HOUSE TAXATION COMMITTLEE MTDETING MINUTES
March 18, 1¢81

A meeting of the House Taxation Committee was held on Wednesday,
March 18, 1981 at 8:00 a.m. in Room 102 of the State Capitol. All
members were present except Reps. Brand, Harrington, and Vinger,
who were absent. HOUSE BILLS 609 and 834, SENATE BILL 377, and
SENATE JOINT RESOLUTION 10 were heard.

The first bill to be heard was SENATE BILL 377, sponsored by Sen.
Harry Berg. The objective of the bill is to consolidate school
finance accounts in the State. It doesn't affect the County portion
or the District voted levies. It consolidates the State eguali-
zation permissive deficiency accounts into one earmarked revenue
account. Benefits will be: (1) improved administration of the fund,
(2) greater flexibility, and (3) better budgeting. Currently the
Office of Public Instruction is responsible for administration of
this financial structure, and they presently have to make numerous
transfers among the various accounts. This bhill would minimize
those transactions. Also, currently it .is difficult to determine
exact account balances for the future budgetary reguirements because
of the number of accounts and the transiers between those accounts.
Also, the present legal structure of the accounts reguires certain
actions which can't be reversed once they are done. For example,

it is possible to transfer funds to the Permissive Account where
they aren't needed and not be able to take them back to the Equali-
zation Account, where they are nceded.

He offered an amendment to the bill; see Exhibhit "A." Interest

from the accounts presently is reguired to go back to the Permissive
Account. This amendment is necessarv because the Permissive Account
will now become part of the Egualization Account.

Tom Crosser, Governor's Office of Budget and Planning, then rose in
support of the bill. FHe drafied the bill, and worked with the
Office of Public Instruction on it. It would simplify their book-
keeping records and make internal operations much smoother. He
added that the Governor's Office supported the bill.

Bob Stockton, Office of Public Instruction, then rose in support of

the bill. Regarding the possibility of having surpluses in one
account and deficiencies in another, this has happened, and as a
result, a deficiency levy had to be placed. The Legislative Interim

Finance Committee had asked for this bill toc be drafted.

Dennis Burr, Montana Taxpayers Association, then rose in support of
the bill.

There were no OPPONENTS to SB 377; guestions were asked. Rep. MNordt-
vedt asked Mr. Stockton if the bill would in any way change the
apparent practice of piling up a surplus in the School Egualization
Fund and spending General Fund appropriations.

Mr. Stockton replied that the law presently said that appropriated
money should he spent first. Since the money won't have to pe trans-
ferred to another account at the end of the vear, it shouldn't be neces-
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sary to use the General Fund appropriation except to take up the
slack. He agreed to check up on this to see if the law needed o
amending in this area.

Rep. Harp wondered if special legislation would bhe reduced with
passage of the bill and Mr. Stockton said he felt it would be
reduced.

The sponsor then closed, and the hearing on SB 377 was closed.

HOUSE BILL 609, sponsored by Rep. Jav Fabrega, was then heard.
This bill was being heard once more so that additional proponents
would be able to testify and explain why the present svstem wasn't
working. Cascade County elected to levy one mill just to support
the Economic Growth Council and this is a good indicator of local
interest.

John Lopach, Assistant Director of the Economic Growth Council in
Great Falls, then rose in support of the bill. This hill's inten-
tion is to allow Counties and Cities which desire and need economic
development a choice as to the property tax incentives they wish to
give to new and expanding manufacturers. The bill provides that the
jurisdiction can make the decision whether or not to take advantage
of this law.

In his area over the vears they have had a sicnificant loss in eco-
nomic base. In contrast, some other sections of the economy have

been prosperous. The same type of situation is occurring in other
Cities in the State where there have been slowdowns in the local
industries. A positive encouragement needs to be offered to industryv.

The Federal government favors cutbacks in federal money to the Tities.
This bill is asking for the choice to pick up the burden that the
Federal government is implying they should. Theyv don't want to reduce
present taxes but simply want to collect new and additional taxes on
a graduated basis. There are several problems with existing tax
incentives. Basically, there is only one law that will work: MCA
15-¢-135. They are asking that this bill be passed and perhaps an
amendment be added saying the business cannot use both MCA 15-6-

135 and this bill at the same time.

There were no opponents to the bill. Questions were then asked.

Rep. Fabrega said that regarding synfuel plants; (1) they could proha-
bly take advantage of the present law but if there was a guestion,

he had prepared an amendment to clarify the definition of "manufact-
uring". If the Committee wanted this amendment also, he would be
willing to have it incorporated in the bill, also.

Rep. Sivertsen said he felt a better definition was needed for
"construction period." Mr. Lopach wondered if the County assessor
couldn't be allowed to determine this. Rep. Sivertsen said that
putting the burden on the County assessor would make him subject to
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a lot of pressure. Mr. Lopach suggested that the County Commission
could have control over the matter, possibly.

Rep. Harp submitted that anyone who had invested a lot of money in
an industry would probably try to finish construction as soon as
possible.

Rep. Nordtvedt suggested that the break bhe five years from the date
of beginning of construction. Rep. Fabrega suggested languadge to
the effect that not more than two years from the beginning of the
construction date of the permit for building, the tax hreak would
begin.

Rep. Bertelsen suggested that the wording on P. 3, line 6 include
"tax." Also, an. amendment was needed providing that the Department
of Revenue would make the determination.

Rep. Fabrega pointed out that the bill onlyv covered the actual build-
ing and Montana Power (Resource 89)could come under this bill as far
as the building but that would be all.

Rep. Fabrega then closed and the hearing on HB €609 was clcsed.

HOUSE BILL 834, also sponsored by Rep. Fabrega, was then heard. This
1s the Small Business Incentive Credit Act. He explained the bill,
section by section. A small business investment company or partner-
ship is a source of high risk venture capital and by definition under
the Small Business Act, once an SBIC has invested their capital they
can borrow three times their capitalization from the Small Business
Administration at a reduced rate.

The reason 11 SBIC's have been provided for in the bill is hecause
of the size of the State. The SBIC's in each of the 11 areas would
all be allowed a $1 million capitalization.

A tax credit is provided for investment in the SBIC's. However, the
credit has to be spread over several vears. In Massachusetts, this
approach has been very lucrative.

The long and the short of other State's experiences 1s not to use
General Fund money to lend to high risk businesses; there are politi-
cal and constitutional problems. The successful approach is giving

a tax credit to induce investment. This deletes the need for any
bureaucratic involvement. By creating 11 units, individual communi-
ties would be getting a chance to try this if there is interest.

John Lopach, Assistant Director of the Economic Growth Council of
Great Falls, rose in support of the measure. Just as HB 609 offered
an option to local governments, this bill offers the private sector
the option and opportunity to create new sources of capital for job
creation. For every dollar invested in SBIC's, the State will offer
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a tax credit. The bill recognizes that for every dollar invested
in SBIC's, $3 - $4 will be made available from the Small Business
Administration if the minimum investment amount 1s reached.

The bill says that the company should be located fairly closely to
the person borrowing; that is why there are 11 of them in the bill.
He presented to the Committee a circular from the Mational Association

of Small Business Investment Companies; see Exhibit "B." He also
had a copy of the Small Business Investment Act of 1958; see Exhibit
"C." This bill he guaranteed could raise $500,000 locally; the in-

vestors of the money would save $250,000 in taxes, and that initial
investment would bring in at least $1,500,Nn00 in long term debt from
the SBA. During the term of the loans that are out only interest 1is
due back to the SBA. Without prior SBA approval, an SBIC can invest
20% of its capitalization in any one company, so the community could
invest $100,000 of the initial investment in any one local company
it wishes to help. SBIC's can also syndicate their investments. A very
good borrowing base could therefore be built up. Over the years the
community would be rewarded with more jobs, the pride of having made
something happen, and having diversified its economic base and cash
flow into the economy, and additional tax revenues.

Investors are rewarded with the State tax credit and federal ad-
vantages also. Investors are also benefitted because of the SBIC's
interest income from their investments.

The SBIC has the right to forego interest in exchange for the right
to purchase stock in the companies it has invested in. Therefore,
SBIC's often work hard to take the company to public market where
they can sell their stock off.

He then distributed a handout prepared by Arthur D. Little, Inc.
which described how SBIC's worked; see Exhibit "D."

He then went over what the bill proposed to do. Regarding the Fiscal
Note stating that tax receipts would be reduced as much as $5 million
or more during the coming biennium, he submitted that wasn't correct.
The highest dollar amount of tax credits available in any one vear
would be $1,375,000 because the investors could use only 1/4 of the
available tax credit in any one year. In any biennium, therefore,

the hichest amount available would be about $2 million, and not

$5.5 million. He had no comment on the other statements in the Fiscal
Note. He hadn't realized that the Department of Revenue would want

to put the process on computer.

Janelle Fallan, Montana Chamber of Commerce, then rose in support of
the bill. The Chamber of Commerce has aVenture Capital Subcommittee,
with a borad representation of the groups that would be interested in
this as members. The private sector approach was taken and they agree
with the approach in this bill.

John Fitzpatrick, Western Analysis, Inc., then spoke on behalf of
the Chamber of Commerce. Their firm is a member of the Chamber Sub-
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committee and involved with businesses in the State. One thing
they see as necessary in the State is stimulation of savings and
investment. Without this money available for capital investment,
industry lags in productivity and this leads to business failures
and people out of work. Something like an SBIC can make equity
capital available to companies which need updating of their eguip-
ment. He pointed out that this bill focused on small bhusinesses.
He felt this was appropriate. A guestionnaire was put to Montana
bankers and many of them responded that they had to turn good busi-
ness loans down because of lack of equity capital on the part of
the people trying to get the money.

One important thing not mentioned in the Fiscal Note is that invest-
ment will ultimately bring hack revenue to the State in tax dollars.
It is important to recognize that there are many different ways the
State can participate in economic development. Many proposals

put before the Legislature have good features and this bill is
a very good approach because the risk is left with the private sector.

Mike Fitzgerald, Montana Trade Commission, then rose in support of
N .
the bill.

Dave Goss, Billings area Chambher of Commerce, also rose in support
of the bill.

John Cadby, Montana Bankers Association, then spoke. He worked with
the Chamber of Commerce in the past 1 1/2 vears to find ways to
stimulate the State's economy and felt this bill was the best bill
0of the Session in this area.

There were no OPPONENTS to HB 834. Questions were then asked. Rep.
Dozier guestioned the statement that no public funds would be invol-
ved and submitted that lost tax revenue due to the credit provision
would constitute an indirect use of public funds. Mr. Cadby sub-
mitted that the yield would exceed the loss in revenue in the initial
impact. The aggregate vield to Montana would be greater than the
short—-term loss from the tax credits would be.

Rep. Bertelsen wanted to know who actually set up the SBIC. Mr.
Lopach said community leaders would decide who would be involved in
it. A Zommittee would be formed and investors would be talked to.

He saw a coalition of labor unions, bankers, and other businesses

in the area, and private high netwrtp individuals getting together
with an investment banker and discussing the possibilities. Once the
group of shareholders was formed, they would elect the officers.
Creation of the shareholders group would he a community effort.

Rep. Bertelsen submitted that the bill might need a Statement of In-
tent, and the sponsor agreed, and suggested that the Committee
develop one to include implementation rules.

Rep. Nordtvedt then gave Mr. John Harmon, owner of Big Bud Tractors
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in Eavre, permission to testify in support of the bhill. His company
has needed capital since its inception. It has been very difficult
to raise it and he has had to get out-of-State financing to raise
additional capital for his company. One of his big problems is be-
cause there are no local SBIC's to relate to in getting the money.
Out-of-State people find it hard to supervise his company. Home-
grown companies are more viakle in Montana and out-of State corpo-
rations might pull out. He feels comfortable with the ability to
create capital for homegrown kinds of industry. In tcday's economy
it is even more difficult to raise capital than ever, and the SBIC
is one of the only sources to raise risk capital.

Questions were resumed. Rep. Nordtvedt said that the bill would lead
to the paradox of a person with $£100,000 wanting to invest in his

own business not being able to get a tax credit unless his money was
turned over to the SBIC. He also pointed out that SBIC's didn't

give money from "ground 0O." The successful business ventures re-
turning a high yield and the high net worth investors end up paving
taxes on their earnings.

Rep. Roth asked Mr. Lopach why what the bill was attempting to do
couldn't be done through the SPA as it was presently being done.

Mr. Lopach replied that the federal government historically had

had a problem in the position where it owned equity in a private
enterprise. Congress recognized in the 1950's that something needed
to be done in the case of borrowing base ecguity for high risk compa-
nies. They said it was not the policy of the government to become
directly involved but they could create an incentive for the private
sector to take the equity positions in the new companies.

Rep. Williams pointed out that SBIC's could already be created in
Montana, and this bill just provided an incentive for that to take
place.

Rep. Bertelsen wanted to know if the investors to receive the State
credit would also be receiving federal benefits. Mr. Lopach said

a tax credit wasn't offered on the federal level, but there were
other advantages.

Rep. Bertelsen pointed out that high risk venture capital was
usally high interest money and wanted to know if there would be
any ceiling on the person receiving the capital. Mr. Lopach said
the ceiling was five points abhove the federal discount rate. Rep.
Bertelsen asked him if he saw any problem in that the person who
needed the capital was put in a very high interest bracket. Mr.
Lopach said the maximum rate was presently 18%, and this could be
reduced if the warrant for stock was used to convert the debt to
shares.

Rep. Roth asked Rep. Fabrega what the time frame was on repayment
and he told her it was a fiteen-vear maximum. However, the SBIC in-
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vestment is for a minimum of seven years and they get their principal
back either by acguiring stock, if the company goes public, or de-
benture notes.

Rep. Fabrega then closed. He pointed out that the Fiscal Note was
too high. One would have to assume that all 11 SBIC's used full
funding and were all funded in the first vear. He pointed out that
jobs would be created from the bill and would generate income tax
revenue and the State would also be relieved from having to pay
unerployment. He expressed belief that the $5.5 million from the
Fiscal Note would be made up many times over in the years to come.
When the State's economic well-being is considered, no price can

be put on that. He submitted that this bill was the one measure
that really addressed the possibility of economic development by
creating new Jjobs. An SBIC has no reason for being unless it invests
in new or expanding ventures.

Rep. Williams was then allowed to ask another guestion. He wanted
to know if the offerings would have to be registered with the Se-
curities Exchange Commission even if they were in the State. Rep.
Fabrega said they would have to be.

Rep. Dozier had a gquestion about what would happen if two different
SBIC's wished to start up in the same region. Rep. Fabrega said the
Department of Revenue would have to address this, but he didn't think
it would happen. Mr. Lopach said he didn't see this problem except
possibly in the Butte-Anaconda area, and possibly Anaconda would
have to be addressed in the bill. Rep. Sivertsen told Rep. Fabrega
that if he would like to have the bill amended in this way, to let
the Community know. Rep. Fabrega pointed out that this would be
increasing the number to 12, and scme of them might not get started.
He pointed out the purpose of the bill was to provide an incentive
and i1f both Cities could take advantage of this, then they should
have the opportunity. The hearing on HB 834 was then closed.

SENATE JOINT RESOLUTION 10, sponsored by Sen. Bill Norman, was then
heard. The present IRS ruling says that certain information cannot
be divulged relating to alcchol fuel production. Therefore, Montana
either has to repeat the process to get the information or they could
exchange information with the IRS. The resolution is directed to

the Congress and the Bureau Chief of the Bureau of Alcohol, Tobacco,
and Firearms asking that the non-confidential information in the

IRS file be released to the Department of Revenue so that they would
know where and how much alcohol is being produced.

Ellen Feaver, Director of the Department of Revenue, then rose in
support of the Resolution as a means of preventing them from having
to duplicate the procedure. She felt there was no reason why this
information shouldn't be made available,

There were no OPPONENTS to SJR 10. Questions were then asked. Rep.
Williams wanted to know where the information would be made available
to. Sen. Norman said the second "Whereas" was an inference that the
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information be made known to the Department of Revenue; however,
this wasn't exactly clear. Rep. Sivertsen asked if the Senate
would have any problems with having the Department of Revenue
specified and neither Sen. Norman nor Ms. Feaver had any objections
to this.

Sen. Norman then closed, and the hearing on SJR 10 was closed.

The meeting was adjourned at 9:50 a.m.
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Rep. Ken Nordtvedt, Chairman
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THE SMALL BUSINESS INVESTMENT COMPANY PROGRAM :

What is An SBIC?

A Small Business Investment Company is a privately-
organized, privately-capitalized and privately-managed source
of venture capital for new and growing independent businesses.
SBICs are licensed by the Small Business Administration, and
comply with broad investment criteria established by the Small
Business Investment Act of 1958 and subsequent SBA regulations.
In return for providing equity capital, long-term loans, and
management assistance excliusively to new and small businesses,
SBICs are permitted to borrow funds from the Federal government
at an interest rate slightly above the cost of money to the
Federal Treasury.

Similar to SBICs are MESBICs, or Minority Enterprise
Small Business Investment Companies. MESBICs utilize the SBIC
format to help socially or economically disadvantaged entrepre-
neurs. Today, there are about 300 SBICs and 100 MESBICs with
total assets of about $1.5 billion.

Why do we need SBICs?

To understand the significance of the SBIC program, one
must be aware of the role of small business in our society.
We are a nation of small businesses. Independent firms comprise
97% of all unincorporated and incorporated businesses in the U.S.
They generate 53% of all business receipts ($3.3 trillion) and
account for 43% of total GNP. Small firms are also the greatest
Jjob creators. Department of Labor statistics indicate that of
nine million new jobs created between 1969 and 1976, not one was
in the largest 1,000 corporations in the country. Six million
of these jobs were created by small business and the remaining
three million were in various levels of government. In addition,
small businesses are innovators. Our economic progress depends
upon innovation, and over half of all inventions and innovations
introduced into industry since World War II originated in small
companies. A National Science Foundation study of the period
between 1953 and 1973 concluded that small fiyms produced 4 times
as many innovations per R&D dollar as medium-sized firms, and
24 times as many as the largest firms.



The current economic crisis has many roots, but it is widely agreed
that Federal policies which have rewarded consumption rather than savings
and investment have contributed to our high rate of inflation and
declining productivity. High taxes and excessive government regulation
have made it difficult for businesses to accumulate capital to invest in
new equipment and ideas. As a result, research and development has
decreased, fewer innovations have been incorporated into our industrial
systems, and our level of productivity has actually declined in recent
years. An article which appeared in the Wall Street Journal noted that
while the standard of living in America remains higher than that of any
other industrialized country, our levels of capital formation and invest-
ment are much lower than those of West Germany, Japan and France. The
article concluded that "in the long run, a country's rate of capital
formation will largely determine its standard of 1iving."

Heavy tax burdens and regulatory impediments affect the entire
business community, but small firms are impacted disproportionately
because of their heavy reliance on internally generated funds. Traditional
sources of financing, such as banks and public equity markets, have become
increasingly inaccessible to small firms in the past decade. The special
problems of independent concerns were highlighted during the White House
Conference on Small Business, convened in January, 1980. During the con-
ference, over 1,600 delegates submitted 15 priority recommendations for
changes in federal policy. It is not surprising that 5 of these were in
the area of capital formation. Some small business owners complained that
without adequate capital they could be forced to merge with larger
corporations or to go out of husiness altogether. Others said that they
would have to seek financing from sources outside of the U.S., underscoring
the serious problem of foreign acquisition of small U.S. high technology
firms. (A June 14, 1979 report of the Senate Small Business Committee
listed a number of high-tech companies in fields such as data processing,
advanced electronics, and vehicle and telecommunications electronics in
which a controlling or near controlling interest had been acquired by
foreign investors).

The venture capital industry has grown and developed in response to
the serious need for capital assistance to small firms. Venture capitalists
generally seek small firms with better than average growth potential and
provide long term loans, equity financing and substantial management
assistance. They take a minority ownership position in the company and
hope to be rewarded for their risks with capital gains. The Congress, in
1958, realized the importance of establishing an institutional, ongoing
source of venture capital. It passed the Small Business Investment Act of
1958 and the SBIC program was created.

How successful has the program been?

In its 21 year history, the SBIC program has been extremely successful,
providing over $3 billion to 40,000 small companies. The National Associa-
tion of Small Business Investment Companies recently authorized the
consulting firm of Arthur D. Little, Inc. to conduct a survey of the economic
progress of the companies in which SBICs have invested over the years.
Questionnaires were sent to active members of the program, and the data
contained in the responses were processed by the accounting firm of Deloitte,
Haskins and Sells.
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The result of the study were truly impressive. According to key
economic impact measures, SBIC-financed companies outperformed other
small businesses by a factor of more than 10-1 (see chart). 1In the
area of employment, the figures showed that a permanent job has been
created for each $4,000 of SBIC investment (in constrast to $25,000
that the government must spend annually to create and maintain a single
Jjob). The Federal government has profited from the increased tax
revenues generated by SBIC protfolio companies, which are from 150% to
nearly 400% as great as those paid by all other small firms. 91% of the
growth of these companies has been the result of internal growth, rather
than mergers and acquisitions. In addition to the benefits directly
attributable to SBIC money, SBIC financing in many cases has enabled
the small firm to qualify for additional senior debt, such as bank
lending.

Probably no other Federally created project represents as success-
ful a partnership between public and private sectors as does the SBIC
program. SBICs are permitted to take advantage of government leverage
to provide more financial assistance to promising companies, but every
penny of private capital is at risk before the government is exposed to
any loss. Since 1958 the government loss on the SBIC program has been
less than $30 million -- an average of $1.5 million per year. Added to
the cost of administration, which is about $1 million annually, the SBIC
program costs the American taxpayers approximately $2.5 million each year.
When considered in light of the tremendous benefitswhich accrue to the
economy as a result of SBIC activity, this is a phenomenally small expense.
In 1979 alone, more than 1,670 small concerns received $280 million from
SBICs, and the numbers are growing each year.

How can the program be improved?

SBICs can only fulfill their mandate if an environment exists
which is conducive to the welfare of small business. It has been
established that small business is the most innovative, job-creative
segment of the economy, but in order for it to survive, it must have
an adequate supply of venture capital. The 1978 tax bill which reduced
the capital gains tax from 49% to 28% has been a tremendous boost to
the venture capital industry, and is responsiblie for a steady increase
in the amount of funds committed to private investors since 1978.
However, other steps must be taken to encourage venture investment in
independent concerns. NASBIC supports a capital gains rollover treat-
ment, which would permit the deferral of taxes on the proceeds of
successful investments which are reinvested in other independent
enterprises; liberalized corporate tax rates; more rapid capital cost
recovery methods and the reinstitution of restricted stock options.
It also advocates further liberalization of SEC rules which lessen
the ability of small firms to raise capital, and a legislative exemption
for publicly-owned SBICs and venture capital firms from the Investment
Company Act of 1940. Finally, NASBIC supports all of the recommendations
issued by the delegates to the White House Conference on Small Business,
particularly those designed to facilitate capital formation.



*S33PWLYSA DU 31331 Q@ ANYIJAY pue SUI}IP4 ssautsng A3uno)

‘SNSU?) 3yj JO neaung S *suot3eaodac) bulrJanjdRENURK JO JA0d3Y ALA334BN)) ‘UOLSSLUWUIO) BPeL] [RUSpa4 :13D4N0S

saluedwod |{ews |le 40} Saxel pue juawAo{dws 40} sabejuaduad
Lte ‘juswAoidwad a0y

*e1ep {eJ1J403SLYy U0 paseq paJeWLISd dAdM g/ 403
*saako(dwe Qof ueyl s$S9| YIlM suoizeaoduaod
"S39SSe Ul uoLt] |l G¢ ueyl SS3L UM suoleaoddod Buruanjoesnuew “SIUANSEIUW |[RLOUBULSL UOyx

‘861 03 ‘9/61 PUR £/6] ‘0/6l WO4) SL uostJaedwod 3yl *[eJudb ul satuedwod |{PWS J04

"4eak |eOSl4 U334 3Sow 9y3 03 bBurdueuly JI1gS 03 J40L4d JRIL BYL WOJLJ PaJUNSEaW e S23RJ YIMoUD €S,)19S 404y

LS 58
£l 26
€S ¢S
9L 18
%8 %8Y

»»SIINVAWOD SIINVAWOI
TIVKWS 1Y 017041404
J14S

£9 259
ve 881
G2 €56
L2 98¢
%61 %561

LL61-9L61

»»SIINVIWOD SIINVdWOD
TS 1Y 011041404
184S

seL - 6€L
8Y v69
1474} 6oLl
94 968
%6¢ %»v8E

Gl61-2L61

»*xSTINVYIWOI SIINYdWOD
TIVWS 1Y 01104140d
J18S

¢L61-34d

»*SIINVAWOI TTYWS TV J0 HIMOYO 3HL HLIM

SIINVAWOD 017041404 319S 40 HLMOYY 3HL 40 NOSIUVdWOD V

saxe] 3ajesodao)
{eJapa4

$13SSY

S313044

sa|es

juawio | dw3
:Butoueur]

Le1atu]
FUNE-ET



SUMMARY OF SECURITIES LAWS APPLICABLE TO SBICs AND PORTFOLIO COMPANIES

1.

Small Offerings

Sec. 3(b) of the Securities Act of 1933 authorizes the SEC to
exempt from the registration requirements of the Act certain
small offerings. Pursuant to this authority, Regulation E
provides a short form registration statement for SBICs issuing
securities for not more than $500,000 and Regulation A pro-
vides a similar procedure for other issuers up to $1,500,000.

Rule 242, also promulgated pursuant to Section 3(b) of the
Securities Act of 1933, authorizes private sales of securities
to be made to "accredited" investors provided that the amount
offered does not exceed $2 million in any six-month period. An
"accredited investor" is any person purchasing $100,000 or more
worth of securities or any of a number of institutions listed
in the Rule, including SBICs.

Private Offerings

Section 4(2) of the 1933 Act exempts from the registration
requirements "transactions by an issuer not involving any
public offering."” Rule 146, construing Sec. 4(2), permits the
sale of securities without registration provided generally that:
(1) there are not more than thirty-five purchasers; (2) all
purchasers are "sophisticated investors" or have professional
investment advice; (3) the investors are able to bear the
economic risk of the investment; and (4) the investor has
access to all information that would normally be required to
be included in a registration statement filed by the issuer.

Sales of Restricted Securities

Any security acquired other than pursuant to full registration

is a "restricted security" and generally cannot be sold except
pursuant to Rule 144 under the 1933 Act. Rule 144 provides
generally that a restricted security can be sold only after it
has been held for a minimum of two years and there is adequate
public information available with respect to the issuer. Satis-~
fying those conditions, the sales of such restricted securities
are limited in any three-month period to the greater of 1% of

the outstanding securities of the same class or the average week-
ly trading volume over the preceding four weeks prior to the sale.
Furthermore, all resale restrictions are lifted after a three-
year holding period for stocks traded on a national exchange or
listed on NASDAQ; or after a four-year period for securities of
reporting companies not so traded provided that the securities
are held by a non-affiliate of the issuer.

Intrastate Exemption

Sec. 3(11) of the 1933 Act exempts from the registration require-
ments "any security which is a part of an issue offered and sold
only to persons resident within a single State or Territory,
where the issuer of said security is a person resident and doing
business" within such State or Territory. Rule 147 construes
Sec. 3(11) and permits limited resales to persons outside the
state of the issuer. This exemption is not available to an SBIC

or to any other issuer subject to the Investment Company Act of
1940.




Limited Offerings

Rule 240 under the 1933 Act permits an issuer to sell up to
$100,000 of its securities in any twelve-month period without
registration under the Act provided: (1) there is no advertising
or general solicitation; (2) no commission or other compensation
1s paid in connection with sales; and (3) the aggregate sales
price of all such sales does not exceed $100,000 in any twelve-
month period. Note: Rule 240 is not available to "an invest-
company registered or required to be registered under the In-
vestment Company Act of 1940."

Transactions with Affiliates

Section 17 of the 1940 Act prohibits transactions with affil-
iates except where the Commission issues an exemptive order
after finding that the proposed transaction is reasonable and
fair and consistent with the purposes of the Act, principally
the protection of investors. "Affiliate" is defined to mean
any officer, director, partner or any person directly or
indirectly owning, controlling, or holding with power to vote,
5% or more of the outstanding voting securities of a registered
investment company or any company in which the registered
investment company has a 5% interest. Rule 17a-6 under the
1940 Act exempts SBICs from the exemptive order proceedings
provided generally that no affiliated person of the registered
SBIC has a private financial interest in the transaction.

Rule 17d-1(d) (3) likewise exempts transactions by a registered
SBIC and an affiliated bank provided periodic reports are filed
on their joint financings of portfolio companies.

Capital Structure

Section 18(a) (1) of the 1940 Act provides that a registered
investment company shall have an asset coverage of 300% on debt.
Section 18(k) of the Act exempts SBICs from this debt-asset
coverage requirement provided such debt "shall be held or
guaranteed by the Small Business Administration." 1In addition,
Section 18(a) (2) of the 1940 Act provides that a registered
investment company having more than one class of stock must have
200% asset coverage on any second class of stock such as preferred.
SBICs are not exempt from this requirement.

Definition of Investment Company

Section 3(a) of the 1940 Act defines an investment company
generally to be any issuer engaged in the business of investing
and which owns investment securities having a value exceeding

40% of the value of such issuer's total assets. Section 3(c) (1)
excepts from the foregoing definition any issuer whose outstanding
securities "are beneficially owned by not more than 100 persons
and which is not making and does not presently propose to make a
public offering of its securities. . . ." Where a corporation
owns 10% or more of the outstanding voting securities of the
issuer, then the number of shareholders of that corporation is
included in the calculation of the "100 persons. . .", but Rule 3c-
2 under the 1940 Act provides that where there is a corporate
shareholder in an SBIC, the corporation will be treated as only
one shareholder (even if it owns more than 10% of the stock of the
SBIC) provided that the value of all securities of SBICs owned by

such corporation does not exceed 5% of the value of its total
assets.




SUMMARY OF SPECIAL TAX PROVISTONS APPLICABLE TO SBICS AND SHAREHOLDERS

Losses of Shareholders

Shareholders of SBICs are permitted to take an unlimited ordinary
loss deduction on losses pursuant to sale, exchange or worthless-
ness of their stock in an SBIC. (Sec. 1242 IRC)

Gains and Losses on Investments

Gains and losses on sales of investments evidenced by debt instru-
ments are treated as ordinary gains and losses. Gains and losses

on sales of stock in portfolio companies are treated as capital

gains and losses, subject to the rules pertaining to holding periods.
But a loss on stock received pursuant to the conversion privilege

of a convertible debenture is entitled to unlimited ordinary loss
treatment (Secs. 582(c) and 1243 IRC).

Loss Reserves of SBICs

SBIC bad debt loss reserves on investments in small concerns must
generally be based on the individual loss experience of the SBIC.
SBICs in existence less than ten years are permitted to use an
SBIC industry loss experience average (Sec. 586 IRC).

Dividends Received by SBICs

SBICs are allowed a deduction of 100% on dividends recelved from
portfolio small business concerns, rather than the 85% dividends
received deduction allowed corporate taxpayers generally (Sec.
243 (a) (2) IRC).

Regulated Investment Company Treatment

SBICs which are registered under the Investment Company Act of 1940
can, like mutual funds and other investment companies, "pass-through"
(i.e., avoid payment of corporate income tax) their income to share-
holders, subject to certain conditions.

The principal requirements are diversification; derivation of at
least 90% of the company's gross income from dividends, interest,
and gains from the sale or other disposition of stock or securities;
and distribution to stockholders of not less than 90% of net income,
excluding capital gains (Sec. 851(b) and (c) (8) IRC).

Personal Holding Company

SBICs are excepted from the definition of a personal holding company
provided no shareholder in the SBIC owns 5% or more of a portfolio
concern directly or indirectly (Sec. 542(c) (8) IRC).

SBIC Carryback of Net Operatihq Losses
SBICs are permitted to carry back net operating losses for ten vears
instead of three years (Sec. 172(b) (1) (F) IRC).

Accumulated Earnings Tax

The IRS has by regulation exempted SBICs from the surtax on accumu-
lated earnings, provided the SBIC is in compliance with the Small
Business Investment Act and regulations thereunder and is actively
engaged in prov1d1ng financing to small business concerns (Reg. 1.533-
1(d)). :

(over)



Pricing Options and Warrants

Where an SBIC and a borrower agree in writing in advance of a
financing that the interest rate on the financing without options
or warrants would have been not more than 1% per annum greater
than the rate on the financing coupled with options or warrants,
then IRS will accept such agreed assumed rate of interest and
limit original issue discount treatment to this amount (T.D. 6984,
12-23-68; Reg. 1.1232-3(b) (2) (ii)).
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INTRODUCTION

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

The Smalt Business Investment Company (“SBIC”) program was founded on the premise that a
partnership between the Federal Government and the private sector could be effective in meeting a
public policy goal. SBICs have always been privately capitalized, privately-managed firms licensed
and regulated by the Small Business Administration. The particular genius of the program has been
the fact that the private owners of SBICs have been exposed to 100% loss on their capital before the
Federal Government has stood to lose a penny.

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

The results of this survey prove that this partnership between the Federal Government and the
private sector has been extremely effective in bolstering the national economy.
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SIGNIFICANT CONCLUSIONS

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

FIGURE 1

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

EMPLOYMENT
SALES

PRE-TAX PROFITS
ASSETS

FEDERAL TAXES

1196%
'119%
14549
140%
1590%
07 T4%
1325%
V1 28%
1492%
/A 85%
0 100 200 300 400 500 600

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

The study concludes:

700%

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

o

These companics produce jobs for $6.463 of one-time investment, whereas various

estimates indicate that the government spends at least $25,000 to create a job, and that
amount must be spent every year.

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

4. The growth rate of Federal tax payments of companies financed by SBICs is over 5
times that of all small companices.

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

6. Of all investments made by SBICs, 92% were all or part in the form of equity capital.
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The most important conclusion of the entire study is that SBIC investments produce jobs. In the
companies studied which have been financed by SBIC funds, a job can be created for an invest-
ment of $6,463 (See Figure 3). This is not an annual expenditure but instead a one-time investment
which need not be repeated.

FIGURE 3

EMPLOYMENT INCREASES AND SBIC FINANCING
(Dollar Amounts in Thousands)

Increase in

Employment
Total Per $1
Employment Size at Employment Amount of Million of
Time of Initial Investment Increase SBIC Financing SBIC Financing
0 employees 13,303 $ 53,064 251
1-20 employees 3413 $ 40,121 85
20-49 employees , 5,201 $ 35,586 135
50-99 employees 5,784 § 49,033 118
100 or more employces 19,224 $125487 153
TOTAL 46,925 $303,291 155*

*$303,291,000 + 46,925 jobs = $6463 per job.

As of December 31, 1979, the Federal government has lent or guaranteed $649.7 million of loans
to SBICs. SBICs have raised $557.7 million in private capital (Source: SBA). For every $3,513
that the government lends or guarantees for the SBIC program, one job is created. The job created
does not cost the government anything. In contrast, various estimates indicate that the government
must pay at least $25,000 each year for each job it creates.

SBICs produce other benefits, too. In every criterion studied - employment, payroll, sales, profits,
assets, net worth, taxes, and R&D expenditures — SBICs have been remarkably successful in creating
outstanding performance (See Figure 4).

FIGURE 4

SELECTED INDICATORS OF ECONOMIC PERFORMANCE
{Dollar Amounts in Millions)

Most

Pre-SBIC Recent
Financing Fiscal Yr. Increase
Employment 34,077 81,055 46,928
Payroll $§ 243 § 752 § 509
Sules $ 1,136 § 4,176 § 3,040
Pre-Tax Profits $ 18 § 206 $ 188
Assets $§ 925 $§ 2,760 $ 1,835
Federal Corporation Taxes $ 21 $ 89 $ 68
State and Local Taxes $ 7 § 21 $ 14
R & D Expenditures $ 32 $ 82 $ 50
Net Worth $ 171 $ 821 $ 650
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The average growth rate of Federal tax payments of SBIC financed companies is over 5 times that of
other small companies. SBIC portfolio companics become substantially more efficient and more
profitable than other small companies and, accordingly, produce a significantly increasing share of
Federal tax revenues.

Although critics may suspect otherwise, SBIC portfolio companies are independent and grow
on their own wits, not financial muscle. Fully 917% of the growth of companies that SBICs finance
has come from their own internal development. Only 9% of it comes from acquisition. Furthermore,
of ull SBIC portfolio companies, 92% received a form of equity funds (See Flgure 5). Only 8%
of the total funds provided consisted of straight debt.

FIGURE §

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

Total Amount of Percent of Total

SBIC Financing SBIC Financing
Debt Only $ 24,617 8%
Equity Only $ 46,620 15%
Debt & Equity $242.434 77%
TOTAL $313,671 100%
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SUMMARY

SBICs have had a dramatic impact on the US. cconomy. Companies financed by SBICs bave ex-
pericneed greater ¢mployment and government revenue growth rates than other small companies
that have not received SBIC funds. SBICs are important to the nation’s economic strength. They
have played an extremely important role in generating revenues, profits, taxes and jobs in siall
companies.

Small businesses comprise 97% of all businesses in the United States. They are the backbone of
its cconomy. The success of small businesses has been greatly enhanced by SBICs. Therefore,
continued and augmented support of the SBIC program will produce substantial economic benefits
to thie economy as a whole. '

The depth and breadth of the results of SBIC investmoents can barcely be scratched by o short
summary and only dented by cven so thorough a study as NASBIC has conducted, but the summary
conclusion is inescapable - SBICs provide the pation a service which benefits it as no other group
can, by providing jobs and tax revenue without threat of monopoly. That is the function of the
SBIC program and that is what it has achieved.
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....... April 3, o ..1981

MR. ...... SEEARER: ..,
We, your committee on ?AXA‘TIO‘H ........................................................................................................................
having had UNder CONSIARIATION ......c.cocvueeeriieineirieceeeeeeetea et et ensen e e s s enresasneses IQOUSE ........... . 'Bil’l No609 .....

A BILL FOR AN ACT ENTITLED: T"AN ACT TO PROVIDE A GRADUATED SCHEDULE
FOR THE TAX RATE APPLICABLE TO IMPROVEMENTS OF RZAL PROFERTY FOR NEW
AND EXPANDING MAWUFPACIURING INDUSTRY; PROVIDING FOR LOCAL GOVERIMENT
APPROVAL: AMENDING SECTION 15-6-134, MCR: PROVIDING AN EFFECTIVE DATE.”

Respectfully report a5 FOHOWS: That.......oveeerreereeeeeeeeeeeseeeeees e eeeessorensssssesseeseseenes }30535 .................. Bill No...B®%x<.2 .
introduced (white), be amended as follows:

1. Page 3, lipes 17 through 21.

Following: *({1)" on line 17

Strike: 1line 17 through "pericd.” on line 20
Pollowing: line 20

Inzert: “a"

Following: “"construction® on line 21

Insert: “permit ie issued™

2. Page 4, line 1.

Following: " (2)"
Inaerg: *{a)*

(Page 1 of 2 pages)

sarepvoco. " Rap. Een Bordtvedt, " dwman

Helena, Mont.
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3. Fage 4.
Following: line 2
Strike: Teach®

Inzcart: "the®
Fellowing: “or”
ingexrt: “the™

4. Page &, lin=s 5.

Felloving: “for®

Strike: Ttheix®

Insart: "ies™

Following: “jurisdiestion”®

Insert: “and the maicrity of the electors of the taxing jurisdiction mu
have approvesd the resolution at a general election.,

(h) 7The electors may end the tay bennfite by majority vote at a
general election, but the tax Leansfits mpay not be denied an industrial
facility that previously receive? the bencfits.

{c) The resolution providad for in subsectien (2) {(a3) shall
include a definition of irprovesments that qualify for the tax troopt-
ment that ig to be allowed in the taxing juriscictlion. '

{(3) The taxpayer rust apply to the county assessor on a form
providaed by the departmoent of revenue for the tax treatment alloved
under subsection (1). The applicatien by the tarpayer pust {irst
be appreved by the governing body of the appropriate local tazing
jurisdiction, and the governing heldy must indicate in its approval
that the property of the applicant qualifies for the tax treatment
provided for in this section. Upon receipt of the form witlL the
approval of the governing boly of the affected taxing jurisdictioen,
the assessor shall make the assessment change pursuant to this sectios

STATE PUB. CO. Rep. Xen Nordtvadlt, Chairman.
Helena, Mont.



STANDING COMMITTEE REPORT

! April 3, 19.81

MR. ........ SPEBRER. ..o
We, your committee on........... L o 8.6 b (o 1 SNSRI T SoTUOTNOU- SPUURRURN
having had under CONSIAEration ........ccoviiiiienniiiiiirrerae et sesse et HOUSE .. Bill No. 334 ......

A BILL FOR Rif ACT ENTITLED: “AN ACT TO ESTASBLISH AN IWVESTHENT CREDIT
AGAINST PERSONAL INCOME TAX OR CORPORATE TAX FOR INVESTHENTS IK SMALL
BUSINESS INVESTHENT CGMPAHIES AND PROVIDING 2% IMMEDIATE EFFECTIVE
DATE."

Respectfully report as fFOHows: That......cccvreiiiviieieiiiiieeciece et eveeanes e e se s e e s anaeanesnane BOUSL. Bill No...9.2%.¢. ...
introduced {white), be amended as follows:

1. Title, lines 4 and 5.

Following: *TO ® or line 4

Strike: line 4 through "AGRINST” on lire 5

Insert: TEXEMPY CERTAIN CAPITAL GAIRS AND DIVIDENHD INCOME PROM"

2. Page 1, line 1l1.

Following: “"Investmcnt®
Strike: “"Credit” S
Insert: *“Incentive” o e e RTINS

3. Page 1, line 17.
FPollowing: “tax"
8trike: “credits"”
Insert: “exemptions®

(Page 1 of 2 pages)

STATE PUB. CO. . Rap. Xen Nordtvedt. Chairman.

Helena, Mont,
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o ITTne OF TAYATION RMITSHENTE TO HUUSE 3ILL T34

[ 000 QPRI

4. Page 2, iine & throuch lize 2 on paga 5.
Follovwing: 1line 7 on page 2

Strike: Sections ¢ through 6 in ¢cir entirety
Renuzder:; subscquent sections

5. Page 5, line 1l1.
Felloving: Teach®

Strike: “regional”™

6. Tage 5, line 14.
Following: ‘investor,”
Strike: “the reqion of investument,”

7. Page 5.
Tollowing: line 15
Strike: Tsubsection (2) in its entirety

€. rage 5.

Following: line 23

Ingert: “Section 5. <Cepital cains - dividends examptad. Any capital
gains or cividend income realized by an individual cor a cerporation
from an investment in an 83IC orqani:eu in accordsnse with this [act]
iz exswmpt from taxation under the provisions of Title 15, ~ranters
30 and 31.7

Renunber: esubseqguent section

SLE ATTACHEZD STATEMIT Or IATIWT

STATE PUB. CO. Pon. Tor MaArdtendt Chairman.

Helena, Mont.
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Section 4 of UHODSE BILL 834 providazs the Department of Revenne
with rule-making authority relatinoc to Small Tusiness Investrment Cor-
rations in Hontana. n eracting this legislaticon, it is the intent
of the Legislature that the Denariment ¢f Zevenue will adopt rules that
ensure the proper reporting cf invemtwments in SRIC's and rules to es-

tablish eligibility for the capital gains and Jdividernd treatment allowed
by HOUSE BILL 834.
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STATE PUB. CO. Rﬁp. ner ‘cOf‘\_tve(“_p Cha”,man_
Helena, Mont, .
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