make significant changes in this area. By permitting unfettered resale to accredited investors of securities initially sold to other accredited investors, the bill would free up the
capital markets for developing companies. How this will happen',
may be illustrated by an example.
Let us assume that a small company has developed a device
which, if it proves out, could save substantial amounts of electricity. To proceed with the development of its invention, the company
needs capital for the following purposes, in roughly the following
order: To prove that its theory is workable, to apply for and obtain
a patent, to develop a prototype model, to fmd a market and make
estimates of demand, to acquire plant and equipment, and ultimately to expand its plant and refme its product if initial marketing has been successful.
At each of these steps, an investment in the company is slightly
less speculative than at each preceding step, and the risk-reward
calculus associated with each stef would be slightly different. It
can be expected that the company s initial investors will be taking
high risks for high returns, while those investing at the later
stages of its development will be taking lesser risks for lesser
rewards.'
What is important to recognize is that the amount of risk capital
all the way along the line is limited, and if :we pursue policies
which lock in this risk capital for long periods we are limiting its
availability still further.
However, returning to our example, if the company has successfully proved that its invention is workable, or has obtained a
patent, the investors who fmanced this stage of its development
should be able to sell out to investors who customarily take lesser
risks, thus making their capital and profits available for other
speculative ventures.
I
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On the other hand, if resale of these securities must await the
development of a public market for the securities of the company,
which would be the case if rule 144 were the only way out, the
investors' venture capital funds might be tied up for years.
Not only does this reduce the total amount of risk capital available to developing firms, but the prospect of having to carry an
illiquid investment for many years will make the investor more
reluctant to commit funds and more reluctant to make an equity
investment. This in tUrn will raise the cost of capital to those
developing firms lucky enough to have access to it.
Finally, the investor's desire to assure himself of an opportunity
to liquidate his investment may lead him to demand and get a
commitment from the company to proceed with a public offering of
securities within a specified period of time. It is at this point that
the proposal for unrestricted resale of securities in H.R. 3991 may
be seen to have the effect of protecting the public against excessively speculative investments.
It must be remembered that the securities laws are disclosure
statutes, and that as long as disclosure of risks is made the general
public investor may purchase any security he pleases.
Although this policy is undoubtedly a sound one on balance, it is
questionable whether securities regulation ought to be structured
in such a way as to encourage the sale of speculative issues to the
general public through the registration process.
As Mr. Mann noted, there have been periods in the past when a
substantial number of companies which registered securities for an
initial public offering became bankrupt within a few years. For the
most part, the risks were disclosed, but the public was of a mind to
accept them. -The question is whether the risks assumed were
appropriate to _the economic status of those who assumed them.
It is doubtful that all of the speculative issues which were offered
to the public during those periods, or for that matter today, would
have found their way into the hands of the public if there had been
available to issuers an alternative means of raising capital.
The costs imposed by the Securities Act on an initial offering of
securities and the continuing legal, administrative, and accounting
costs of reporting to public shareholders and complying with other
requirements of the Securities Exchange Act might have discouraged such offerings if other sources of risk capital had been readiliy available.
The enactment of H.R. 3991 in its present form would be a
substantial improvement over proposed rule 242, which continues
the SEC policy which would have the effect of encouraging the
registration and sale of speculative securities to the public.
H.R. 3991, in operation, would permit the risk-reward system of
the private capital market to allocate risk and venture capital to
developing companies. Those who understand and can afford the
risks involved will be taking those risks, and the badly managed or
poorly conceived ventures will be winnowed out before the general
public is asked to invest.
Most important from the standpoint of those concerned about
capital formation, Mr. Chairman, the total amount of venture capital available to small firms will be enlarged, not because dollar
amounts will necessarily grow, although they might once the bar-
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rier of illiquidity is removed, but because the velocity of risk and
venture capital moving through the system will increase.
Thank you very much, Mr. Chairman.
We will be pleased to answer any questions you may have.
[Testimony resumes on p. 230.]
[Mr. Wallison's prepared statement follows:]
Statement of Peter J. Wallison
On Behalf of
Tho runcrican Council for Capital Formation
before the
Subcommittee on Consumer Protection and Finance
of the
Committee on Interstate and Foreign Commerce
November 8, 1979
Mr. Chairman and Members of the Committee, my name is
Peter J. Wallison.

With me today is my colleague, John M. Liftin.

Mr. Liftin and I are lawyers, respectively, in Washington and
New York.

We are grateful for this opportunity to present to

the Committee the views of the American Council for Capital
Formation on the Small Business Investment Incentive Act of 1979
(H.R. 3991).
'l'he American Council for Capital Formation is a rapidly
growing association of individuals and businesses dedicated to
promoting productive investment that fosters stable growth.
limits inflation. and creates jobs for our expanding work force.
Established in the early 1970's. the Council has actively
supported legislation encouraging saving and productive investment.

The Council believes that sound regulatory policies. as

well as sound tax policies. are essential to a strong economy.
With your permiSSion. our remarks today will focus solely
on Sections 2 and 3 of the bill. although we would be happy to
respond to questions concerning the bill as a whole.
H.R. 3991 proceeds on the theory that the Securities Act
of 1933. at least insofar as its registration and disclosure
requirements are concerned. was intended to balance the public
interest in disclosure with the interest of securities issuers
in keeping down the cost and time involved in raising capital.
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The balance strucK by Congress was a determination that the
registration provisions of the initial Act would apply only
to offerings which were made to the public generally and not
to offerings made privately--so that Section 4(2) of the
Act exempts from the Act's registration requirements sales
of securities which "do not involve any public offering."
Where the line is to be drawn between public and
non-public offerings is of course a difficult one, but in
1951, in the leading case of SEC vs. Ralston Purina, the
Supreme Court chose a logical and practical standard, quoting
with approval the House Committee Report on the Act to the
effect that an offering would not be a public offering for
which registration was required "where there is no practical
need for the (Act's) application."
To the Court in Ralston, there was no practical
need for the Act's application where the offerees could
"fend for themselves"--that is, in the Court's words, "The
applicability of

li

4(2L/ should turn on whether the

particular class of persons affected need the protection
of the Act.

An

offering to those who are shown to be able

to fend for themselves is a transaction 'not involving a
public offering.'"
Thus, in 1951 the Supreme Court appeared to hold
that whether a securities offering was public or non-public
turned on whether the offerees of these securities were able
to fend for themselves.

The focus, in other words, was on
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the character of the offerees, and where an issuer could
show that its offerees were sophisticated persons who could
understand the risks involved and request and analyze
information about the issuer necessary for an informed
business judgment, it could offer and sell its securities
without registration with some assurance that the Act would
not be violated.
Since that time, however, with the encouragement of
the SEC, the lower federal courts have shifted the focus of
inquiry from the character of the offerees to the character
of the information furnished to them, holding in many cases
that in order to claim the private offering exemption the
issuer had to show that it had furnished to its offerees the
same information which a registration statement would have
provided, or that the offerees otherwise had access to such
information through an insider relationship with the issuer.
With this information, it was contended, the offerees could
"fend for themselves."
This interpretation more or less stood the private
offering exemption on its head, since in its fullest flowering-in the SEC's Rule l46--the issuer could only be sure that
its offering was exempt if it offered only to sophisticated
investors

~

furnished all the information a registration

statement would provide.

The exemption, in effect, had become

~ more burdensome (although not necessarily more time-consuming)

than the registration process itself.
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H.R. 3991 sets out to restore the balance
originally envisioned by Congress and explicatad by the
Supreme Court in Ralston Purina.

In Section 2, it provides

that any securities transaction with an Maccredited. investor M
-- that is, an institutional investor or a sophisticated
person -- would be exempt from the registration requirements
of the Act.

Several things should be noted about this provision:

1.

It is not exclusive; other transactions may
be exempt, depending on facts and circumstances.
In effect, Section l provides a safe harbor
for issuers who propose to offer securities
only to institutional investors or sophisticated individuals.

2.

It does not prescribe that any particular
information be furnished by an issuer to
an accredited investor; it presumes, in other
words, that a sophisticated investor knows
what to look for and will not risk his money
unless he gets it.

3.

It contains no limit on the size of the
offering and no limit on the number of
accredited. investors to whom the issuer may
sell.

In principle, there does not appear

to be any need for limitations of these kinds.
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4.

The ·safe harbor" provided by the

~ill

extends only to an exemption fr~'the
registration requirements. of the Act;
any sale of a security through use of false

or misleading infoxmation would still

))e

covered by Sections 12 and 17 of the
Securities Act and Section 10 of the
Securities ,xchange Act.
Thus, under Section 2 of the bill an issuer
could sell its securities without registration, in
unlimited amounts to an unlimited number of investors
provided that these investors meet the standard for
"accredited investors" estakllished in Section 3 (b) of
the bill.
At this point, I believe it is appropriate to
discuss briefly the SEC'S new Rule 242, which in some
respects responds to the objectives of Section 2 of the
bill.

Rule 242 would provide an exemption from regis-

tration under the Act for sales of securities to an
unlimited number of "accredited persons· and up to lS
other persons who do not fall into this category.
Under the Rule, an "accredited person" is an institutional
investor or a person who invests $100,000 or more in the
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securities offered.

The Rule would be available for sales

of up to}2 million in any six month period, and the SEC
release which accompanied the proposed ~ule notes that the
issuer would

no~

have to furnish any pa.ticula. information

about itself to accredited persons because of -the ability
of such persons to ask for and obtain the information they
feel is necessary to their making an informed investment
decision. n
The proposed Rule, then, reflects an Acceptance
by the SEC of the underlying premise of the bill:

thAt

sophisticated investors, because they have the ability to
obtain the information about the issuer which they need
for an informed investment decision, do not require the
registration and disclosure protections of the Act.
The SEC, in this case, has taken the position that it is
the character of the offerees, rather than the cha.acter
of the information furnished to them, which determines
whether the registration and disclosure protections of
the Act should apply.
In certain important respects, however,
Rule 242 goes only pa.t of the way toward the reform
which the bill would effect.

The Rule would

l~t

the

aggregate amount of any offering under its terms to ;2
million in any six month period, and would pel:mit the
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resale of securities only pursuant to Rule 144 -- the rule
which applies to the resale of restricted securities purchased
for investment and to resales by affiliates.
The $2 million limitation arises out of the SEC's
use of Section 3(b) of the Act as the'statutory authority
for its proposed Rule.

Section 3(b) grants the SEC the

authority to exempt certain securities and offerings from
the Act, but limits any spch exemption to $2 million.
The use of Section 3(b) and the $2 million limitation it
imposes both seem unnecessary.

Rule 146, which purports

to provide a asafe harbor" for private offerings under
Section 4(2), does so simply by defining all transactions
which comply with its terms as transactions not involving
any public offering within the meaning of that Section.
The same approach could easily have been used for proposed
Rule 242, which with a few modifications could substitute
entirely for Rule 146.
In any event, there does not appear to be any
reason of policy for limiting offerings to sophisticated
persons to $2 million, and the limitation will make the
new Rule substantially less useful to issuers.
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When proposed Rule 242 deals with resales of
securities it attempts to funnel all of them

~ou9h

Rule 144, the current SEC Rule which

investors

pe~mits

to resell securities they have purchased for investment.
Rule 144 provides, in brief, that an investor who has held
his securities for two years or more may resell them in
unsolicited brokerage transactions in amounts which the
SEC

de~ms

markets.

will not disrupt orderly trading in the securities
It is important to note that

resale~

under Rule 144

presuppose the existence of an actrve public market for the
securities to be sold.
For this reason, among others, the sole use of
Rule 144 for resales of securities under Rule 242 is unsatisfactory and needlessly restrictive.

Although Rule 144 continues

to have viability for the resale of securities to the general
public, it should not be applied to resales to other accredited
persons, and for the reasons discussed below its application in
this fashion raises the cost of capital to issuers and hinders
the free flow of venture capital financing.
To understand why Rule 144 should have no role
in resales to accredited persons it is necessary to discuss
briefly the background and purposes of Rule 144.

In its

most important aspects, Rule 144 is a codification of
usages which were developed over the years by the SEC staff,
and the securities bar to deal with· the failure of the
Securities Act to provide any objective standard for

55-753 0 - 80 - 15
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determining when a person who had purchased securities
from an issuer could resell such securities withput being
classified as an underwriter.
Section 4 (1) of the Securities Act exempts from
the Act's registration provisions sales by any person other
than an issuer, underwriter or dealer.

Tbus, if a person

who is not a dealer in securities purchases securities
from an

is~uer

and

i~di~tely

resells them, bis sale

might at first glance appear to be exempt from

~

Act and

to provide a way for An issuer to effect a distribution of
its shares to the public At large without registration.
From the inception of the Act, however, it was held thAt
a person who purchased from an issuer and promptly resold
his securities was an underwriter within the meaning of
Section 2(11) of the Act, which defines the term -underwriterto include any person who purchases from an issuer ·with
a view to" reselling such securities.

Thus, even though

such a person was not engaged as a business in underwriting
or dealing in securities, if he purchased securities from
an issuer and resold them to the public be would be a
statutory underwriter under the Act and the securities
he proposed to resell would have to be registered.
This raised a problem of interpretat.i.on.

It was

obvious that at some time such a person would have held
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his securities long enough to demonstrate that he had
purchased his securities for investment and not ,with a
view to distribution, and the SEC and the securities bar
gradually settled on a holding period of 2 to 3 years as
indicative of what was called

~investment

With the promulgation of

~ule

intent-.

144 in 1974 the SEC

determined that two years would be an appropriate holding period,
provided that all other

p~ovisions

of the Rule -- including

the public availability of information about the issuer
and limitations on the manner of sale and the nUlllber of
securities sold in given periods of time -- were complied
with.
It should be noted, however, that the Rule is
intended to define the boundaries of the term "underwriter"
as used in Section 4(1) of 'the Act and thus to prevent
issuers from evading the registration requirements of the
Act by selling to persons who would effect a distribution
to the public at large without registration.

It does not

contemplate the theory underlying proposed Rule 242 -that there is a class of persons sophisticated enough
to purchase securities without the disclosure protections
of the Act.,
When this 'is taken into account, it becomes clear
that, for resales to these persons, there is no necessity
for funneling resales through Rule 144.

If an accredited
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p~rson

under Rule 242 does not require the protection of

the Act's disclosure provisions on his initial

~urchase

of a security, he should not require such protections when
he purchases the same security from another accredited
l.nvestor.
In terms of the Act, another way of saying this
is that if it is not a public offering to sell to an
unlimited number of accredited persons under proposed
Rule

2~2,

no accredited person should be

cons~dered

an

underwriter if he resells to another accredited, person.
Indeed, such an interpretation is fully in accord with
Section 2(11) of the Act which defines an underwriter
as one who purchases securities from an issuer with a view
to distribution.

If the issuer has not made a distribution

in selling to 100 accredited persons, no accredited person
~hould

be classified as an underwriter for reselling to

other accredited persons.
As long as we assume -- as Rule 242 does assume
that the accredited person can fend for himself, there is no
need to restrict resales made solely to accredited persons.
Any such person, 'before making a purchase of resold securities,
will endeavor to acquire information about the issuer which he
considers satisfactory for an informed decision.

And if he does

not, there is no reason the government should protect him against
his own lack of prudence.
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Section 3 of H.R. 3991 proceeds on this theory.
It is intended to permit resales of securities
accredited investors -- without any greater

to

l~tations

on sale than were initially placed on the issuer itself.
The effect of this, the Council hopes, will be the creation
of a new market for securities of developing companies -..

u:kct conlOilOting solely of the thousancls of institl.ltions

lII ..

~ld

oth~r

sophisticated

i~vestors

whose willingness and

ability to take risks will provide capital for new ventures.
The absence of such a market in the United States
at t:he present time is in substantial part, the Council
believes, the result of over-regulation of the sale of
securities

a pattern of regulation which, in attempting

to protect the general public has raised the cost of
capital and restricted the availability of capital to the
small firm.

In so doing, the securities laws have forced

developing companies to seek capital, frequently in the
form of debt capital, from ·the limited number of investors
who are willing to accept the illiquidity associated with
holding securities over the long term, redl.lced the ability
of individuals with new ideas to establish new businesses
and new markets, and contributed significantly to the
concentration of innovative developments in the hands of
established enterprises.
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H.R. 3991 would lna.lte significant changes in this
area.

By permitting unfettered resale to

accr~dited

investors of securities initially sold to other accredited
inve~tor~,

the bill would free up the capital marKets for

developing companies.

How this will happen may be illus-

trated by an example.

Let us asswue that a small company

ha~

developed a device which, if it proves out, could save

~ubstantial

amOW'lts of el:ectricity.

To proceed with the

development of its invention, the Company needs capital
for the following purposes, in roughly the following order:
to prove that its theory is workable, to apply for and
obtain a patent, to develop a prototype model, to find a
market and maKe estimates of demand, to acquire plant and
equipment, and ultimately to expand its plant and refine
its product if initial marketing has been successful.
At each of these steps, an investment in the
company is slightly less speculative than at each preceding
step, and the risk-reward calculus associated with each
step would be s14ghtly different.

It can be expected that

the company's initial investors will be taKing high risks
for high returns, while those investing at the later
stages of its development will be taKing lesser riSKS for
lesser rewards.

What is important to recognize is that

the amOW'lt of risk capital available is limited, and that
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if we pursue policies which lock in this risk capital for
long periods we are limiting its availability still further.
However, returning to our example, if the company
has successfully proved that its invention is workable, or
has obtained a patent, the investors who financed this
stage of its development should be able to sellout to
investors who take lesser risks, thus making their capital
and profits available for. other speculative ventures.

On

the other hand, if resale of these securities· must Await
Lhe development of a public market for the securities of
Lhe company -- which would be the case if Rule 144 were.
the only way out -- the investors' venture capital funds
might be tied up for years.

Not only does this reduce the

total amount of risk capital available to developing firms,
but the prospect of having to carry an illiquid investment
for many years will make the investor more reluctant to
commit funds, and more reluctant to make an equity investment.

This in turn will raise the cost of capital to

those developing firms lucky enough to have access to it.
Finally, the investor's desire to assure bimself
of an opportunity to liquidate his investment may lead him
to demand and get a commitment from the company to proceed
with a public offering of securities within a specified
period of time.

It is at this point that the proposal
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seen to have the effect of protecting the public against
excessively speculative investments.
It must be remembered that the securities laws
are disclosure statutes, and that as long as disclosure of
rl.sks is made the general public investor may purchase
any security he pleases.
a sound One on balance,

Although this policy is undoubtedly
i~

is questionable whether securities

regulation ought to be structured in such a way· as to
encourage the sale of speculative issues to the general
public through the registration process.

There nave been

periods in the past -- "hot issues" markets -- when A
substantial number of companies which registered securities
for an initial public offering became bankrupts within a few
years.

Por the most part, the risks were disclosed, but the

public was of a mind to accept them.

The question is whether

the r1sks assumed were appropriate to the economic status of
thc·,;c who assumed them.
It is doubtful that all of the speculative issues
which were offered to the public during those periods, or
for that matter today, would have found their way into the
hands of the public if there had been available to issuers
an alternative means of raising capital.

The costa imposed

by the Securities Act on an initial offering of securities
and the continuing legal, administrative and accounting coats
of reporting to public shareholders and complying

~ith

other
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requirements of the Securities Exchange Act might have
discouraged such offerings if other sources of risk capital
had been readily available.
Yet, in effect, the requirement that all resales
take place through Rule 144

compel~

speculative companies to

become publicly held as quickly as possible, so that their
investors can liquidate their positions.

H.R. 3991 would

reduce this pressure, permitting accredited investors to
liquidate their positions to other accredited

~nvestors.

There would be no need for an accredited investor to require
that the company become publicly owned in the near future,
since he would have an opportunity to recycle his funds -taking his profit or loss

without a public market for the

company's securities.
In this way, the enactment of H.R. 3991 in its
present form would be a substantial improvement over
proposed Rule 242, which continues the SEC policy which
would have the effect of encouraging the registration and
sale of speculative securities to the public.

H.R. 3991, in

operation, would permit the risk-reward system of the private
capital market to allocate risk and venture capital to developing
companies.

Those who understand and can afford the risks

involved will be taking those risks, and the badly-managed
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or poorly conceived ventures will be winnowed Qut before
the general public is asked to invest. ,
Most ililportant frOlll the standpoint of those
concerned about capital formation, the totAl amount of
venture capital available to small firms will be enlarged -not because dollar amoun~s will necessarily grow, althougb
they lIIight once the barrier of illiquidity is r~ved, but
because the "velocity· of risk and venture capital,lIIOving
~rou9h

Lhe systelll will increase.
Thank you very lIIuch.

We will be pleased to

answer any questions you may have.

Mr. BROYHILL. Thank you very much for your testimony.
Mr. Rinaldo, do you have any questions?
Mr. RINALDO. I have one question.
First of all, I want to thank you for your testimony. I think it
was exceptionally good. The SEC has said that we shouldn't lock
into a statute what they can do by rulemaking. With their proposed rule 242 there is a $2 million ceiling in resale available
outside the restrictive terms of rule 144. Could the SEC cure these
ills by rulemaking, or do you think that there is real need for
legislation?
Mr. WALLISON. As a matter of fact, I believe the SEC could cure
these ills by rulemaking, but that is a slightly different question
from whether the SEC ought to be permitted to do this on its own
motion, or should, by legislation, be required to do it.
The $2 million limitation which is placed on sales of securities in
proposed rule 242 arises out of the fact that rule 242 was promulgated by the SEC under section 3(b) of the Securities Act. By law,
Congress has placed a $2 million limitation on the exemptions that
the SEC can provide under that section.
However, if we focus instead on section 4(2) the situation is
different. In rule 146, the SEC has defined the statutory term
"distribution" not to include the sale of securities in compliance
with that rule, with no limitation as to maximum amount. Using
the same theory, it would also be possible for the SEC to promulgate a rule under section 4(2) of the act which would not be subject
to the $2 million limitation that Congress has imposed through
section 3(b).
However, then you get back to the question of what would happen if you did leave the matter to the SEC. Would the SEC go
ahead and do it? On that I must confess I have certain doubts.
The SEC, like any other institution, has developed over a period
of time a bureaucratic attitude-not to cast any aspersions on itbut an institutional approach to sales of securities without registration. It would be extremely difficult, without a strong congressional
command, it seems to me, to get the SEC to adopt a rule which
does not contain the $2 million limitation in rule 242 and also
permits the free resales which are part of H.R. 3991.
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Mr. BROYHILL. Would the gentleman yield at that point?
Mr. RINALDO. I would be pleased to yield.
Mr. BROYHILL. Mr. Mann testified earlier and it appears to me
that perhaps there is some difference of opinion here. I understood
Mr. Mann to say that perhaps the SEC could do the job, but it
lacks a mandate and that they be given a mandate-an "appropriate mandate", I think, is the term he used. I think that Mr.
Wallison is saying, in effect, that the Congress should pass legislation in these areas in order to correct these particular problems,
whereas you are saying that they be nudged a little and they can
do it by rulemaking.
Am I misinterpreting your remarks?
Mr. MANN. No; that is correct, sir. I did also recommend that the
limit of 3(b) be increased so that they could create a viable venture
capital exemption under that section. I certainly agree that it is
unlikely today without legislation that the SEC will by rulemaking
solve the problem.
There are two problems that we are confronted with. One, with
respect to any rule under section 4(2) of the act, the Commission,
and I believe quite properly, takes the view that no rule of the
Commission can go beyond the statutory interpretation placed on
section 4(2) by the courts. Thus rule 146, which has rather limited
utility, was a reflection in large part of a feeling by the Commission that they couldn't have gone any further under 4(2). That is
why rule 242 is proposed under 3(b) where you don't have the
courts having limited what can be done the way they have done
under 4(2).
Mr. BROYHILL. What I am really getting at here is, with respect
to your testimony, if I may interrupt just a minute, what I am not
clear on is to what extent or how you would write a congressional
mandate.
How broad would it be? It would seem to me that it would be
better for the Congress to be more specific in these areas in giving
direction .to the SEC rather than passing broad brush legislation
encouraging the SEC to administer the action in such a way as to
create more capital for small businesses in the country.
It would seem to me it would be far better to address each one of
these problem areas and to write legislation that would not only
give the SEC direction, but would not be subject to a great deal of
litigation in the courts.
Mr. MANN. On previous occasions when Congress has given the
SEC a mandate, as it did in the environmental area, the Commission has demonstrated that by rulemaking it will carry out the
congressional intent. One of the basic problems in not having a
mandate was illustrated yesterday by Commissioner Loomis' testimony, where he said the Commission is concerned that small businesses should have an appropriate market to raise capital, and in
the next paragraph of his statement he said, "At the same time,
the Commission is charged with the responsibility of insuring the
integrity of securities markets."
There is a difference between being concerned and being charged
with the responsibility, and I believe what I am suggesting is if you
charge the Commission with both responsibilities you may very
well fmd rulemaking providing the solution.
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Mr. BROYHILL. Thank you. I just wanted to see what the differences were here in the testimony.
Mr. RINALDO. I think you raised a good point, but I am a little
unsure of your position. I get the impression you definitely favor
legislation. Do you favor legislation or do you think there should be
rulemaking; should it be left up to the SEC? Perhaps there should
be pressure from Congress.
Mr. MANN. With respect to the private offering or venture capital creation sections of H.R. 3991, I would favor expanding the 3(b)
limit to a viable limit for capital formation and providing a mandate to the Commission and then sitting back and watching what
they do by rulemaking.
I have a high degree of confidence in the present Commission's
desire and ability by rulemaking to accomplish what these sections
of the bill are designed for.
Mr. RINALDO. What limit would you suggest?
Mr. MANN. At a minimum, I would suggest a $5 million limit.
From my own experience in practice, I would think that a $10
million limit might be quite appropriate.
Mr. RINALDO. Obviously you object to no limit at all, so why not
just remove the limit?
Mr. MANN. No, sir; I would not say that I objected to no limit at
all, and perhaps it is inappropriate for me to suggest a limit
because the suggestion of a limit is a suggestion that a no-limit
provision would not be acceptable to Congress.
If Congress would be willing to delegate the Commission authority to adopt exemptions without a dollar limit, then that might very
well be a desirable provision to add to the bilL
Mr. RINALDO. How would you feel about indexing the limit to the
rate of inflation?
Mr. MANN. I think that is an excellent idea. My formal statement refers to the experience in forming a company called Intel
Corp., which is one of the leaders in semiconductor technology in
the United States. And at the time Intel was formed in 1969, the
total venture capital that went into it was $500,000 from the three
founders and $2.5 million from venture capital investors.
By 1979, according to the estimates that I have seen, instead of
$3 million, it would take $30 million to form that company, and
indexing will in large part address itself to that problem.
Mr. RINALDO. Do you wish to comment?
Mr. LIFTIN. I would like to comment, if I could, Congressman
Rinaldo. I have a slightly different opinion than Mr. Mann with
respect to the Commission's willingness in all events to follow
through with rulemaking to support legislative intent.
I think some recent evidence of that is the performance of the
Commission in carrying out the congressional mandate established
under the Securities Act Amendments of 1975, in particular with
respect to the development of a national market system for securities.
I think the Commission will carry out congressional mandate if
it happens to be consistent with its policy at the time or that is
seen by the majority of the commissioners, and so, without wanting
to seem unduly skeptical about it, I think another point of view
would be to enact legislation such as that suggested in this bill and
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if there is concern about the size or about the policy of other

abuses, perhaps give the Commission authority on the making of
certain affirmative findings in a formal type of proceeding to then
impose restrictions but, in other words, to put the burden on the
Commission to cut back with rulemaking rather than giving them
the complete initiative and hoping that they will carry through.
Mr. RINALDO. You say they are not carrying through with the
national market?
Mr. LIFTIN.1t is, of course, a matter of opinion.
I drew the impression from the oversight hearings of several
weeks ago that that was the consensus of some members of the
subcommittee. _
Mr. RINALDO. Just so the record shows, that may have been the
opinion of some members.
I think that the national market system is moving along as
rapidly as it can. Certainly I wouldn't want to see it changed
overnight into a completely automated system, and I feel that the
Commission has to tread with caution, because we can't just completely eliminate the human factor that is so necessary to the
proper functioning of that system.
My own personal opinion-and I know there are some members
of the committee who disagree with me-is that it is moving' along
at an extremely satisfactory pace.
Mr. LIFTIN. Without disagreeing with that view, I just suggest
that that is an area where there is a good deal of difference of
opinion. I think here the issues are much clearer cut and easier to
deal with and that for that reason it would be a better example of
a case where you can spell out exactly what is to be done and then
provide for Commission flexibility, for administrative flexibility, by
letting the Commission cut back if they fmd that there are abuses.
Mr. RINALDO. So you, in other words, favor the legislative approach?
Mr. LIFTIN. I do think that is preferable. I think it can clearly be
done the other way.
Mr. RINALDO. I have no further questions, Mr. Chairman.
Mr. BROYlDLL. Let me ask one or two other questions.
Did I understand, Mr. Wallison, that you feel that the definition
of an accredited investor that is included in H.R. 3991 is about
right?
Mr. WALLISON. Yes, I would be satisfied with that.
Mr. BROYlDLL. It was said yesterday, I think, in testimony that it
was too broad. Would you want to respond to that criticism?
Mr. WALLISON. I respond, Mr. Chairman, only by saying that I
think the bill gives the right amount of authority to the Securities
and Exchange Commission in this area. In subsection (A) it defines
those investors who would clearly fall within anyone's definition of
sophisticated. In subsection (B), it then permits the SEC, with its
specialized knowledge of the securities field, to create yet another
class of persons who would fall within the category of sophisticated
investors. And then, fmally, in subsection (C), it opens up to everyone who wishes to participate in taking risks-and certainly people
who are not wealthy should have that right-the possibility that
they can make high risk investments if they are advised by persons
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who can analyze financial and business information. So to me, as
drafted, that section of the bill is satisfactory.
Mr. BROYHILL. Do you have any comments as to the definition of
an accredited investor in H.R. 3991, as being too broad, or about
right, or as I understood you were testifying, that since the SEC
was addressing this, legislation is not necessary? Was that your
testimony?
Mr. MANN. With respect to this section, yes, sir. I think that the
definition is fine and I think that providing the SEC the authority
to exempt other classes of accredited investors is extremely desirable, but it seems to me that the purpose of the section can be
addressed under rule by the Commission without being locked into
the legislative pattern.
Mr. BROYHILL. Then moving on, of course, section 3 would permit
the limited resale of these securities and, as pointed out, it would
create a new market for developing companies. I felt that this was
an innovative idea that would be able to bring more capital into
these newer developing companies, and now this section, of course,
is being criticized as opening up huge loopholes.
Would you want to comment on that, Mr. Wallison, first?
Mr. WALLISON. Yes.
Mr. Chairman, it seems to me that what section 3(a) does is
apply to resales exactly the same standards as are applied to initial
sales. If an issuer is to be p~rmitted to sell its securities, with
registration, to people who are able to fend for themselves-and we
think the SEC has adopted this theory in proposed rule 242-it is
very difficult for me to see why the people who purchase such
securities, accredited investors, should not be permitted to resell to
other accredited investors at any time. The benefits of permitting
them to resell, as outlined in my earlier testimony, are very substantial. Obviously, we are dealing here with a policy judgment of
the kind that Congress is most equipped to make, but if you permit
the sale initially to the accredited investor and then force the
accredited investor to hold those securities until he can sell under
rule 144, I think you have substantially reduced the value of this
legislation. As drafted, I believe the legislation would eliminate the
illiquidity which now impedes venture capital investment, and I
think that is the heart of the bill.
Mr. BROYHILL. Do you have any further comments?
Mr. MANN. I am not certain that this isn't a solution in search of
a problem; that is to say, in my experience any situation that
would be covered by section 3(a) of the proposed bill would be a
situation today where I would probably be willing to write an
opinion to the client that the transaction is exempt already.
The resale to the accredited investor, it seems to me, is not likely
to be viewed as a distribution of securities. Since it is not likely to
be viewed as a distribution, as what some people would refer to as
a reprivate placement or section 4(1 %) transaction, it would not
require registration because the seller, in this case the initial investor, would not be considered to be a statutory underwriter for
purposes of section 2(11).
There is obviously room for people to disagree, and I would not
oppose the adoption of section 3(a) because it does perhaps for some
people clarify the availability of the exemption, but I am not
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totally convinced that it would change what happens when venture
capital investors decide they want to resell to other sophisticated
investors.
Mr. WALLISON. There are two points I would like to make at this
juncture. The first is that obviously counsel can disagree substantially about how far they would go in giving an opinion to a client.
The issue is certainty. When a client has offered the security
through a number of brokers, or someone representing him who
had made a number of calls to try to find a buyer for a security,
counsel may be reluctant to give an opinion with knowing the
number and identity of all the offerees. Second, and I think probably more important, the resale provisions of the bill would permit
the development of an infrastructure for this kind of sale. What
doesn't exist now, I think, because of current regulation restrictions on resale, is an infrastructure in the securities industry for
the resale of securities that have been purchased on a restricted
basis.
You may have Goldman Sachs, First Boston, or Merrill Lynch
search around for a purchaser for a bloc of stock, but the proposed
transaction would have to be very large. In general, these firms
don't have personnel who are employed specifically for the purpose
of making markets in limited sale securities or restricted securities.
Mr. BROYHILL. Mr. Opper?
Mr. OPPER. Thank you, Mr. Chairman.
Proposed rule 242 would do something which sections 2 and 3 do
not. It would permit, without restriction, the resale of restricted
securities to any person with $100,000 or more to invest. It does
seem to be a little more liberal than the provisions in 2 and 3 and I
was wondering whether you had any comment on that?
Mr. Mann?
Mr. MANN. I believe that illustrates the type of flexibility on the
part of the Commission which my comments on sections 1 and 3
endorsed. A $100,000 limit may very well be an appropriate limit
today.
The Commission, by experience, has modified rule 144 on several
occasions, and I would look forward to the day when that $100,000
limit might become a $50,000 limit if experience justified that
abuses were not present, and that is a flexibility that the Commission has that unfortunately Congress does not have when it is
creating exemptions.
Mr. LIFl'IN. Mr. Opper, I would suggest that under the terms of
the bill the SEC would have the authority to create an exemption
such as that under the definition of an accredited investor, section
15(b) of the act, and I believe the Commission could establish that
kind of a limit or any other limit it deemed appropriate, so I don't
think that the notion of legislation, as opposed to rule 242, would
necessarily be inconsistent with that kind of a standard.
Mr. OPPER. Rule 242, as I understand it, contains reporting requirements, whereas sections 2 and 3 of the bill do not. Are there
any benefits to be derived from reporting these kinds of transactions?
Mr. MANN. I think it is important to note the type of reporting
requirements that are contained in the rule 242 proposal. They are
not reporting requirements addressed to filing of offering circulars
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or detailed information about the issuer. Rather, they are statistical reporting requirements which the Commission has asked for in
order to assess the effectiveness of the rule, the degree to which it
is being utilized, and determine whether further amendments to
the rule are desirable.
So long as those reports are handled in a manner which is
designed to accomplish that purpose, rather than an enforcement
purpose, I would think that they would be very useful.
Mr. LIFTIN. It is difficult to disagree with what Mr. Mann says.
I would point out that frequently, whenever an issuer is aware
that a transaction that is conducted pursuant to an exemption
from the act is to be reported to the Commission, there is a natural
reluctance to engaging in the transaction for just the reason that
Mr. Mann adverted to; that is, that it will immediately draw the
attention of the enforcement division, even if the issuer believes in
good faith that there is no reason why it should.
I think it is just perhaps human nature. Therefore, I would just
say that this might be a somewhat inhibiting factor. Perhaps it is
outweighed by the need to compile reliable information about utilization of the rule, however.
Mr. OPPER. Following up on Congressman Broyhill's question
about the term "accredited investor," in section 3 of the bill, it
would also define as an accredited investor any person who would
otherwise not qualify but who is relying upon the advice of a
previously defined accredited investor.
The Commission has criticized that provision as really not providing any assurance that the person who would then qualify as an
accredited investor would be sophisticated, and I note that your
prepared testimony really does not dwell on that section.
May we assume from that this is not one of the most important
provisions of the accredited investor section?
Mr. WALLISON. I don't think it would be warranted to draw that
conclusion from the fact that the testimony didn't deal with it
extensively.
Mr. OPPER. Didn't deal with it at all.
Mr. WALLISON. In response to what I understand to be your
question, it seems to me that the provision as drafted gives the
Securities and Exchange Commission the authority to regulate this
area in appropriate ways.
As to subsection (C), which permits a person to rely on the
investment advice of an accredited investor, strikes me as not
substantially different from the offeree representative concept contained in rule 146.
Mr. OPPER. But in this case it could be someone who is relying on
the advice of a person who would not necessarily qualify as an
offeree representative. For instance, one could be relying upon the
advice of any entity registered under the Investment Company Act
of 1940, or a fund, or a trust, or an account of a bank or insurance
company. That seems to be a bit broader.
I really don't want to belabor it, but if we follow through the
logic of subsection (C), a person who becomes an accredited investor
by relying on the advice of one of those entities can then presumably advise someone else who would then become an accredited
investor and you can continue this string ad infinitum.
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Mr. WALLISON. I suppose that as you are reading it one might
take that position, but I don't think that is the way it will be
interpreted.
Mr. OPPER. It is in the bill and that is one of the problems with
statutory inflexibility.
Let me suggest something else. If you make a fund, or a trust, or
a bank an accredited investor which could then advise others, who
may take these unrestricted securities, but do not so make persons
who would in a more normal process be the underwriters, such as
brokers and dealers and investment advisers, wouldn't we be creating a situation where an issuer who has restricted securities to
place would be going to a bank or putting to an investment company in order to place them, placing brokerS' and dealers and investment advisers at a decisive competitive disadvantage?
Mr. WALLISON. I believe that a broker-dealer or an investment
adviser would probably be declared to be an accredited investor by
the SEC under subsection (B).
Mr. OPPER. Only if the Commission did so rule.
Mr. W ALLISON. That is right.
Mr. OPPER. But there is nothing here to mandate that.
Mr. WALLISON. Of course, we are in a position where, on the one
hand, we are wondering what the Commission can be relied upon
to do by regulation if they have no legislative command, and then,
on the other hand, you are inquiring as to whether the legislation
can be so tightly drawn that the Commission will have no flexibility even on a matter which seems appropriate for rulemaking.
I think it is within the power of the committee and the Congress,
if the language of the bill does not sufficiently do it, to give the
Commission the authority to adjust these provisions in such a way
as to take account of the kinds of concerns you have expressed.
Mr. OPPER. Well, that may be the case. It may be perfectly
conceivable for a number of reasons that the Commission may find
that an investment adviser, just because he is registered under the
Investment Advisers Act of 1940, does not qualify as an accredited
investor. Yet, as everyone knows, he is in competition with banks
and insurance companies who would qualify, and to the extent that
the Commission does not see fit to make an investment adviser an
accredited investor, the investment adviser is at a competitive disadvantage.
Mr. LrFTIN. If I could respond to that, I think once again the
Commission clearly would have the flexibility to classify investment advisers, distinguish among different characteristics they
might have based upon experience, education requirements, the
amount of time that they have been in business, and so forth, the
amount of money they have in their management perhaps, and
this might be a way that they could solve the problem.
Mr. OPPER. I think the last time the Commission tried to classify
investment advisers it was-Mr. LIFTIN. That was for the purpose of whether or not they
could be in business.
I think here though when it is for the purpose of whether or not
they could qualify someone for an exemption under this statute, it
would be far different and I think you seem to be worried about
creating an undue burden on competition.
55-753 0 - 80 - 16
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I think while there might be somewhat of a burden, if it were
felt by the Commission that it were justified from a regulatory
point of view, I think that is not inconsistent with the philosophy
of the securities laws.
Mr. OPPER. Since the panelists are encouraging the Commission
to raise the section 242 ceiling, would you similarly increase the
raising of the ceiling under regulation A or should we subject that
to different standards?
Mr. MANN. I think that the regulation A ceiling adopted by the
Commission has gone up, although not in tandem and not at the
same time with the increase in the limits adopted by Congress
under 3(b). My recollection is that there have been two increases
within the last few years. I am not sure that regulation A is
something which, with the adoption of form S-18, fulfills the same
role that it did at one time.
I know the Commission has under consideration a massive revision of regulation A.
I would encourage them, by giving them the mandate to promote
capital formation as part of the legislative package, to consider
increasing the limit of regulation A to the full limit of the 3(b)
amendment, and classifying types of offerings with differential disclosure from different types of issuers. These and other proposals
have been considered by the new Office of Small Business of the
Commission. I think that it may very well be possible to· use
regulation A in the capital formation process in a much more
constructive manner than it has been used in the past.
Mr. OPPER. Mr. Mann, there seems to be rather general agreement that the provisions of rule 146 and section 4(2) are overly
rigid and, accordingly you endorse section 5 of the bill.
The Commission has testified that they are working on a proposal now which would provide some kind of good faith standard in
connection with private offerings.
Would that essentially alleviate or eliminate the problem, and
even if the Commission did so, would you see the need for some
kind of statutory provision?
Mr. MANN. What we are talking about, I am afraid, is, an anomaly in statutory language. The statement was made earlier this
morning that the definition of distribution may be considered by
many as synonymous with the definition of public offering. I would
have to dissent and point out that section 4(2) uses the term "offer
and sale," while section 4(1) talks only about a transaction, and the
problem that the Commission is faced with, it seems to me, under
4(2) is that the word "offer" is in the statute.
That being the case, we have a problem where good faith may
not be enough. I have serious doubts that the Commission, harnessed with the legislative history and also with the court interpretations of section 4(2) of the 1933 act, by rule can do what section 5
of H.R. 3991 would do.
Indeed, the statement by Commissioner Loomis yesterday suggests perhaps a reluctance in some respects to go to the extent of
section 5 of the act because, as he said, those investors who could
not recover might well feel they were treated unfairly since the
company would not have the financing they expected. That is a
problem that exists under existing law when an investor finds that
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a bank line of credit is pulled back from a company has just
invested in.
In short, I would suggest that the antifraud rules are sufficient
to protect both the person referred to by Commissioner Loomis and
the investor today buys because of a misrepresentation as to the
issuer's capital or the absence of a material contingent liability.
The right of a purchaser to rescind because of an inability to prove
a nonoffer to a non purchaser is a Draconian way to accomplish the
result.
Mr. OPPER. Mr. Wallison, on page 15 of your testimony you
discuss the origins of the "hot issues" market. If I follow the thread
of what you are saying, you are suggesting that the small investor
or the general public need not have been so badly burned in that
market if at that time provisions similar to 2 and 3 of the bill had
existed.
The reason for that, you suggest, is because these kinds of unseasoned or highly speCUlative issues would have been absorbed by the
venture capitalists. Is that the correct interpretation?
Mr. WALLISON. I think that is an accurate summary.
Mr. OPPER. One of the provisions of the bill essentially would
permit the general public to make the same kind of investments,
but through the vehicle of venture capital company.
I am wondering, if we follow the logic of what you are saying, it
may be no more advisable to allow the public to invest in these
kinds of securities? I am assuming the inapplicability of the Investment Company Act of 1940.
Mr. WALLISON. If you are referring to section 6 of the bill-Mr. OPPER. Yes.
Mr. WALLISON [continuing]. I see section 6 as of a piece with the
definitions of accredited investor in section 3. What is created by
section 6 is another form of intermediary for the public so that
someone can step in who is sophisticated enough to analyze the
risks associated with certain kinds of investments and make those
investments on behalf of individuals who by and large do not have
the opportunity, or in some cases the sophistication, to understand
the risks involved.
So I guess in response to your question I would merely say that I
think what section 6 proposes to do fits in well with the plan of
sections 2 and 3.
Mr. OPPER. Are you suggesting then that the accredited investor
would be the person who manages the venture capital fund, or
would he be the salesman who is selling shares to the general
public, or would he be some other person upon whom the investor
has relied?
Mr. WALLISON. You are referring again to section 6?
Mr. OPPER. That is right.
Mr. WALLISON. As I understand it, section 6 permits the creation
of an organization, which would not be considered an investment
company, and which could purchase the limited sales securities, or
restricted securities, as an accredited investor. I guess your concern
is not clear to me.
Mr. OPPER. The interests in that pool of securities would be
purchased by whom?
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Mr. WALLISON. Those, of course, would be purchased by the general public.
Mr. OPPER. Are they more protected through this vehicle than
they would have been in the hot issues market where you suggest
they probably should not have been at all? Is the reason you are
saying this because there would be responsible people or accredited
investors running this fund?
Mr. WALLISON. That is right.
Mr. OPPER. But suppose the fund itself is no less risky than any
one of the securities? How does this relate to the accredited investor principle? The member of the public, in order to qualify to
invest in this fund presumably is relying upon the advice of an
accredited investor. Who is this accredited investor on whose advice he is relying?
Mr. WALLISON. I understand your question is how does the investor initially purchase securities in the fund created by section 6?
Mr. OPPER. Right.
Mr. WALLISON. Under those circumstances I think we are back to
either a public offering situation with a registration statement for
these funds, or these investors would have to rely upon one of the
other people who are listed as accredited investors in section 3 of
the bill or those who are, of course, defined as accredited investors
by the SEC under section 3(b).
Mr. OPPER. But until SEC adopted rules they wouldn't qualify
merely because the salesman had recommended the purchase. Is
that right?
Mr. LIF1'IN. You seem to be getting at the point that it is trouble-,
some that the accredited investor on whom a purchaser might rely
could be an affiliate of an issuer.
Mr. OPPER. No; I am not, really. What Mr. Wallison is saying is
that the public should really never have been in the hot issue
market. The venture capitalists should have been, and those are
the persons who should have absorbed those kinds of risks.
I am trying to distinguish that from a fund which section 6
might endorse where the general public could invest directly in
these kinds of securities once again.
The only difference seems to be that they would be receiving an
undivided interest in a pool of these high risk securities rather .
than investing in a single security.
I think Mr. Mann has something.
Mr. MANN. Yes, Mr. Opper.
If I could suggest, there is a real difference between the hot issue
market and the type of venture pool you are contemplating under
section 6. During the hot issue market stock brokers who had been
in the business for weeks were selling securities to unsophisticated
investors: Although there was such a thing as the shingle theory
and there were suitability standards, many of those brokers were
out of the industry 1 year later. They were not a solvent, deep
pocket. Indeed many of the investment banking or broker-dealer
firms that they worked for were not deep pockets because they
have disappeared as well.
The contrast between that situation and the situation which
would exist under section 6, it seems to me, is that the investment
decisions in what companies the money of the public investor is
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being put would be made by people who know that because of the
very nature of venture capital investment they aren't going to be
able to leave the business in 1 year This is because they aren't
going to be getting any return themselves unless 3, 4, or 5 years
downstream as those investments are successful.
It seems to me that that awareness on their part, coupled with
the obvious fiduciary duty they have to the investors, makes the
venture capital fund far different from the situation of the individual putting his money in a hot issue through someone who is in the
industry today and may be out of it tomorrow.
Mr. LIFTIN. There is another point to be made there.
I think that Mr. Wallison probably would agree there were at
least a number of issuers who sold stock to the public in those days
that probably should never have done so and that no sophisticated
venture capital investor would ever have put funds into such investments.
I think that the one thing that this sort of providing would do is
create a screen so that those companies that were not only high
risks, but low potential reward investments would be eliminated.
Second, I think you can have different types of pools which
would appeal to investors with different abilities to accept risks
and perhaps the venture capitalist can distinguish between those
investments which have a high risk and a high rate of reward and
those which have, although they may be new ventures, a lower risk
and perhaps a concomitant lower potential reward and match
those risks with the types of investors who have invested in their
funds.
Mr. WALLISON. One more item we should mention is that diversification by the venture capital company would be of some protection to the purchaser.
One of the problems encountered during the hot issues market
was that people were making substantial investments in companies
that were highly unstable and disappeared. Here, we would have
professional management of the fund making these investments,
and this would reduce the risk and spread it through the diversification.
Mr. OPPER. Mr. Mann, I think the discussions yesterday and
today have pointed out quite clearly there is a very real problem
under the 1940 act for venture capital companies.
One of the most pervasive problems is structuring a definition of
venture capital company. It is very difficult to do that without
incorporating other kinds of vehicles which really do not qualify as
capital venture companies. I was wondering whether or not yo~
have some suggestions for us as to the kind of characteristics that
ought to be included in that definition.
Mr. MANN. I think the question of what is a venture capital
company is probably the most difficult one faced in determining
what your exemption is going to be. It is one that the White House
Task Force on Capital Formation certainly wrestled with for a
period of time. It would seem to me that the characteristics would
include primarily investment in prepublic or nonpublic companies;
that is, assuming that the so-called turnaround venture capital
investment is not to be covered by the proposal.
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If it is to be covered by it, then it would seem to me the nature of
the investment might well be the determining factor; that is, investments in private placements, whether they be made by prepublic or by public companies would be the appropriate cornerstone of
the definition.
I certainly would not attempt to limit the defmition to particular
segments of the American economy. I think that if you attempted,
for example, to limit venture capital investment to high technology, you would not have found Federal Express qualifying as a
venture capital company.
Obviously venture capital can go into almost any type of industry. So I would fall back on the nature of the investment as the
basis for the determination and it would seem to me that any
investment in basically restricted securities would probably be as
much of a defmition as you might want.
Mr. OPPER. Could that open the door to eliminating the 1940 act
provisions from so-called letter stock funds that prevailed in the
1960's?
Mr. MANN. The problems that were faced with so-called letter
stock funds of the 1960's were not really investment company act
problems. My recollection of what occurred during that era is that
the sales techniques used in connection with some of those funds,
the representations made to the investors, and the accounting practices followed by them, were ones which could equally well have
been attacked under the antifraud provisions of the 1933 act or the
1934 act.
Mr. OPPER. I think what you refer to is the valuation problem. I
am wondering whether, as was suggested yesterday by the Commission, you would agree that one of the very powerful prophylactic
effects of the act, is the SEC inspection of funds at certain intervals
which may tend to limit the kinds of abuses in this area.
Mr. MANN. Your question is one of first impression to me. I don't
know that there have been any empirical studies that have demonstrated that the inspection power of the Commission under the
1940 act has produced the results that you have suggested. There
may have been, but I am unaware of them.
Mr. OPPER. That is all I have, Mr. Chairman.
Thank you.
Mr. BROYHILL. Mr. McMahon?
Mr. McMAHON. In "the interest of time, one quick question.
One of the current themes of the hearings this year and last year
was the resale of the perspective securities, the so-called lock-in
concept, and all of the other witnesses indicated there should be
somewhat of a different standard with respect to resales to affiliates.
Do you think there mi~ht be some sort of residual middle ground
development by the SEC s regulation which would permit a different standard in the resale of securities among affiliates?
Mr. MANN. You mean by affiliates to the public at large without
regard to whether the purchaser of a restricted security is a qualified investor?
Mr. MCMAHON. After 5 years, yes, but I caution that with residuallegislation in that area to insure that it is done properly, not a
wholesale lifting of that exemption but with regulations designed

243
for those people who have undertaken the risks to reap the rewards and not just sit on those securities forever.
Mr. MANN. With that qualification, I certainly would endorse it.
Mr. BROYHILL. Thank you very much, gentlemen. Your testimony
has been very valuable to the subcommitte~.
Mr. MANN. Thank you, sir.
Mr. BROYHILL. I would like to ask Mr. Heizer and Mr. Garrett if
they could come forward and Mr. Chambers, if you could join them
at the table?
Mr. Chambers, why don't we hear you separately; OK? We will
hear those two gentlemen and then we will come back to you.
That was the understanding.
Mr. Heizer, we will hear you. If you want to summarize your
testimony we will include your statement in the record.
STATEMENTS OF E. F. HEIZER, JR., CHAIRMAN AND PRESI·
DENT, HEIZER CORP., AND RAY GARRETT, JR., SPECIAL
COUNSEL TO HEIZER CORP.

Mr. HEIZER. Mr. Chairman, we want to thank you for not only
holding these hearings but for inviting us to testify again.
I am here as chairman of Heizer Corp., and Mr. Garrett is here
as our special counsel.
My testimony will tend to be that of an emotional businessman
for which I apologize, and Mr. Garrett's will be that of a true
professional.
As you know, my emotionalism arises from having worked for 10
years to build what is one of the largest business development '
firms in the country, the largest independent one, and we don't
know of anything we have ever done that the 1940 act would say
we shouldn't have done.
If we were under the 1940 act we would not have violated any
substantive provisions of that act, and yet the facts of life are that
we are faced with either having to liquidate or go to the 1940 act, if
we go under the 1940 act, we would from all our examinations of it
be so tied up in red tape it wouldn't be worth trying to continue to
exist, as I say.
This is a bit of introduction that causes me to be somewhat
emotional about this. I am active, and have been for some years, in
the venture capital community, and have also been Chairman of
the White House Task Force on Capital Formation, and though I
am here today very selfishly and want to spend what time we have
giving you our perspective on this, the Heizer Corp., so if time
permits or you want me to come back some other time, I will be'
glad to give you our perspective on the other aspects of H.R. 3991
to the extent we are familiar.
I know we are pressured timewise so I will take out some of the
highlights of my testimony, as you say, and I will let the rest of it
be a part of the record.
I think our main message is that, and this message comes after a
year of extensive work with the SEC and the staff to seek an
exemption, first, we tried to seek one for the industry, and they
finally said that they were not going to consider any kind of
industry.
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Then we have worked with them, trying to seek a meaningful
exemption for the Heizer group, and Mr. Garrett can get into this
in a more professional way than I will; but I conclude from this
whole process that really the venture capital industry needs legislative relief from the 1940 act, as your bill proposes to give it.
Administrative relief is just too uncertain and too costly in terms
of both management time and money, and very importantly that
the public can be adequately protected without the 1940 act applied
to venture capital firms.
The part of my emotional testimony, I think, that is relevant, is
that over the last 39 years, numerous venture capital firms, including many of the best venture capital firms in the country, have
been put out of business by the 1940 act. The SEC does not think
they did that, but they did that by indirection, just like they may
do it to us by indirection, despite their sincere efforts.
The latest victim, Continental Capital, will testify this morning
in a few minutes, and you will hear their story, and the fact is that
today only a handful of public companies operate under the 1940
act, and Narragansett testified yesterday as one of those firms.
These firms that are trying to supply capital in any significant
way, particularly inequity capital, only can do so under the 1940
act after extraordinary effort and needless delays and unnecessary
expense. I want to emphasize equity capital, since it is more feasible to supply debt capital operating under the 1940 act than it is
equity capital, but supplying equity capital is the main purpose of
the venture capital community and it is what the country so sorely
needs.
There is a lot of confusion over that with the SEC, because the
firms that do operate under the 1940 act, the SBIC's for the most
part that are public, have survived the SEC surveillance. Those
firms are supplying debt capital; and when you do that you don't
run into all of these problems that you have with equity capital
that become so difficult to handle.
Even more damaging to the country than the demise of those
firms which try to work under the act and give up in utter frustration is a very much longer list of firms that have gone out of
business rather than try to operate as registered investment companies, because they believe they could not function under the 1940
act.
I have known hundreds of people, because I have been in my
business full time for 20 years and was in it part time for 10 years
before that, so I know hundreds of people who were very good
people who looked at that 1940 act and said it is impossible.
I am criticized by many for spending our firm's mone:r, even
trying to straighten out this situation. Most people just don t even
try, so at any rate, as a result of that, today the typical venture
capital firm is structured to self-liquidate within 10 years or at
least largely because of the 1940 act.
Mr. Opper was asking yesterday, wasn't taxation an important
thing. Taxation is a very secondary issue, particularly if you are an
equity venture capital firm, you can structure the corporation or a
partnership to not pay taxes. We are a corporation, and we are
structured to not pay taxes. That means you have to spend some
money and figure that out, but that can be done so taxation is not
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really a key issue here, and we could spend some time on that if
you would like to.
As a result, the country is not building the permanent investment structure it needs to build our economy. The really good
venture capitalists get into the business, they make some money,
and then they disappear and retire too early most of the time
because they just don't see a way to build a permanent way of
recouping.
In fact, that is one of the problems of the SEC because the SEC
tends to think that there is no one hurt by the 1940 act. They say
who is it that is hurt, because they don't see the people that are
hurt, because most of them don't want to spend their time and
money going through what we have been going through. In the
alternative, the SEC says there is no one that really needs relief
from the 1940 act.
The net effect has been to seriously impair the flow of equity
capital to new business and to deny the public the right to invest
in new capital ventures.
The Heizer Corp. which is one of the larger independent venture
capital firms currently exempt from the 1940 act since it has less
than 100 shareholders, and we have spent a lot of money making
sure we have less than 100 shareholders which in itself has been a
big problem and, as I mentioned, we are going to have to join the
list of companies that have disappeared because of the 1940 act.
We are here this morning with a lot of emotion hoping your
committee will not only hold these hearings but get a bill through
the House and, hopefully, we are willing to work with you to try to
get it set up to follow through on the bills because it is so important to us and we think to the industry.
In September we celebrated our 10th anniversary of our firm and
we promised when we were formed that we were going to get
liquidity for our investors by the end of 10 years. They wanted us
to be a partnership because they didn't think we could solve the
1940 problem, and we said we would like the privilege of trying,
and so they invested and gave us that opportunity.
We are under pressure, and we have not been able to tell how
this is going to come out because when you are dealing with
whether bills will get through Congress or not or whether the SEC
is going to do something, that is very difficult.
We literally have to plan to liquidate ourselves. We feel our
common stock would be a good long-term investment for public
shareholders, and we think we would continue to do a number of
things that are important to the economy and more important
than us, though, I feel, is if we can get this law straightened out I
think there would be a lot of firms formed in a different way and a
lot of those that exist today would start looking at this and would
decide to try to convert their firms into permanent companies that
would exist and build over a period of years.
Now, you heard, and we have mentioned that we have been
working with the SEC seeking exemption, and you probably heard,
since the rumor has been around, that the SEC is going to give us
an exemption. Well, then, you can say, why is Heizer Corp. here
seeking legislation or why do we feel the venture capital industry
needs legislation?
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Well, it's true that Heizer Corp. has been working closely with
the SEC; it is true that the staff has been fully cooperative and it is
true that SEC has shown it wants to help Heizer Corp., and it is
true the staff wants to help the venture capital industry.
All of this is true, and it is also true that the staff is considering
exemptive relief for Heizer Corp., but the point I want to make is
despite all of this Heizer Corp. has been plagued by the uncertainties of the 1940 act for over 10 years, even though they are not
registered.
We have had this concerned life-or-death effort going on with the
SEC for 1 whole year. We have assistance'of very able and experienced legal counsel, and we spent over $300,000 of direct out-ofpocket expenses on our outside legal counsel during this time.
On top of that, we have had additional expenses for myself and
our people which adds up to at least another couple of hundred
thousand dollars, so we have spent over $500,000 trying to save
ourselves from going under.
In addition to that, these are more subtle things, but the Heizer
Corp. has not been able to do new deals for 5 years largely due to
the uncertainties of the 1940 act.
The reason for that is we told our investors we would get them
liquidity. We can't assure them of any liquidity if we are going to
continue to do new deals and have a lot of new, young illiquid
deals. That would be a real mess, so we said that we would put
that original money to work and mature those companies and then
we said we would try rather than liquidate the company, we would
try to get exemption from the 1940 act so that they could publicly
sell their securities without our having to be liquid.
We have been hung up for 5 years in this period of uncertainty,
and it has caused us to not do the job. In addition to that, this has
been very difficult to build our management team the way we
would like to, because our management people have no idea whether they are working for a company that is going to continue to
exist or is going to disappear.
When I get back in Chicago, they will all be saying, "How did the
hearing go? Are we really going to make it, or are we not?"
That is a very difficult problem.
Mr. BROYHILL. Let me interrupt: Is it possible for you to liquidate
and the next day start over under another name?
Mr. HEIZER. Well, we could do that.
Mr. BROYHILL. Do you have tax problems there?
Mr. HEIZER. Well, we can do that but you lose the ongoing entity
that has been created, and this is what we have to do.
That is what has been going on for 20 or 30 years, and everybody
liquidates. It appears as though they have one fund, and then they
go onto another fund. This puts great pressure on the investee
companies. As they approach the time for liquidation, the companies become obsessed due to their contracts with forcing the young
companies they have financed to merge with other companies.
Why? Because if they don't do that and they don't force the
merger out and the sellouts to make themselves liquid, then when
it comes time to measure who gets what in their funds they don't
do very well, and that is a very understandable self-motivation.
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In fact, their huge desire to sell out companies prematurely is
one reason we don't like to get involved with a lot of the partnerships, because there are very short-term fuses compared to what
we would like to have.
Mr. BROYHILL. What you are saying is it would make you make
investment decisions that would be wise-that if you had an opportunity to make those decisions over a longer period of time, you ,
might do it differently rather than have to make those decisions
under some time restraints?
Mr. HEIZER. Right; but the effect is most of the venture capital
corporations and partnerships do concentrate on financing at a
later stage so they can be sure of the life of the partnership.
There are very few firms that do startup like we do, and we need
to have a lot more companies that have enough longevity, so they
consider them with management, which is a good idea, and help
them get going and live with it 10 or 12 years.
It takes a long time to build a company from scratch. Intel is an
outstanding exception to the rule in terms of how quickly it went
from startup to public company, but that is an unusual company.
Mr. BROYHILL. Would you explain for the record the importance
of this liquidity factor that you k~ep referring to? Otherwise, the
investor would put his money into listed securities?
Mr. HEIZER. Yes; there are a few wealthy families in the United
States, such as the Rockefellers, who for years have put money to
work on a long-term basis, and the people representing them are
not under those pressures, but there are very few wealthy families
that do that.
Most of the institutions you would think would not be under any
pressure, the life insurance companies and trust companies, and so
forth; but I imagine that they are. They feel 10 years is a long time
to be locked up in something, our investors.
The more successful you are the more valuable their investment
becomes, the bigger it becomes and the more unhappy they become
over it being liquid, so success breeds an even greater desire to be
liquid.
The investors see what we are trying to do and are supporting us
in spending all this money so that they can sell their securities
without forcing it.
,
Mr. GARRETI'. If I may interject a moment, I think it might be
well to make it clear that institutions in a situation like this might
be prepared to accept even up to 10 years of illiquidity, but they
have to see their way sometime to clear the investment, and they
can't realize it on the growth of value as against the income
throwoff.
The real investment play is in the capital growth in the underlying securities, unless they can do one of two things: That is to say,
sell the portfolio securities and distribute the proceeds or enable
the investors to sell their shares in Heizer Corp., and they can't
unless there is an active market and a liquid market, so there is a
liquidity of the investee level to be able to liquidate if you have to
liquidate but also liquidate at the investor level and Heizer as an
alternative to liquidate.
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Mr. BROYHILL. If we could achieve that liquidity of both levels,
you are arguing that there could be substantial capital formed to
help small business in developing business?
Mr. HEIZER. Yes; because the public markets, I think, would
supply many times the amount of money that is currently being
supplied the way the system works due to the law. It would open
up the institutions more, because one of the problems institutions
have is the one we are describing.
For instance, in our fIfth year of business, one of our institutions
had a liquidity problem. The insurance commission that governed
them was saying, you must be more liquid in your investments, so
naturally their investment in us came under scrutiny. They called
me up and said, this is a real problem for us, could we fmd another
institution to buy that investment?
We said we think we could, and we found two institutions, and
they said, thank you. Now that the insurance commission knows
that they consolidated we have no more problem, so there is a
subtle tie involved in all of this with the institutions, that if we
were public the institutions could also invest in us with less concern over this whole question.
Mr. BROYHILL. So what happens is that this capital, under the
present situation, the present regulations and laws, tends to flow to
those larger corporations which are listed on the major exchange?
Mr. HEIZER. The venture capital community has to try very hard
to make sure whatever it invested in is something that can be
listed pretty quickly to be liquid, or they, have to plan on merging
it out.
Mr. BROYHILL. So the big get bigger and the small shrivel and
die.
Mr. HEIZER. It is certainly a lack of capital for them, so the point
is here and this point I don't know how to make without maybe
offending someone, but in our discussions with the SEC where we
are today, if we get an exemption from them I would characterize
it, as a businessman, if you stood back from the whole thing we
would be free to do all of the things we have done in the past,
substantively or most of the things. This is hard to say, because we
haven't lived under it, but it looks like most of the substantive
things could be rebuilt.
You might say why would we object to being under the 1940 act?
The problem is, I will call it redtape, and Mr. Garrett can explain
this more professionally, but there are a number of parts to that
act that the SEC must operate under, and they are not substantive
things for the most part but there are things that interfere with
your business indirectly and chew up tremendous amounts of time
and money, which people that have been under the act will tell
you.
'
None of this is really the fault of the SEC or its staff. Everybody
we have worked with is very sincere and very interested in solving
this problem. They want to solve this problem with small business,
and the new front-end rules, as we call them, that they talked to
the committee about yesterday, will be very helpful in getting
funds going, and they are to be applauded for what they have done
in the front-end rules.
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We want to point out that there is nothing that they have
proposed under rulemaking so far that solves the problem we are
talking about; that is, how does the company continue? The frontend rule helps more firms getting going maybe. We say the fault
lies in the 1940 act and must be remedied by Congress.
From a legislative standpoint, Congress should ask itself some
very basic questions, the first one being what are we fencing in and
what are we fencing out?
Is the 1940 act needed to protect the public investors who might
invest in a private venture like Heizer? We say no, the 1940 act is
not needed to protect the public. With the proper legislative exemption the 1933 and 1934 acts as well as State laws would adequately protect the public.
Can venture capital firms operate under the 1940 act? We say
no. The 39-year record speaks for itself. Is the 1940 act typical of
the kinds of legislation that our Constitution envisioned? We feel
sincere about it, that the 1933 and 1934 acts are good acts. They
assume you are innocent until proven guilty, and you are entitled
to a trial to determine if you have done anything wrong and if so
who was damaged, and if so in what amount.
If you step back from the 1940 act, as a business person, that act
assumes you guilty until proven innocent, and the penalty is completely rescission of your transactions, should somebody technically
fmd you have done something wrong without proof of harm to
anyone, no statute of limitations and with no trial.
I am surprised over all of these years that someone somewhere
has not attacked the 1940 act just on those grounds but that hasn't
happened. I am sort of amazed at that act in its basic format.
Should other venture capital-this is another key questionfirms be asked to go through what Heizer Corp. has been going
through, even if you assume Heizer Corp. eventually obtains meaningful exemptive relief from the SEC?
We say again no. Very few firms can afford the costs of hiring
counsel for this purpose and the fear, uncertainties, and costs
would continue to discourage venture capital firms from even planning to be continuing companies.
Public investors would continue to be denied access to professional management, and the flow of equity funds would continue to be
severely restricted and the future of America's new and innovative
companies would continue to reside-and I don't mean to make
this so emotional-in the hands of relatively few firms representing only the big institutions and a few extremely wealthy families.
Our industry is a noncompetitive industry. We ~ave not lost one
deal we wanted in 20 years, and this is not said to brag. I say that
to complain. It's absolutely ridiculous that an industry so important to the future of this country should have so few firms and so
little money compared to the need that someone like myself could
make that statement.
Anyway we compliment the committee for getting these hearings
underway, and we hope that you seek a compromise with those
companion bills in the Senate and have something come out of all
this good effort. In seeking that compromise, we urge you not to
belabor this point that was brought yesterday and again this morning of trying to define venture capital.
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My point, and Ray Garrett will look at it a little differently, I
think the public shareholders should be protected irrespective of
what business the company is in or, put another way, the public
shareholder should not be subjected to undue risk because SEC or a
Congress thinks that venture capital firms or small businesses are
a good idea.
In other words, we should in making this legislation still protect
the public and not get into the exemption game because we are
good people. The essence of the legislation should be to protect the
public while letting venture capital firms go public through removing the need for SEC supervision under the 1940 act, and in our
opinion this can be done by predicating the exemption on an outside board of directors and professional management, an outside
board of directors, coupled with maybe you couldn't insist on it,
legislation but certainly by legislation allowing the board of directors and the management to buy stock in the venture capital firm
creating a continuity of interest between the board and the management with the public shareholder.
If you have that continuity of interest the board or management
is not going to do any of those things that the 1940 act was written
to prevent, and then have an absolute prohibition in the exemption
to be entitled to the exemption you have an absolute prohibition
that you cannot have any investments by the boards of directors of
these companies or their management in the investees, only allow
the investment in the venture capital firm and then you cannot get
the self-dealing and the doubledealing and everything else that
went on in the 1930's that the 1940 act was intended to stop.
There would be no incentive. You might have someone still doing
it who is stupid but you wouldn't have them doing it on purpose, so
given these conditions we say there is no reason to expect a recurrence of abuses that the 1940 act was passed to stop.
In fact, public shareholders of a venture capital firm would be
better protected than they are in the case of a normal industrial
company with those kinds of provisions.
The SEC staff would not have to waste time and taxpayers
money administering the action of the good people which they do
today under the 1940 act. They can spend their time on a management by exception basis pursuing and prosecuting the bad people.
The public will be able to invest in the future of America to
manage venture capital firms and in time this will greatly expand
the infrastructure available to help small business and mediumsize businesses. It will also increase Government tax revenues obviously, and it will decrease Government redtape and expense.
How often does Congress have an opportunity to accomplish all
of those things in the same bill? It's pretty unusual, so I would like
to finish on a light note. Listening to your questions yesterday, Mr.
Broyhill, I scribbled out a little poem called, "The Ode to the 1940
Act."
What are we fencing in? What are we fencing out?
The venture capitalists are fenced in; the conglomerates are fenced out;
The professional investor is fenced in; the free-wheeling operator is out;
The wealthy and institutions can invest; the public shareholder is out;
All without meaningful distinction;
And true protection in great doubt.

[Testimony resumes on p. 273.]
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