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TESTIMONY OF E.F. HEIZER, JR.
SUBCOMMITTEE ON CONSUMER PROTECTION AND FINANCE
NOVEMBER 8, 1979

Mr. Chairman and Members of the Subcommittee:

Thank you for inviting Heizer Corporation to testify again
before your Subcommittee relative to H.R. 3991, the Small

Business Investment Incentive Act of 1979.

I am appearing before the Subcommittee as Chairman of
Heizer Corporation along with our special legal counsel, Ray

Garrett.

Although I have been an acgive participant in the venture
capital industry for many years and am currently on the
Board of Directors of both the National Venture Capital
Association and the National Association of Small Business
Investment Companies and am currently Chairman of the Task
Force on Capital Formation for the White House Conference on
Small Business, I will restrict my testimony this morning to
the perspective of Heizer Corporation on exemption from the

Investment Company Act of 1940.

If the Subcommittee so desires and time permits, I will of
course be pleased to answer any questions you may have or to
appear again and expand my testimony relative to the other

aspects of H.R. 3991.
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The message I hope to leave with you this morning is that
the venture capital industry needs legislative relief from
the Investment Company Act of 1940, that administrative
relief is too uncertain and costly in both time and money,
and that the public can be adequately protected without the

1940 Act applying to venture capital firms.

As explained in my testimony before the SEC in its regional
meeting in Chicago on May 9} 1978 and before this Subcom-
mittee in its hearings on September 27, 1978 (copies of the
previous testimonies are attached), the 1940 Act has served
and will continue to serve a useful public purpose relative
to conventional investment‘companies, whether closed-end or
mutual funds. However, when the 1940 Act is applied to the
venture capital industry, it becomes at best unwieldy and in

practice debilitating.

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
latest victim, Continental Capital, will testify at these
hearings. Today, only a handful of public companies oper-
ating under the 1940 Act, such as Narragansett which will
also testify at these hearings, try in any significant way

to provide equity capital to small business and they only
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do so after extraordinary effort, needless delays, and
unnecessary expense. I emphasize equity capital since it

is much more feasible to supply debt capital operating under
the 1940 Act than it is equity capital. Supplying equity
capital is the principal'function of the venture capital

industry.

Even mo?e damaging to the country than the demise of those
firms which tried to work under the Act and gave up in utter
frustration is the very much longer list of firms that have
gone out of business rather than try to operate as regis-
tered investment companies because they believed they could
not function effectively under the 1940 Act. Today, the
typical venture capital firm is structured to self-liquidate
within ten years or less largely because of the 1940 Act.

As a result, the country is not building the permanent
infrastructure it needs to build our economy. In fact, the
situation is so bad that the SEC often says there is no one
hurt by the 1940 Act or, in the alternative, there is no one
who needs relief from the 1940 Act. The net effect has been
to seriously impair the flow of equity capital to new
businesses and to deny the public the right to invest in

professionally managed venture capital firms. Heizer
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Corporation, which is the country's largest independent
venture capital firm is currently exempt from the 1940 Act
since it has less than 100 shareholders, but will join the
list of victims unless effective relief is obtained from the

SEC or Congress.

In September 1979, Heizer Corporation celebrated its tenth
anniversary, but was unable to tell its shareholders whether
or not it could continue as a company. After ten years, our
investors deserve, and many must have, liquidity for all or
part of their investment. We must plan to liquidate Heizer
Corporation or obtain exemption from the 1940 Act so we can
go public as a continuing firm while our investors are free
to sell all or part of their investment. We feel that
Heizer Corporation's common stock could be a good long-term
investment for the public shareholders and that Héizer
Corporation would continue to make an important contribution
to our economy. More important, we feel that many other
venture capital firms would be able to revise their plans

and become continuing businesses.

You have probably heard that Heizer Corporation has been
working with the SEC for exemptive relief and that the SEC,
by an order applicable only to Heizer Corporation, may give

exemptive relief that will enable Heizer Corporation at
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least to survive as a registered investment company with
public ownership of its stock. Why, then, does Heizer
Corporation or the venture capital industry need legislative

relief?

Although it is true that

. Heizer Corporation'has been working closely with
the SEC;

. The SEC staff has been fully cooperative;

. The SEC staff wants to help Heizer Corporation;

. The SEC staff wants to help the venture capital
industry;

. The SEC staff is considering exemptive relief for
Heizer Corporation, consistent with that special
brand of protection of the public shareholders

imposed by the 1940 Act; s

it is also true that
. Heizer Corporation has been plagued by the
uncertainties of the 1940 Act for ten years,
even though it has not registered under the
1940 Act;
. Heizer Corporation has had a concerted life-or-death
effort going with the SEC for over a year to obtain

meaningful exemptions;
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Heizer Corporation has had the assistance of very

able and experienced legal counsel;

Heizer Corporation has incurred over $300,000 of
direct out~of-pocket expenses on its outside legal
counsel for this effort;

Heizer Corporation's total cost on the 1940 Act
already is at least $500,000;

Heizer Corporation has not been able to do new deals
for five years largely due to the uncertainties caused
by the 1940 Act;

Heizer Corporation has not been able to build the

type of continuing management team it would like

to build because of uncertainties of the 1940 Act;
ﬁeizer Corporation's efforts to help its present
investees have been seriously hampered due to the

1940 Act; *
Heizer Corporation has not yet obtained exemptive
relief from the SEC;

Heizer corporation may never obtain exemptive relief
from the SEC;

Even if Heizer Corporation does obtain adequate
exemptive relief, Heizer Corporation and the SEC
will be faced with costly and unproductive red tape
and filings that really do little to protect the
public. At the same time, Heizer Corporation's

ability to take advantage of new investment
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opportunities and to meet the needs of its investee

companies, under conditions as they may be in the

future, will be sharply circumscribed.

None of this is really the fault of the SEC oxr its staff.

The fault lies with the 1940 Act itself and must be remedied

by Congress.

From a legislative standpoint, Congress should

ask itself some very basic questions:

. 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 éublicly—traded
venture capital firms? We say emphatically
NO. The 1940‘Act is not needed to protect

the public. With a 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 emphatically NO. The 39-year

recoxd speaks for itself.

. Is the 1940 Act typical of the kind of legislation

that our Constitution envisioned?

The 1933 and 1934 Acts assume you are innocent
until proven guilty and then you are entitled
to a trial to determine if you did anything
wrong and, if so, was anyone damaged and, if

so, what were the damages.
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-~ The 1940 Act assumes you are guilty until
proven innocent and the penalty is complete
rescission of your transactions without proof
of harm to anyone, with no statute of limita-
tions, with no trial.

Should other venture capital firms be asked to go
through what Heizer Corporation has been going
through even if you assume that Heizer Corporation
eventually obtains meaningful exemptive relief
from the SEC?

- Heizer Corporation says emphatically NO.

- Very few venture capital firms can afford the
cost of hirin§ competent counsel for this purpose.

- The fear, uncertainties and cost would continue
to discourage venture capital firms from
planning to be continuing companies.*®

- Public investars would continue to be denied
access to professional management.

-~ The flow of equity funds to new businesses
would continue to be severely restricted.

- The future of America's new and innovative
companies would continue to reside in the
hands of relatively few firms representing
only the big institutions and a few extremely

wealthy families.

We compliment the Subcommittee on Consumer Protection and
Finance for addressing this key and long overdue issue.

We urge Congress to proceed quickly, before any more damage
is done to our economy, to pass H.R. 3991 or an appropriate

compromise with the companion bills in the Senate.
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ATTACHMENT I

STATEMENT OF E. F. HEIZLR, JR.

BEFORE, THE SECURITILS CXCHANGE COMMTSSION

May 9, 1978

I am E. F. Heizer, Jr., founder and President of Heizer Corporation
in Chicago, Illinois.

Heizer Corporation is the largest independent venture capital firm
in the United States. We are in the business of providing equity capital
to start-up and early stage growth businesses. Our objective is to build
highly successful, independent public companies. We help to produce new
products and services for better living through financing; more jobs,
lower prices, less inflation, more exports, more federal and local taxes.
The Government and the economy has everything to gain and nothing to lose
by supporting the venture capital community.

I am not here today to address myself to the fine tuning of

Rule 144

Rule 146

Extension of Reg. A Exemption

Use of S18 vs. S1

Cost of SEC Compliance
These are the domains of the lawyers and accountants. The SEC is well
aware of the issues in these areas. Many well qualified people have
testified as to the improvements that should be made. The SEC is to
be commended for its long-term continuing efforts to balagce"the
protection .of the public with the need to provide an effective flow of
capital. These hearings are an important new effort by the SEC to hear
what the business community feels can be done to increase the f{low of
capital to new businesses.

I am here to address a very basic and little understood restriction
on the flow of capital, namely, the unfortunate application of the
Investment Company Act of 1940 to the venture capital community. The
1940 Act is a law that is so decbilitating to venture capital firms that
no venture capital firxm can prosper and survive under it. Thercfore,
therc are very few pecople to explain how they vere in effect put out
of business by the SEC. The few healthy venture capital firms which
exist today are free from the 1940 Act, having been financed by wealthy
families or large institutions. )
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It is absolutely unbelievable to me that the SEC is in effect
saying that public investors cannot invest in professionally managed
venture capital firms which invest in the future of America while at
the same time the SEC allows the public to gamble in the non-productive
options market with little professional management or safeguards.

Why is the 1940 Act so debilitating to venture capital firms?

1. Because management is prohibited from having an equity
position under the 1940 Act.

2. Because the 1940 Act prohibits control of investces
directly or indirectly through affiliates.

3. Because follow-on investments must be approved by the

SEC through time-consuming and!expensive Section 17 filings.

. As to 1 above, venture capital investing is hard night-
_and-day work akin to being a doctor in private practice--
as contrast2d to a mutual fund manager investing in public
securities where the investce lives on no matter what thc
mutual fund manager does oxr does not do. Competent
venture capitalists deserve and should have an equity
participation to compensate them for the many years of
hard work necessary to be successful and to create.a
continuity of interest between the venture capitalist and

the investors.

. As to 2 above, venture capital firms should assume control
alone or through affiliates. To invest significant funds
and not take control over the typical entrepreneur would
be imprudent and counter-productive. The typical entre-
prencur needs the help of the venture capitalist. The
SEC should not deny this help.

. As to 3 above, all important ventures require a series
of follow-on investments. These must often be made with
little time to debate the issues. The Scction 17 filings
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are totally nonrcsponsive to the realities of the
venture capital business. A dying company in need of
money to meet is payroll cannot wait 3 to 9 months for
the SEC to approve its surxvival.

Is the 1940 Act needed to protect the public investor?

No, it is not needed.

There is nothing a venture capitalist can do which
is improper which is not covered by other state and federal
laws and regqulations.

Did Congress mean to cover venthre capital firms under the 1940 Act?

No, the failure to exempt venture capital firms from
the 1940 Act was an oversight. The 1940 Act was aimed
.at preventing mutual funds from self-dealing in "publicly”
traded securities.

The restrictions of the 1940 Act have little or no
application to the venture capital industry.

The venture capital industry invests "privately" in
investee companies. It finances payroll, R&D, new plants
and new equipment until a company is self-supporting. It
cannot sell its securities for many years -- at least §
years and more often 10 to 15 years after it makes its
investment. When a venture capital firm does sell it must

“do so through SEC registration or Rule 144. It does not
trade in public securities like a mutual fund; therefore,
the public does not need the protection of the 1940 Act
in the case of a venture capital firm.

Congress exempted from the 1940 Act all financial
businesses which invest “"directly" in other companies,
including "small loan, industrial banking and similar
businesses." In 1940 there were no SBIC's nor was there
a venture capital industry as such to exempt or they would
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have been exempted by Congress. Today there are approxi-
mately 100 privately financed venture capital firms
represented by The National Venture Capital Association
(NVCA), and approximately 300 government financed Small
Business Investment Companies represented by the National
Association of Small Business Investment Companies (NASBIC)
and regulated by the Small Business Administration (SBA).

Would exemption of venture capital firms from the 1940 Act helo
the_economy?

Yes, it would.

|

Venture capital is the adrenaline of the free enterprise
system. It is absolutely essential to new business formation
and to a growing and healthy economy.

Unfortunately the sources of wventure capital have been
steadily drying up in the United States for many years as

our money has become more and more institutionalized.

Wealthy individuals, insurance companies, banks and
investment bankers all used to be the key sources of venture
cabital. Through our tax laws and other various well
intentioned government legislation, these sources of venture
capital have been all but eliminated.

Now ERISA has virtually cut off all pension fund money
from the venture capital industry.

As a result, the venture capital industry is a fraction
of the size it should be for the United States to continue
to have a healthy and growing economy.

Freeing up the venture capital industry from the 1940
Act would be an important and positive step towards filling
a growing national nced. Unfortunately, this step alone
will not suddenly create a surge of new venture capital
firms but in time would lead to a much larger, more stable,
and better managed venture capital industry.
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Heizer Corporation is the largest independent ventiure capital
in the United States.

- Since 1969 Heizer Corporation has financed 32 companies.

. 18 are already successful growing companies
N 4 more arc expected to be successful
. 10 have been failures

- Through these companies, .

. over 36,000 jobs have been created (Heizer Corporation'
share is over 6,000 jobs)

. ) ‘Over $2 billion in sales have been generated (Heizer
Corporation's share is over $370 million).

- * Equally impressive figures.are available from the American
Electronics Association, Massachusetts Institute of Technolog:
NVCA, NASBIC, SBA and others.

- In effect, tne U.S. Government owns approximately 5C% of

every company Heizer Corporation finances with no investment.

- Heizer Corporation investees are now producing over $280 mill

of taxable income each year.

- The cost per "permanent" job created has been a "one-time"
cost of about $13,000 vs. the "annual" cost of $20,000 per
job created by the U.S. Government.

- Heizer Corporation's assets have grown through internal
development from $81 million in 1969 to over $200 million
in 1978.

- Heizer Corporation has been successful despite the worst

stock market and bond market conditions since the 1930's.

- The Country needs more venture capital firms since there is
little competition in the venture capital industry and the
bright young man or woman finds it increasingly difficult
to realize the "American Dream."
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Unfortunately, Heizer Corporation could not be formed today.

Heizer Corporation was formed in 1969 under an unusually favorable

set of conditions, which may never occur again.

- E. F. Heizer, Jr. had unusual top management support from
and as a result, an excellent record in building Allstate's
venture capital program in the 1960's.

- Interest rates were low.
- stock prices wexre high.
- Many institutions wanted to do what Allstate had done.

- E. F. Heizer, Jr. was in the right place at the right time
and in 1969 was able to raise $81 million privately from
35 institutions free from the 1940 Act.

What is equally disturbing to the fact that Heizer Corporation
could not be formed today, is that now Heizer Corporation will probably
have to be liquidated due to the 1940 Act. ' i

- Heizer Corporation's investors understandably want liquidity
after ten years. LR

- Heizer Corxporation cannot go public to give them liquidity
without falling under the 1940 Act.

.

- Heizer Corporation cannot operate under the 1940 Act.
- Therefore, Heizer Corporation must be liguidated.

We submit that this is not in the best interest of Heizer
Corporation's investors or investees, the public or the U.S. Government.

We have had the best legal counsel available on this subject,
namely, Ray Garrett, former SEC Chairman. He is sympathetic to our
cause but discouraging in terms of the SEC history with the 1940 Act.

Like Humpty Dumpty
Heizexr Corporation Built A Success
Now It Faces Liquidation Stress.
Once It Has Liquidated,
All The Government Agencies And All Heizer Corporation's Men
Cannot Put Tt Together Again.
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The SEC should not only ask what it can do to protcct the public
from the excesses of the free enterprise system, but also ask what
can the SEC do to hclp the free enterprisc system help the economy
and thus the public.

The one thing the SEC should not do is to continue to impede the
progress of the venture capital industry under threat of the 1940 Act
simply because somehow, someday, some venture capital firm might do
something wrong. The SEC should prosecute any venture capital firm

that does something wrong under other laws and regulations.

We urge the SEC through its own rule-making ability or through
supporting legislation to exempt all venture capital firms --
private and SBIC which invest "direétly“ in the securities of investees--
from the 19{0 Act and the Investment Advisory Act.

*kkk
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TESTIMONY OF E. F. HEIZER, JR. ATTACHMENT IT
BEFORE THE SUBCOMMITTEE ON CONSUMER IMROTECTION AND FINANCE
OF THE COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE ~
September 27, 1978

Mr. Chairman and Members of the Committee:

It is a great honor and privilege to appear before you this

morning. .

My name is Ned Heizer. I sm Chairman and founder of Heizer
Corporation, which is the }argeét Business Development firm in
the United States. Heizer Corporation specializes in providing
equity capital to start-up and éarly stage growth companies.

I have been an active member of the venture capital community,
having served as President and' Chairman of the National Venture
Capital Association and I am currently serving on the boards

of both the National Venture Capital Association (NVCA) and the
National Association of Small Business Investment Companies (NASBIC).
NVCA represents the privately financed venture capital firms and
NASBIC represents the SBA financed venture capital firms. "I am
formally here this morning as a representative of NVCA but X
believe that my remarks will be supported by both NVCA and NASBIC.

We would like to thank this Committee and the Securities and
Exchange Commissiof for the work you have done to improve the
security laws and regulations. Our industry is pleased with
the progresg that has been made régarding:

~ Regulation A

- Rule 144

~ Rule 146
therefore I will not comment on these provisions this morning.

Instead, I would like to address my remarks to a less well
understood but serious problem, namely, the adverse effect of

the 1940 Act upon the new capital formation process. The reason
you do not hear much about the 1940 Act is that no venture capital
firm has been able to work successfully under it, therefore there
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are only a few 1940 Act venture capital firms to talk to you about

their problems.

Many members of the venture capital industry are eqgually concerned
about the Investment Advisory Act. For purposes of clarity, I
will address my remarks to the 1940 Act, but please remember that
many of the same points I will make also apply to the Investment

Advisory Act.

This Committee is well aware of the importance of new capital
formation to our economy. You are also aware of the serious

" deterioration in our eguity markets during the last ten years.
You are aware that large companies with substantial earnings
can continue to éxpand with cdstly debt financing even during
difficult periods such as the 1930's or 1970's. You are aware
that small companies and emerging companies cannot be formed
or expand with debt money alone. They must have equity capital
to be founded and to grow. It is these young growth combanies
ﬁhiéh have the greatest incremental impact upon our net new
‘employment, rate of innovation and balance of payments. They
also represent the American Dream to millions of people.

What many people do not realize or have not focused on is the
long-term deterioration in the flow of new business development
capital to these young companies. One good thing about the 1970's
is that government and business leaders are now re-examining our
basic structure and asking how is industry going to obtain

-the capital it needs to grow and provide jobs for our people.

The Steiger Amendment and its‘counterparts are a reflection of

a better understanding and appreciation of the vital importance
of new capital formation. We cannot expect people .to risk their
capital over a long period of time and then be taxed cumulatlvely
at ordinary income tax rates upon realization of their long-~term
gains. We urge the House of Representatives to continue to

push for passage of the Steiger Amendment or similar legislation.
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But tax incentives alone will not solve our basic problem of
grossly inadequate new capital formation -- except perhaps for

our larger more successful companies.

Our money has been largely institutionalized in the United States
in the form of checking accounts, savings accounts in banks and
savings and loans, life insurance cash yalues, pension funds,
‘mutual funds, etc. Very little of this money is or will become
available for new company development. Our laws have become
well established to prevent these institutions from risking

the people's money in the new capital formation process.

On the other hand, individual# are not a reliable source of
risk capital. The security léws of the Federal Government and
the states have understandably been steadily developed to
protect the public from taking risks. Even if we had no
security laws it would be very difficult to assemble the
public funds in a meaningful way to develop new and growing

companies.

Thus, if our free enterprise system is to continue to prosper
we must develop a new Infra-Structure for moving equity capital
to new and growing companies.

What the country needs is more professionally managed venture
capital firms., Today the venture capital industry -- SBIC's
and privately financed firms ~- are basically noncompetitive.
For instance) in its nine~year history, Heizer Corporation has
only been able~to finance 33 companies out of over 6,000 which
have requested help and has experienced no competition in the
process. All the members of NVCA and NASBIC put together --
which constitute the bulk of all business development capital
in the United States -- have invested less money per day over
the last twenty ycars than Amtrak currently loses per day.
Although saving the passenger rail service may be a fully justified
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government activity, we submit it is imperative for the Government
to encourage a greatly expanded flow of capital to new and
growing businesses.

Your committee can make a great contribution by working with

the Securities and Exchange Commission to formulate new legislation
which will exempt all firms which invest long~term capital

directly and privately from the provisions of the 1940 Act.

‘The 1940 Act was passed to stop a number of abuses by firms
which used public money to invest in publicly-traded securities.
This was very worthwhile and effective legislation. That job
has been done.

The protective provisions of the 1940 Act are not needed in the
case of venture capital firms which invest directly and privately.
Anyone who purchases directly and privately is subject to the
13833 and 1934 Acts as well as to a wide range of other federal
and state laws and regulations.

The Securities and Exchange Commission has traditionally said
that there is no reason that a well managed venture capital firm
cannot operate under the 1940 Act and therefore, no change in the
law is required. The testimony of all those who tried and failed
to operate successfully under the 1940 Act should be ample proof
that exemption is necessary in the national interest but even
better proof is that after 38 years no successful venture capital
firm is operating under the 1940 Act and NVCA and NASBIC agree
that exemption is absolutely critical to the future growth of

the venture capital industry.

Without going into the details of the 1940 Act, it calls for a
series of reports to and prior approvals by the Securities and
Exchange Commission intended to protect the independence in
terms of ownership and control apd transactions betwecn the

1940 Act companies and their investees which may be fitting and

55-753 0 - 80 - 18
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proper for mutual funds but which is totally inconsistent with
the proper and ecffective relationship between venture capital
firms and their investces.

The practical effect of the 1940 Act is twofold:

. First, to avoid the crippling effects of the
1940 Act, venture capital firms must have less
than 100 security holders and must typically plan
to liguidate within a seven-to-ten year period.
Thus, even the best firms rise and fall within
a relatively short period of time.

. The public is denied the opportunity to .invest.
in the future of America throu@h diversified and
professionally-managed venture capital firms.
Only wealthy families and a few venturesome
institutions can participate in financing the

future of America.

We doubt that Congress intended these results when it passed the
1940 Act but the Securities and Exchange Commission must live
with the words of Congress. '

So that there will be no misunderstanding as to my own motivation,
I would like to end with the following statement:

. Heizer Corporation was founded in 1969 as a
corporation to be a continuing business development
firm supplying early-stage growth capital and
management support to young companies 1if the
1940 Act problems could be solved.

. Heizer Corporation has been successful in that
the companies Heizer Corporation has financed which
would not exist without Heizer Corporation now
have over $1 billion in sales, $150 million in
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taxable income and have crcated over 20,000

permanent jobs.

Adding to this list those companies financed by Heizer
Corporation to which Heizer Corporation was a very
important but not vital souxce of risk capital, the
combined sales would exceed $2 billion, taxable income
would exceed $286 million and new jobs created would be

36,500.

.I think you would all agree that Heizer Corporation has
made a major contribution to the economy and the Govern-~
ment should encourage the continuation of Heizer Corpora-

tion and the formation of more venture capital firms,

Common sense would say that Heizer Corporation should
continue in business. Our investors want Heizer
Corporation to continue in business. Our investment
bankers feel a successful public offering of Heizer

Corporation common stock could be made,

Unfortunately, the 1946 Act says ﬂeizer Corporation must
be liqﬁidated. The reasons afe as follows:

-~ Heizer Corporation investors understanéably want
liquidity on all or part of their investment after
ten years of locked in investment,

~ Heizer Corporation cannot provide its investors with
meaningful liquidity without having- more than 100
shareholders. .

~ Having more than 100 sharecholders would put Heizer

Coxporation under the 1940 Act,
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~ Heizer Coxporation cannot coiitinue to operate successfully
undexr the 1940 Act. :

- Heizer Corporation is very skeptical about obtaining a
meaningful'exemption from the Securities and Exchange
Commission although Heizer Corporation and the
Securities and Exchange Commission are trying to work

out a meaningful solution.

- The only practical answer appears to be liquidation.
This is especially so when you consider the difficulty
Heizer Corporatioﬁ is having in obtaining relief
despite its size, record and able representation
by Ray Garrett, former Chairman of the Securities
and Exchange Commission. The 1940 Act is an impossible
barrier for the smalle7 venture capital firms. I

This, as far as Heizer Corporation is concerned, is a life-or-
death matter. Speaking for the venture capital industry after 20
years of experience, this is a matter of vital concern. Speaking
as a citizen, this is a matter of great national importénce.

.

Like Humpty Dumpty
Heizer Corporation Built A Success
Now It Faces Liguidation Stress -
All The Government Agencies And :
All Heizer Corporation's Men
Cannot Put It Together Again.

The NVCA and NASBIC stand ready to work with your Committee, your
counterpart committee in the Senate, and with the Securities and
Exchange ‘Commission to develop a constructive legislative solution
to the serious problems created by the 1940 Act and the Investment
Advisory Act.

Thank you for your attention.
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Mr. BroyHiLL. We are delighted to have you back before the
committee and of course I recall our work together when you were
Chairman of the SEC, when we were working on the revisions of
the act back in the mid-1970’s.

Mr. GARRETT. I remember that very well, Mr. Broyhill.

Mr. BroyHiILL. If you would like to summarize your statement,
Mr. Garrett.

STATEMENT OF RAY GARRETT, JR.

Mr. GARgrerT. I would be glad to. I assume my prepared state-
ment will be in the record.

Mr. BrovHILL. We will put it in the record [see p. 279].

Mr. GARRETT. In my prepared statement, I request that there
also be placed in the record a memorandum, dated May 18, 1979
that was prepared for and submitted to Chairman Williams of the
SEC. This is it.

Mr. BroyHiLL. We will place the memorandum in the record
following your prepared statement [see p. 291].

Mr. GARRETT. We provided copies to Ms. Marion Reid of the
subcommittee’s staff this morning.

Mr. BroyHiLL. All right.

Mr. GARRETT. Thank you. This memorandum was prepared as a
result of a meeting Mr. Heizer and I had with Chairman Williams
of the SEC after this subcommittee’s hearings in September 1978.
At that meeting, we agreed with Chairman Williams that we would
explore with the staft of the Division of Investment Management
the possibility of exemptive rulemaking before the next round of
legislative consideration came to pass, and that we would advise
him of the results.

We began these discussions in January of 1979 and the May 18
memorandum is a report of our ultimate frustration. The final
impasse was the staff’s refusal and inability under the law as they
conceived it, to consider any kind of rule that would exempt ven-
ture capital companies from 1940 act registration altogether, if
venture capital company shares would be available to ordinary
investors—something that we thought was essential to achieve the
necessary liquidity. The memorandum recites the several varieties
of definitions and conditions and standards that we proposed, but
ultimately we were told that this basic objection could not be
overcome by our ingenuity.

We have accepted, however, the staff’s willingness to discuss an
order granting particular exemptions to Heizer Corp. on the as-
sumption that Heizer would register as a closed-end investment
company under the act.

Mr. Heizer made some reference to these discussions. If it comes
to pass and it looks as though we can get an order that would
enable Heizer Corp. to stay in existence as a publicly held compa-
ny, at least on a tentative exploratory basis to see whether they
can make it, the management of Heizer Corp. may decide to do so.
Our discussions with the staff are continuing, and there has been
good progress in some areas. But we are still not sure that we will
reach a satisfactory solution.

I think the emphasis, however, from your point of view, should
be on the fact that at best such an order would not be a substitute
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for legislation of the kind here being considered, either for Heizer
Corp. or, more importantly, for other persons in the business. In
this regard, I think counting the existing firms that might be able
to take advantage of any proposed legislation is not going to give
the full picture, because we are concerned with unborn children.
We are concerned with venture capital firms that don’t exist be-
cause they cannot see their way either to begin, or ultimately to
become publicly held, without registration under the 1940 act.

I assume the proposition that venture capital companies cannot
and will not try to operate as registered 1940 act companies with-
out very extensive exemptions does not need to be further demon-
strated at this time to this subcommittee. As an exhibit to the May
18 memorandum we prepared for the SEC, however, there is a copy
of our December 1978 memorandum on this subject, which we
prepared at your request, Mr. Broyhill, as well as the request made
by Mr. Eckhardt during the subcommittee’s September 1978 hear-
ings. This is as complete a job as we could put together exploring
the types of difficulties that the management of a venture capital
company encounters in-trying to deal with the 1940 act. You also
have heard some other vivid testimony on the subject during the
present hearings and I understand you will hear some more from
Mr. Chambers.

The necessary exemptions to avoid these problems are such that,
in our judgment, it makes more sense to grant a properly circum-
scribed exemption from registration than to insist upon registra-
tion and then proceed to carve up the act, so to speak, by granting
particular exemptions. It also, in our judgment, is a better policy
approach, especially for the SEC. Rather than try to decide which
small businesses should be helped at the expense of which investor
protections, we think it better and wiser to define an exempt
category of venture capital companies which do not require the
smothering embrace of the 1940 act investor protections. This is
the fundamental approach that the SEC staff has rejected, explain-
ing they think this is beyond their reasonable interpretation of the
act’s purpose, and I think beyond their own beliefs as to what
ought to be done. But we do urge the Congress to accept this
approach.

The SEC is inclined to talk in this area as though the 1940 act is
the only act available to save small investors from abuses at the
hands of management. I think this is not a well-founded or realistic
view of the legal and practical situation. There are about 10,000
U.S. companies with enough public ownership to be registered
. under the Exchange Act. There are only a few hundred closed-end
investment companies registered under the 1940 act. There are a
lot more mutual funds, but they are in a category by themselves.

The small investors in these 9,500-plus companies that are not
under the 1940 act are not without legal protection against abusive
management. They are not thrown to the wolves by our law or our
legal system. They have working for them the disclosures required
by the Exchange Act, and, on appropriate occasions, those required
by the Securities Act. They have the legal remedies provided by
those acts, what the common law provides, they have State law on
fiduciary duties enforceable by derivative and class actions, and
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they have the SEC’s enforcement efforts and, on occasion, also
those of the Department of Justice.

All of these companies are potentially subject to abuse from self-
dealing by insiders. They are potentially subject to unwise capital
structures. They are potentially subject to almost everything else
that the 1940 act talks about. But even the more aggressive, more
ardent reformers today, who would tighten up the fiduciary duties
of corporate management and make more legal remedies available,
do not propose the 1940 act-type of protection.

Consider, for example, self-dealing by insiders. For ordinary com-
panies this is handled by disclosure, plus threat of litigation in
which the insider must prove fairness. The 1940 act, however,
approaches this problem by making any such transaction illegal
unless the SEC, by an administrative proceeding and order, de-
clares it to be fair. And then the 1940 act extends the definition of
what I am loosely calling an insider transaction to a bewildering
extent by its definition of affiliates and affiliates of affiliates.

As to capital structure, this is a complex subject for any business
enterprise on which views frequently differ, but this is one on
which the 1940 act and it alone—except for the 1935 act relating to
public utility holding companies—is exceedingly doctrinaire, and
even quaintly puritan, with respect to the amount of asset coverage
required for senior securities, debt and preferred, and, of more
significance to most people, its total prohibition against what the
industry calls equity kickers, conversion features, warrants, op-
tions, and things of that sort.

But for all of our other 9,500 companies that are not blessed with
this kind of investor protection, what is relied upon is disclosure,
market forces, the good judgment of management, the good judg-
ment of investment bankers and brokers that either deal in securi-
ties, underwrite them, or recommend their purchase or sale, and
sometimes shareholder approval. And nobody has suggested that
we should undertake an across-the-board prohibition against
American industry issuing convertible securities. Nobody is that
smart as to know when they are good or bad.

The 1940 act presumes that investment company shareholders
will be a docile group of wholly unsophisticated persons who can-
not handle information from disclosure and that they must there-
fore be protected by the Federal Government from, for example,
investing in a company with convertible securities outstanding.

With respect to the typical purchaser of a mutual fund—peddled
at farmhouse doors and in little towns to people who are looking
for a savings device—it may not be a bad assumption. Although I
don’t speak in any official sense for mutual funds, they have been
able to live without much difficulty under this prohibition, so if
closed-end investment companies that are conventional investment
companies are buying or selling securities, query whether they
need to borrow at all, on even a short-term basis and query even
more whether they have any business even thinking about a con-
vertible debenture offer, for example.

But investors in venture capital companies are not going to be
people at farmhouse doors. They are going to be people that have
money that they want to risk. They are going to know through
1933 act and 1934 act disclosures—at least they will have the



276

information available to them—what they are investing in. In addi-
tion, under suitability and other rules governing our broker-dealer
community today, venture capital company securities are not going
to be pressed upon the people that can’t handle any kind of risk,
or, if they are, there are plenty of remedies available.

You wonder why this heavy paternalism for investment company
shareholders. There has been some argument in the record as to
what Congress had in mind in 1940; whether it knew that venture
capital companies existed or might exist.

I agree with the Commission staff's memo. Congress knew that
venture capital firms might exist. But it is also true that there
weren't any of any substance around, nor was anybody speaking
for them when the act was being drafted, the act being dominated
by the SEC staff and by committees representing mutual funds and
closed-end companies. Closed-end companies, incidentally, were the
big villains of the stock market crash. Mutual funds were little
things in those days and hadn’t yet gotten themselves in much
trouble. But nobody was there talking about venture capital com-
panies.

The act came about because Congress, in adopting the 1935 act,
the Public Utility Holding Company Act, directed the SEC to make
a study of the functions and activities of investment trusts and
investment companies and the influence exerted by interests affili-
ated with the management of such companies upon their invest-
ment policies and to report the results of its study and its recom-
mendations to Congress.

It has been very popular in the last few weeks to revisit the
Black Tuesday, and Black Wednesday, and Black Thursday in the
crash of October 1929. I don’t agree with Professor Galbraith on a
lot of things, but he has written one of the most interesting and
lively books on the subject, “The Great Crash of 1929,” and there
you will find, constantly repeated, that the earliest companies to
fall flat on their faces were some of the investment companies that
had been created, mostly by bankers and investment bankers in
New York, as repositories for dogs that they were trying to under-
write that nobody would buy, and a variety of other things of that
kind. There were plenty of reasons for Congress to want the SEC to
study this area, none of them having anything to do with venture
capital companies.

The Senate Committee on Banking and Currency, in adopting
the act, stated that:

Basically the problems flow from the very nature of the assets of the investment
companies. The assets of such companies invariably consist of cash and securities,
assets which are completely liquid, mobile, and readily negotiable. * * * These
assets can and have been easily misappropriated and diverted by such types of

managements and have been employed to foster their personal interests rather than
the interests of the public security holders.

That is as good and authoritive a statement as we can find as to
what conceptually distinguishes the entities that were intended to
be subject to this peculiar paternalistic form of investor protection
from all the rest of the corporate world.

It also suggests, however, that the better approach to excluding
venture capital companies from this extraordinary form of regula-
tion is to define them so that their assets are not predominantly
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cash and securities which are completely liquid and readily nego-
tiable and so that they do not primarily have assets that can easily
be misappropriated and diverted by such types of managements
and employed to foster their personal interests, and to provide
some protection against what the Senate committee called such
types of managements, meaning in those days managements entire-
ly dominated by insiders who were making money off the invest-
ment funds on the side. Funds in those days were all managed by
somebody that had something else going for him rather than the
welfare of the investors and shares or participations in the fund
itself, a fundamental problem that the 1940 act deals with very
effectively.

This approach is far more promising than trying to govern what
types of investments made by venture capital companies are good
and which are bad. :

On the other side, if we really think that the dangers are present
that Congress found in conventional investment companies in 1940,
then we ought not to expose small investors to those dangers just
for the sake of helping small business.

As a semifinal point, I think it is also interesting to note, and it
may be pertinent thinking in this area, that the SEC is taking a
curiously unbalanced view of shareholders protection in its small
business program.

After all, the Securities Act of 1933 is devoted to shareholder
protection through disclosure and improvement in shareholders
legal remedies. The SEC has been aggressive and imaginative in
adopting rules and is considering even more rules which make it
easier legally for small businesses to sell shares directly to small
investors, but the price of this is at least a marginal lessening of
the Securities Act type of investor protection.

But there are many risks in direct investment by small investors
in the shares of new and unseasoned companies. And if a new and
unseasoned company, taking advantage of the expanded 1933 act
exemptions, provides only limited information to investors, particu-
larly if it is in a technology field, small investors may not even
understand what the issuer is doing or proposes to do, much less be
in a position to make any reasoned judgment as to its success in
trying to do it.

The risks in small business investments also include, in addition
to what could be regarded as basic risks of the sucess or failure of
the business, the ineptness of management in critical areas. A
common and crucial problem with many small businesses is that
they are good at their main thing, whatever their main thing is,
but weak in finance, marketing, accounting controls, and things of
that sort. And there is nothing to protect an investor in the small
business from unethical behavior by management. Being small
does not necessarily make you more moral, more ethical. It may
even make you more greedy when you look at the way in which
some investors have been treated by small or medium-sized busi-
nesses, and it may be more likely to involve persons with no
professional experience in the management of publicly owned com-
panies, or persons who lack any proper concern for the interests of
investors altogether.
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The small investor, in making these investments, is not even
assured that the board of the small business company will have
independent directors to oversee the conduct of management. If it
is desirable to increase the exposure of small investors to these
risks, and I am quite prepared to agree that it is, why is the SEC
suddenly addressing measures to prevent small investors from
buying shares of venture capital companies? Even under the most
gloomy view of the probable behavior of the management of a
venture capital company, the risks to small investors are signifi-
cantly less, or should be in the ordinary case, than they will be
from direct investments in small businesses.

The risks in venture capital investments can be further reduced,
if the subcommittee wishes, by some changes in the exemptive
provision, and here there are two existing patterns which Mr.
Heizer has alluded to in his closing remarks.

I think the simplest, readiest place to turn are two bills pending
in the Senate, the first in time being S. 1533, which was submitted
by Senator Tower. In addition to the substantive requirements in
section 6 of H.R. 3991, plus an exclusion for the purchase of short-
term paper to preclude any danger that someone might try to run
a money market fund under this exemption—probably a nonexist-
ent danger anyway, considering the tax laws—S. 1533 would pro-
vide that, to be exempt from the 1940 act, the venture capital
company must meet additional conditions. These requirements are,
to summarize what takes a lot of words in the bill, that—

The venture capital company must have a majority of independ-
ent outside directors;

All securities held by the venture capital company, exclusive of
Governments, commercial paper and the like, must be treated as
restricted as to resale regardless of how they were acquired, to
discourage any free trading or running a market operation on the
side; and
. No director, officer, employee, or controlling person of the ven-
ture capital company may own securities of an investee company,
and no affiliate of any of the foregoing may do so without the
approval of a majority of the outside independent directors other-
wise uninvolved in the transaction; and—the venture capital com-
pany must have been in the venture capital business for at least 5
years.

The other pending bill in the Senate, submitted much more
recently by Senator Nelson, is styled, appropriately enough, S.
1940. It is, in the above-mentioned respects, similar to S. 1533, the
Tower bill, but without the 5-year provision.

Both of these strike us as a reasonable way to add additional
protections to the basic exemption for venture capital companies,
to the extent it is regarded as necessary to protect against miscon-
duct on the part of the management of the venture capital compa-
ny. These requirements would, I might say, afford more protection
in this direction than would be applicable to the 9,500 industrial
companies that are also under the Exchange Act.

Thank you very much, Mr. Broyhill.

[Testimony resumes on p. 471.]

[Mr. Garrett’s prepared statement and the December memoran-
dum referred to follow:]
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STATEMENT OF RAY GARRETT, JR.
BEFORE THE SUBCOMMITTEE ON
CONSUMER PROTECTION AND FINANCE
OF THE HOUSE COMMITTEE ON
INTERSTATE AND FOREIGN COMMERCE

November 8, 1979

Mr. Chairman and members of the Subcommittee, my name
is Ray Garrett, Jr. I am an attorney with the law firm of
Gardner, Carton and Douglas, and my firm is Special Counsel
to Heizer Corporation. I am pleased to have the opportunity
to be here today with Ned Heizer to testify in support of
legislation to remove the ogstacles to venture capital com-
panies that are posed by the Investment Company Act of 1940.

As this Subcommittee is aware, and as other witnesses
ét these hearings have emphasized, it has become increasingly
difficult, and often impossible, for small but promising new
or emerging businesses, particularly those in high-risk or
high-technology fields, to obtain long-term equity capital
through our public securities markets or from the large
institutional investors which today predominate in those
markets. Tﬁe economic and social consequences of this lack
of available financing, in terms of new job opportunities
that could be provided, but are not; creative new ideas for
sexvices, technological innovations, and scientific break-
throughs which might be successfully developed, but are not;
and increased tax revenues which could be generated, but are
not -- just to name a few examples -~ are obvious. And they

affect all of us.
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I do not mean to suggest, of course, that the Invest-
ment Company Act of 1940 is the sole or even a principal
cause of the current shortage of capital for small busi-
nesses. The causes are many and are extremely complex. But
the 1940 Act is a very real and a very serious legal imped-
iment to at least one key source of capital for new and
emerging enterprises -- that provided by professionally
managed venture capital firms. It is an impediment that, in
my judgment, serves no usef%l public purpose, in terms of
investor protection or otherwise. If anything, it is simply
an historical accident, reflecting a failure by the Con-
gress, the SEC and others concerned with the legislation
that became ‘the Investment.Company Act

-- to recognize in 1940 that the broad definition of

the term "investment company" would extend the coverage

of that Act to entities which bear scant resemblance to
traditional types of investment companies, such as
mutual funds, at which the Act was primarily aimed;

-~ to appreciate that the intricate regulatory and

proscriptive provisions of the Act that can be bene-

ficial to mutual fund or closed-end investment company
shareholders without crippling the operations of those
entities céuld have so devastating an impact on

venture capital companies; and

~- to foresee the dramatic changes that have occurred
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in our capital markets since 1940 which have sharply

increased the need for qulicly—held venture capital

companies.

In 1940, most venture capital was provided by wealthy
individuals or families. This is no longer true today. 1In
1940, there were few venture capital companies that raised
capital from either private or public investors. Today,
there are a few more venture capital companies, but, with
the exception of a handful éf SBIC's, none are publicly-~

i
held; most are precluded from looking to the public markets
either for capital to fund their business development
activities or as a means to provide their existing investors
with liquidity and an oppoftunity to realize upon gains they
may have earned. Many venture capital enterprises are
organized in limited partnership form, with a view from the
outset of their operations to liquidation after a fixed
period of years. Others are organized as corporations, but
if they prove to be successful and profitable, they find
themselves faced with the unhappy choice of liguidating,
like the limited partnerships, or merging into entities
engaged in other businesses. Continued long~term operation
in the venture capital field simply is not feasible for most
such entities.

The reason lies in the Investment Company Act of 1940.

To state the problem simplistically, when a venture capital
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company seeks to make a public offering of its securities,
or its securities become beneficially-owned by more than 100
shareholders, it becomes an "investment company” as defined
in the 1940 Act. It then must register as such with the
SEC, and thereafter comply with the full panoply of regu-
latory strictures imposed by that Act and the SEC's rules.

The Act's intricate regulatory scheme, which was
designed to protect shareholders in mutual funds and con-
ventional closed-end invesghent companies, is simply un-

i

workable for venture capital companies. Many of the key
elements of venture capital financing, such as taking
substantial, and often controlling, positions in investee
companies, supplying investees with prompt infusions of
additional capital when needed and awarding the incentive
compensation essential to attract and retain talenéed and
highly motivated venture capital company personnel,.involve
transactions that are prohibited by the 1940 Act, unless the
SEC can be persuaded to grant relief by order -- a pro-
cedure which is time-consuming and expensive, even when
successful. Moreover, the process of identifying each
"affiliated person" and each "affiliated person of an
affiliated person" before entering into an otherwise normal
business transaction and then, if necessary, obtaining
specific approval of the transaction by SEC order is

simply inconsistent with the practical exigencies of
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developing new business enterprises. In fact, these require-
ments are so burdensome and impractical that today no true
venture capital company operates under the 1940 Act; the few
that have tried have given up.

As a result, the venture capital that is available
today to finance small or emerging enterprises is in short
supply -- far less than our economy could use or should
have. I do not believe that this shortage can be attributed
solely or even primarily t# a lack of interest or other
incentives to investment in this important sector of our
economy. Rather, I believe that many potential investors
in small businesses today, whether they be large institutions
or individuals, shy away ffom such investments because they
do not have the time or the experience needed to select
promising investment opportunities in small of emerging
businesses, particularly those involved in complex scientific
or technological fields, or to provide such enterprises with
the active management assistance so necessary to the
successful development and marketing of new ideas and
products. Professionally managed and staffed venture
capital companies could help to fill this gap, by providing
a mechanism through which more capital could be channeled
into the small, innovative businesses which are so essential

to our continued economic growth and prosperity.
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But this will never happen if venture capital companies
themselves continue to be denied the broader-based funding
that could be supplied by public investors, and remain
precluded from providing liquidty to their initial investors
through the development of public markets for their own
equity securities, because of the 1940 Act.

The problem would be different and more difficult if
venture capital companies presented in full measure the
opportunities for the abuse{of shareholders by insiders and
affiliates that led Congres§ to enact the special regulatory
protections of the 19240 Act for traditional investment
companies. In fact, although venture capital companies hold
securities issued by other.companies, this is their only
real similarity to conventional investment companies.
Because they do not control large pools of liquid assets
and have a low rate of portfolio turnover, venture capital
firms present little, if any, of the same potential for
abuse, and their shareholders do not need the unique regu-
latory protections of the Investment Company Act. Indeed,
as the sponsors of H.R. 3991 and similar bills that have
been introduced in the Senate correctly recognize, the full
measure of investor protections afforded by the Securities
Act of 1933 and the Securities Exchange Act of 1934 -- the
full and fair disclosure, continuous reporting and proxy
requirements, the proscriptions against insider trading,

v
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the antifraud prohibitions and the civil liability proyi—
sions --and by the requirements of state law concerning the
fiduciary obligations of corporate management, would apply
to any venture capital company which seeks to raise capital
from the public, or is publicly~held, on the same terms as
any other company. In my judgment, these protections are
enough; the public interest and the interests of investor
protection do not require more.

The question has been éut, why should venture capital
companies be given special éreatment? Stated more sharply,
are we saying that the protection of small investors should
be sacrificed for the benefit of small, new businesses? The
phrasing of the question about special treatment reflects a
narrow view of American corporations and the law applicable
to them. Of the approximately 10,000 publicly-held com-
panies registered under the Securities Exchange Act, only a
few hundred are also subject to‘the 1940 Act, and almost all
of them are readily identifiable - mutual funds, conven-
tional closed-end investment companies, and a handful of
SBIC's. Investors in all of these other 9,000-plus companies
get along without the peculiar kind of additional protection
imposed by the 19;0 Act. And even the most ardent corporate
reformers are not proposing the broadening of 1940 Act-style
protecﬁion. It is the companies caught in the net of the

1940 Act that get the special treatment. The others get
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the ordinary treatment. We are urging that venture capital
companies, properly defined, get the ordinary treatment.

And we urge that this be done not by deciding that small
businessmen are more worthy than small investors but by
defining exempt venture capital companies so as to avoid the
peculiar opportunities for abuse that gave rise to the 1940
Act.

In addressing this subject, the SEC is inclined to talk
as though the 1940 Act is t*e only thing that would keep the
investors in venture capitai companies from being thrown to
the wolves. This is, of course, quite unrealistic. There
are opportunities for the managements and affiliates of all
companies to abuse their investors in the ways of such
concern to the 1540 Act. The remedy for all of corporate
America except registered investment companies is disclosure
plus state law, enforced mainly through derivative and class
actions. This is what we want for venture capital companies.

As Special Counsel to Heizer Corporation, I have worked
closely for the past fourteen months with Ned Heizer and
others from his firm, and with the SEC staff, in an effort
to find an administrative solution to the problems posed by
the 1940 Act for venture capital companies. Our initial
goal was to persuade the SEC to adopt rules of general

applicability that would exempt venture capital companies
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from the entire 1940 Act, or at least those provisions of
the Act which are unworkable when applied to such companies.
In April of this year, however, the SEC staff advised us
that they could not support any rule that might permit
venture capital companies to make public offerings of their
securities to ordinary investors while exempt from the 1940
Act, thus guashing our hopes for a rulemaking solution to
the liquidity needs of Heizer or any other venture capital
company that plans to be a #ontinuing entity. The staff
also indicated to us, as did the Commission in its August
1979 comments on H.R. 3991, that they intended to try to
develop a rule proposal that would make it easier for
venture capital comparies £o obtain initial financing from
substantial and sophisticated investors, by excluding such
investors from the computation made to determine if a
venture capital company has not more than 100 beneficial
owners of its shares and can qualify for an exemption under
Section 3(c) (1) of the Act. We have not yet seen a draft of
such a rule. But if, as the Commission suggested in its
August 1979 comments on this bill, such a rule incorporates
the definition of "business development company" contained
in recently-proposed Investment Advisers Act Rule 205-3, it
will not provide relief to a large segment of the venture
capital industry. And even if such a rule would make it
easier to start a venture capital company, it would do

nothing to provide for future liquidity.



288

When it became apparent, after many months of dis-
cussions with the SEC staff, that we could not expect a rule
to help solve the venture capital industry's liquidity
problems, we began to explore the possibility of obtaining a
limited exemption from the 1940 Act, by Commission order,
for Heizer Corporation alone. Although good faith efforts
have been made on both sides, and we aré most appfeciative
of the substantial time and effort that has been devoted to
our problems by the SEC staff, to date we have been unable
to reach a mutually-satisfactory accommodation with the
staff on several key issues that must be resolved if Heizer
is to be able to function as a venture capital company
registered under the 1940 Act. We have not yet given up; we
intend to continue to try and hope that the SEC staff will
bear with us. But the outcome remains uncertain at best,
and even if Heizexr Corporation is successful in obtaining a
limited ord?r of exemption from the SEC after a year or more
of sustained effort and substantial legal expenses, little
will have been achieved for the economy beyond permitting
Heizer to stay in business. If the only hope for ultimate
liquidity while continuing to function as a venture capital
company is tovrecapitulate Heizer's experience, the 1940 Act
will remain a formidable obstacle to the growth of venture
capital financing in the dimensions that our economy

requires.
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With the Subcommittee's permission, I would like at
this time to submit for inclusion in the record of these
hearings a memorandum, gated May 18, 1979:\which contains a
detailed description through that date of our discussions
with the SEC staff concerning relief from the 1940 Act for
Heizer Corporation and other venture capital companies.
Exhibit I to that memorandum is the submission we prepared
for this Subcommittee last December describing the legal and
practical problems presenteé for venture capital companies
by the 1940 Act, and I beliéve it will help those members of
the Subcommittee who have not previously seen it to undex-
stand the nature and extent of these problems.

At this point, I think it is clear, as perhaps it
should have been from the beginning, that a realistic and
workable long—tefm solution to the problems caused by the
1940 Act for the venture capital industry as a whole can
only come through the enactment of legislation. There seems
to be little chance that the Commission will find the
adoption of a rule, granting relief that is broad enough to
meet the industry's needs, consistent with its responsi-
bilities under the Act in its present form. I can under-~
stand why the Commission may feel bound to strictly enforce
the application of the Act to all who fall within its broad
definition of investment company. But the Congress is

subject to no such constraints and quite properly can and

’
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should re-examine the Act. If that re-examination shows, as
I am confident it will, that there is no public purpose to
be served by continuing to subject venture capital companies
to all of the peculiar restrictions of the Act, then Con-
gress should promptly amend the Act to remove these un-
necessary burdens from those companies that, like Heizer,
have simply been caught on the wrong side of the line in the
Act's effort to separate investment companies from all other
companies but that present kew, if any, of the opportunities
for abuse beyond those present in any ordinary corporation.
Although I have limited my prepared remarks to the 1940
Act problems addressed by H.R. 3991, I will be pleased to
respond to any questions tﬁe Subcommittee may have con-
cerning other aspects of the bill, as well as the provisions

relating to the 1940 Act.

AN
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MEMORANDUM

SUBJECT: Summary of Discussions with the Division of Investment
Management Concerning Relief for Heizer Corporation
and Other Business Development Companies from the Invest-
ment Company Act of 1940

FROM: Gardner, Carton & Douglas
DATE: May 18, 1979

Beginning in the fall of 1978, Heizer Corporation, with the
support of the National Venture Capital Association and the National
Association of Small Business Investment Companies, has led a
concerted effort to obtain relief from the Investment Company Act
of 1940 for business development companies* in general and itself
in particular. Through its outside general counsel, McDermott,
will & Emery (Mr. John H. McDermott), and its special counsel,
Gardner, Carton & Douglas (Messrs. Ray Garrett, Jr., Paul H.
Dykstra and David F. Heroy and Mrs. Kathryn B. McGrath), Heizer
has submitted a series of informal written proposals for relief
to the Division of Investment Management of the Securities and

Exchange Commission and has participated in three meetings in

* In most of the discourse on this subject, the customary term

for the investing entity has been "venture capital company."
However, because many entities describing themselves as "venture
capital companies" appear not to be in fact engaged in the
socially desirable activity of furnishing capital directly to

new or developing businesses or participating in any significant
way in their development, the term used by Heizer Corporation=-=-
"business development company"--was adopted in Mr. Garrett's
letter of April 13, 1979, to describe entities that are so engaged.
We shall use the term "business development company" in that sense
in the remainder of this memorandum, even though the term "venture
capital company" may have been used in earlier submissions.
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Washington and numerous telephone discussions with members of the
Division. Those in the Division who have been principally involved
in these discussions are Messrs. Sydney H. Mendelsohn, Director of
the Division; Martin E. Lybecker, Associate Director; Sidney L. Cimmet,
Chief Counsel; and Lawrence R. Bardfeld, Staff Attorney.

This memorandum will describe the main aspects of those
discugsions and will chronicle the evolution of Heizer's requests
for relief.

SUMMARY

It is imperative that Heizer Corporation obtain liquidity for
its initial investors in the reasonably near future or it will be
compelled to terminate its operations as the nation's largest in-
dependent business development company. Investor liquidity, how-
ever, demands registration as an investment company, and the In-
vestment Company Act of 1940 (the "1940 Act") as currently admini-
stered by the Commission is incompatible with the successful oper-
ation of a business development company. Heizer can continue only
if it obtains meaningful and swift relief from the 1940 Act.

The SEC staff has cooperated with Heizer's counsel in con-
sidering the problems posed for business development companies
by the 1940 Act. One could not have asked for more attention
or a fairer hearing. Regrettably, however, virtually no pro-
gress has been made in solving these problems as far as Heizer
is concerned.

The staff have persisted in the position that they will
not agree to an exemption from registration under the 1940 Act

for an established business development company like Heizer if
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its shares can be traded in small pieces and are thus available
to ordinary investors. This position has been maintained regard-
less of the efforts by Heizer's counsel to suggest increasingly
stringent protective provisions by way of conditions to the ex-
emption. Yet it remains the strongly held view of Heizer and

its counsel that only total exemption on reasonable terms will
attract that degree of capital and entrepreneurial effort nec-
essary to make a significant contribution to this aspect of our
economy.

With respect to Heizer Corporation alone, the staff has
advised that no significant relief will be accorded by Commis-
sion rule-making; if any relief is to be granted, it will be
only after formal administrative hearings with a full record of
the proceedings. This process, the staff has estimated, could
take eighteen months or more. Thus Heizer has, in effect, been
sent back to where it was two years ago, with an invitation to
explore the pogsibility of obtaining limited exemptions for it-
self alone,/g;sed upon its registration as an investment company
and only/after protracted hearings with an uncertain outcome.

To be sure, the staff's support for a rule exempting from
the 1940\Act business development companies whose securities are
sold for $150,000 or more does offer a potentially significant
breakthrough for the initial capitalization of new business de-
velopment companies. Yet it is of no help in solving the liquid-
ity needs of an established business development company that
seeks to endure indefinitely. Likewise, the recent issuance
of a proposed amendment to a Commission rule relating to trans-

actions with portfolio affiliates of investment companies does



294

nothing to respond to the critical problems imposed by the 1940
Act upon business development companies. No new rules that would
significantly relieve the problems of companies like Heizer are
in sight.

Thus, it now appears that any relief that Heizer might obtain
from the Commission may come too late, if at all, and will achieve
little for the economy and the public interest as a whole beyond
permitting Beizer itself to stay in business. For these reasons,
it now appears necessary to seek legislative relief.

BACKGROUND

At the request of Chairman Bob Eckhardt and Ranking Minority
Member James T. Broyhill of the Subcommittee on Consumer Protection
and Finance of the House Committee on Interstate and Foreign Com-
merce, a submission entitled "Venture Capital Companies and the
Investment Company Act of 1940" (Exhibit I hereto) was prepared
on behalf of Beizer. That submission, which was for the record as
a supplement to the testimony before the Subcommittee on September
27, 1978, of E.F. Heizer, Jr., Chairman of the Board and President
of Heizer Corporation, also was furnished to other interested per-
sons, including Chairman Harold M. Williams of the Securities and
Exchange Commission and certain members of the staff of the Com=-
mission's Division of Investment Management.

The submission set forth in detail the reasons why business
development companies cannot, as a practical matter, operate under
the same restrictions that are imposed upon conventional invest-
ment companies by the 1940 Act as currently administered. The
submission underscored this reality by observing that today there

are no true business development companies registered under the
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1940 Act; it noted that the few such companies that once tried
to operate thereunder have all given up and liquidated or merged
into something else. Only business development companies that
qualify for exemption from the 1940 Act are currently doing busi=-
ness. Yet, because the initial investors in business development
companies understandably insist upon ultimately having a liquid
outlet for their investments, or othewise being able to realize
on any gains achieved, and because the Act requires a business
development company whose securities are publicly traded to reg-
ister as an investment company, no substantial business develop-
ment company, including BHeizer, can function successfully for
more than a few years without becoming subject to the Act.

Such business development companies as do exist have to
live within the conditions for exemption set forth in Section
3(c)(1l) of the Act. This means that in raising their own capital
they must not engage in a public offering of their securities and
their shareholders can never exceed 100 in number, including by
attribution the shareholders of any corporation that itself holds
10% or more of their shares. These strictures eliminate any hope
for liquidity on the part of the security holders of the business
development company. Because few, if any, investors are willing
to purchase securities with a prospect of prolonged illiquidity,
it is necessary for the business development company, at its birth,
to plan its own demise.

The unwanted result, then, both for business development
companies and for a nation sériously short of the capital needed
to nurture its emerging enterprises is this: the 1940 Act as

presently applied eliminates the substantial business development
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company as a viable long-term entity. Without immediate admini-
strative or legislative relief, the submission concluded, Heizer
will be compelled to terminate its operations as the nation's
largest independent business development company.

Thus Heizer, on beha}f of all entities engaged in furnishing
business development capital, has been working with the Commission
staff to try to obtain meaningful and predictable relief from the
1940 Act consistent with the protection of investors.

MEETING OF JANUARY 26, 1979

Messrs. McDermott, Garrett, and Dykstra met with Messrs.
Mendelsohn, Lybecker, Cimmet, and Bardfeld of the Division of
Investment Management in Washington on January 26, 1979. The
purpose of the meeting was to discuss in general terms what relief,
if any, the staff was prepared to recommend be accorded business
development companies in light of the problems described in the
submission of December 20, 1978 (Exhibit I hereto).

The staff opened the meeting by stating that they were pre-
pared to consider recommending the adoption of rules that would
significantly lessen the impact of the 1940 Act on business devel-
opment companies. However, they cautioned, any relief recommended
will be based on the premisé that securities issued by business
development companies should not be available for purchase by
small investors without the protections of the 1940 Act. The key
element of the relief suggested by the staff would provide for a
complete exemption from the Act for many business development
companies in their start-up stages by means of the adoption of a
new rule under Section 3(c)(l) of the 1940 Act. This rule, as

contemplated by the staff, would exclude from the computation of
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the number of security holders thereunder any person who has paid
$150,000 or more for the securities of a defined business develop-
ment company. In the event that a mutually satisfactory rule along
these lines could not be drafted, the staff advised that they would

be willing to recommend rules that would relax specific sections of
the 1940 Act posing special problems for business development companies

Exemption under Section 3(c)(l) The "150,000 Rule

As envisioned by the staff, any person who has purchased the
securities of a defined business development company for $150,000
or more would be excluded from being counted as a beneficial owner
under Section 3(c)(l). Moreover, an offering limited to $150,000
purchasers would not be considered a "public offering" thereunder.
The $150,000 threshold was selected by analogy to Rule 146 under
the 1933 Act, paragraph (g)(2)(d) of which provides that "any
person who purchases. . . securities of the issuer in the aggre-
gate amount of $150,000 or more" shall be excluded for purposes
of computing the number of purchasers thereunder.

All of those at the meeting agreed that there are some
obvious problems with the proposed rule that need to be resolved.
In order to assure the continued exclusion of small investors,
the staff viewed ihe $150,000 floor as necessary for both primary
offerings by the business development.company and for trading in
the after-parket by its security holders for at least five years
following the initial offering. It was noted that the business
development company might have to employ some sort of buy-back
feature in order to preserve both the exemption and the .liquidity
needs of its investors during those first five years (when the

stock price can fluctuate substantially). Following this five-year
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"start-up" period, after-market sales at a price less than $150,000
would not vitiate the exemption so long as the initial price of

the unit being traded was at least $150,000. In order to prevent
the breaking up of the $150,000 investment into smaller units, the
staff suggested that one method might be for each share to be sold
for no less than $150,000. In the view of the staff, a floor of
$150,000 per unit would provide a reasonably liquid market for busi-
ness development company securities.

Proposed Exemption for "Established Venture Capital Companies"

Heizer's counsel then furnished the staff with a draft of a
proposed statutory exemption for "established venture capital
companies" (Exhibit II hereto) which would be a basis for a total
exemption without limitation on the size of units traded in the
secondary market.* The staff expressed concern that some tradi-
tional mutual funds, such as institutional money market funds,
might argue that the proposed exemptive rule is, or ought to be,
available to them. The problem with the proposed definition, in
their view, was that, while a company after several years of
operation might well continue to conform to the definition (on
the basis of the retrospective character of its investment port-
folio), it might in reality be no different from a typical closed-
end investment company to the extent that it would no longer be
investing in emerging enterprises and actively participating in
thier operations. The staff suggested that this problem might

be cured by limiting the application of the rule to an invest-

* The substance of this proposed exemption has been incorporated
in Section 6 of H.R. 3991, the "Small Business Investment Incentive
Act of 1979," recently introduced by Representative Broyhill and
described later in this memorandum.
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ment portfolio that consists of no more than a certain percentage
of more "mature" companies and that an objective criterion for
this kind of maturity could be issuers with securities registred
under Section 12 of the 1934 Act. However, this suggestion was
rejected by Heizer's counsel for the reason that a number of
"adolescent" issuers still in need of business development assis-
tance do in fact have securities registered under Section 12.
Further consideration of this problem was promised.

Relaxation of Specific Sections of the 1940 Act

The staff advised that it intends to recommend rule changes
that would liberalize certain provisions of the 1940 Act that
present special difficulties for business development companies.
They stated that the Commission would likely propose rules ex-
empting from Section 17 all transactions involving a registered
investment company and an affiliated party if that affiliation
resulted solely from the fact that the registered company owns
5% or more of the voting securities of that party (i.e., if the
affiliation is solely of a "downstream" nature). The staff in-
dicated that the proposed rules would be designed to be more
readable and concise than current Rules 17a-6 and 17d-1(d)(5):
among other things, the "financial interest" concept wculd be
relaxed.*

The staff did not endorse the three-tiered exemptive approach

for Section 17 suggested by Messrs. Rosenblat and Lybecker in

* A proposed amendment to Rule 17a-6 has just been issued
for comment. (Inv. Co. Act Rel. No. 10698 (May 16, 1979)) As
discussed later in this memorandum, this proposal would do
nothing to relieve the burdens imposed by Section 17(a) on

a business development company like Heizer.
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law review article,* viz., that an application for exemption under
Section 17 would have to be filed only if a transaction subject to
Section 17 were not approved by a majority of the disinterested
directors or if it were not below a specified de minimis amount.
It was noted, however, that the Commission would soon propose a
new rule under Section 10(f). Although not directly applicable
to business development companies, this proposal, the staff ad-
vised, would employ some of these same concepts.

The staff expressed its willingness to consider recommend-
ing a relaxation of the prohibitions of Section 18(d) relating to
the issuance of options, warrants, rights, and convertibles for
business development companies along the lines of Rule 17d-1(d)(4)
for small Business Investment Companies. Recognizing that quali-
fied stock options will evaporate by 1981 by operation of the In-
ternal Revenue Code, the staff requested Heizer's counsel to provide
a "skeleton" of a proposed exemptive rule under Section 18(d). Re=-
garding other impediments that Section 18 poses for business develop-
ment companies, it was suggeéted that Heizer's counsel likewise draft
a proposed exemptive rule; the staff stated that they would be willing
to consider going at least as far as Section 18(k), which removes the
asset coverage requirement for debt securities issued by SBICs.

The staff expressed little sympathy for the difficulties of
business development companies under Section 23(b) (which prohi-

bits the sale of shares at less than net asset value without an

* Rosenblat and Lybecker, "Some Thoughts on the Federal
Securities Laws Regulating External Investment Management
Arrangements and the ALI Federal Securities Code Project,"
124 U. Pa. L. Rev. 587, 640 and 649 (hereinafter cited

as "Rosenblat and Lybecker").
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exemptive order or the approval of shareholders). They suggested
that any business development company desiring to offer its shares
at less than net asset value ought to obtain shareholder approval;
it was felt that this approval, subject to appropriate conditions,
could be made valid prospectively, perhaps for up to one year.
Additional Information

The staff requested that Heizer submit as soon as possible
a summary of each transaction that Heizer had had in the last year
or more that would have required an application for exemption from
the Act. Later, a list of all of the current investments of Heizer
and the market value thereof was also requested. It was agreed that,
after this data, together with an outline of the basic elements of
a proposed exemptive rule under Section 3(c)(l), had been submitted
to the staff, another meeting would be scheduled.

SUBMISSIONS OF FEBRUARY 15, 1979

Letter from John H. McDermott

By letter dated February 15, 1979 (Exhibit IIIl hereto),

Mr. McDermott furnished the staff with a list of Heizer's current
investments and the fair market value thereof, a description of
Heizer's operating procedures (including a discussion of manage-
ment compensation and Heizer's conflict of interest policies), and
an historical description of Heizer's dealings with its principal
investee companies.

Mr. McDermott's letter emphasized that, in order for Heizer
to function successfully as a business development company, it is
compelled to deal regularly with downstream affiliates and with
affiliates of those affiliates, some of whom may be upstream

affiliates of Heizer. He stressed the enormous difficulty in

55-753 0 - 80 - 20
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Heizer's being able to identify with certainty all of the
affiliates of affiliates who might have an indirect financial
interest in a transaction to which Heizer is a party. Most
important, as Mr. McDermott's letter discussed in detail, a
large portion of the transactions that are an essential part
of its business would be prohibited by Section 17(a) or Section
17(4) of the 1940 Act if Heizer were a registered investment
company. Mr. McDermott's letter thus illustrated with specific
examples the impossibility of BHeizer's functioning under the
1940 Act without, among other things, significant relief from
Section 17.*

Letter from Ray Garrett, Jr. and Attached Rule Proposals

Also by letter dated February 15, 1979 (Exhibit IV hereto),
Mr. Garrett furnished the staff with drafts of proposed rules
(1) defining a "venture capital company" (Exhibit B to Mr.
Garrett's letter) (2) exempting from the computation of the
number of security holders under Section 3(c)(1l) of the Act

persons who purchase securities from a defined venture capi-

1

* Some of the transactions described in that letter would

have been prohibited by Section 17 (absent a Commission ex-
emptive order) because an officer of Heizer was an affiliate

of the investee company by virtue of his ownership of its
shares. Heizer has subsequently changed its policy to prohibit
such ownership by its officers, so that the effect of the 1940
Act on that class of transactions would not present a current
or future problem for Heizer. It would, however, continue to
be a problem for some other business development companies who
regard this type of investment by their officers as a desirable
incentive.
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ital company for $150,000 or more in compliance with Rule 146%
(Exhibit A), and (3) exempting from all of the provisions of
the Act any issuer which has operated as a venture capital
company for at least the five prior years and whose investment
portfolio meets certain conditions (Exhibit C).

The letter observed that the staff's support for a rule
fixing a $150,000 threshold for purposes of Section 3(c)(l)
would provide an important boost to business development companies
in their start-up stages but would do little to relieve the long-
term liquidity problems of investors in business development com-
panies that were discussed in the submission of December 20, 1978.
The letter emphasized that, even if some very difficult theoreti-
cal problems involved in drafting such a rule could be resolved, **
it would be unrealistic as a practical matter to expect that a

liquid market for equity securities trading in units of $150,00Q0

* Some practitioners have stressed that the reference to Rule
146 in this context is not desirable inasmuch as that rule is
both exceedingly intricate and non-exclusive. The preferred
reference would be “exempt under Section 4(2) of the securities
Act of 1933 as not involving a public offering". (See Exhibit
B to Exhibit V hereto).

** For example, the letter pointed out, after a few years, how
could the issuer ensure that its securities were traded in the
after-market at a price in excess of the threshold? Wwhat could
the issuer do about disposal of its securities by gift, will or
pledge? How could a rule be drafted so as to handle acquisitions
of securities through the exercise of warrants or conversion pri-
vileges, which may be essential to a business development company
in its start-up phases? What about stock splits if the trading
price of the securities increased dramatically? The suggested
controls might be feasible as long as the securities retained the
status of restricted securities under the 1933 Act, when all
transfers would be barred unless prescribed conditions could be
met to the satisfaction of the issuer or its counsel. As a
practical matter, though, they would appear to be inconsistent
with a status of Y"free" securities and any degree of active
trading.
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or more cogld be sustained. 1In other words, such a rule would do
nothing to relieve the problems presented by the 1940 Act to an
established business development company like Heizer.

As a result, the letter took the position that a broader
exemption from the 1940 Act is required for business development
companies--an exemption that would be conditioned on character-
istics that avoid the major aspects of conventional investment
companies which led Congress to conclude that investors therein
needed the special protections of the 1940 Act. It was stressed
that the Commission must weigh the probability of harm that would
result from the removal of some of these protections as to business
development companies against the economic and social good that
would be fostered by the removal.

Accordingly, Mr. Garrett's letter suggested a rule-making
approach that would go beyond the staff's proposal for encou-
raging new and unseasoned companies (the $150,000 rule) by
recognizing that, when a business development company becomes
“seasoned," the protections of the 1940 Act are not necessary,
even for small investors. A key feature of this framework
was the suggested definition of "venture capital company." This
definition employed substantially the same subjective definition
contained in Section 12(e) of the 1940 Act and added the objective
criterion that at least 80% of the company's investment portfolio
(exclusive of cash equivalents) consist of securities acquired
directly from the issuer. The definition, then, would be appli-
cable only to those relatively few entities that are in fact
engaged in furnishing needed capital directly to emerging busi=~

ness.
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The proposed rule-making approach, however, did not end
with this definition. Instead, only a defined venture capital
company (i.e., business development company) that (1) was so
engaged for at least the five prior years, (2) had a net asset
value of at least $10,000,000, and (3) at least 50% of whose
portfolio securities had been held for at least the five prior
years, would qualify for exemption from the 1940 Act (Exhibit C
to his letter). These additional, deliberately narrow, criteria
were designed to exclude from the exemption virtually every other
investment entity that was not engaged in providing development
funds directly to new or developing business. By requiring that
the investment bortfolio be stable, the suggested rule was intended
to insulate small investors from the abuses that can arise from the
control of a large pool of liquid capital. In sum, then, the pro-
posed exemptive rule for seasoned business development companies
was designed to combine the public interest (by allowing business
development companies to continue to operate after their early
years by providing their initial investors with liquidity on their
investments) with the protection of investor;. The same standards
could be the basis for an order of exemption.

MEETING OF MARCH 2, 1979

Messrs. McDermott, Garrett and Dykstra met again in Wdshington
with Messrs. Mendelsohn, Lybecker, Cimmet and Bardfeld on March 2,
1979. The discussion focused on two topics:.(l) the $150,000 rule
and (2) the suggested rules or an oxrder under Section 6(c) that
would exempt ‘'seasoned" business development companies from éll

or some of the provisions of the Act.
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Exemption under Section 3(c)(1)

The staff reiterated their support for some form of a
$150,000 rule under Section 3(c)(l). 1Indeed, the staff indicated
that they would urge that such a proposed rule or rules be issued
for comment as soon as an acceptable defini;ion of venture capital
company could be formulated.

The staff were not fully satisfied with Mr. Garrett's sug-
gested definition (Exhibit B to his letter of February 15, 1979).
In their view, such a definition ought to concentrate upon the
kind of companies in which the business development company in-
vests rather than on the mix of the securities in its portfolio
(i.e., privately placed, held for at least.five years, etc.).
Thus the staff was seeking criteria that would limit the exemp-
tion to investment entities that hold the securities of embryonic
or adolescent companies. The staff proposed in passing that ex-
change listing criteria might be used--for example, a business
development comgany would not have the exemption available to it
if an investee company, at the time of investment, were eligible
for listing on the American Stock Exchange. Similarly, irrespec-
tive of the character of the investee company at the time of the
investment, suggested the staff, if more than a certain portion
of the portfolio consists of the securities of companies no longer
in need of development capital, the exemption under. the $150,000

would not be available. It was agreed that Heizer's counsel would
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address themselves to these concerns of the staff.*

* There is a natural tendency to intermingle the concepts of
venture capital or business development financing with small
business financing. While they are not wholly unrelated, there
are significant differences that must be borne in mind in deter-
mining policy. The distinctive feature in business development
financing is the high risk involved because of new technology
or new business ideas, in Heizer's case exemplified by Amdahl
and Federal Express, respectively. Such financing is not
"bankable" in the ordinary sense and requires funds from an
entity not only oriented toward risk but also with the skill

to recognize promising prospects and contribute to their devel-
opment. The entities receiving such financing may be small,

on an absolute scale, but they may not be. In any event,

size is not the governing criterion. The social de51rab11ity
of helping small businesses because they are small raises
different problems and policy considerations. It was not
always clear in the discussions that these distinctions were
being maintained.

There remains the problem of identifying the type of invest-
ment suitable for a business development company in the sense of
justifying a special exemption. It is generally agreed that what
is new, innovative and developmental and what constitutes contri-
buting to development defy precise definition, and the problem
should be addressed in terms of direct and substantial investment.
The staff, however, has had the further concern that'a company
enjoying an exemption as a business development company, if it
has had some success with its investments, might "rest on its
laurels" and cease to invest further. Or, if it does invest
further, it might do so only to put more money into investee
companies that are already beyond the development stage. 1In
either event the company would no longer be performing the
economic function for which the exemption was granted.

These concerns seem more apparent than real. At some point
a successful business development company resting on its laurels
or investing only in well-established enterprises could no longer
make a bona fide claim that it was "engaged principally in the
business of furnishing capital or providing financing for business
ventures . . . " nor could it get an opinion from responsible counsel
supporting its claim for exemption. Furthermore, once an investee
company has become "developed" and its securities are acceptable
to more conventional investors, they would cease to be attractive
to a business development company as to yield and other terms.
These self-corrective elements seem adequate, and reliance upon
them seems preferable to any effort to measure suitable investees
by age or size or trading market for their securities.
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Religf for Seasoned Business Development Companies

Heizer's counsel reiterated to the staff the position that,
although the adoption of a $150,000 rule along the foregoing lines
might provide a significant boost to some business development
companies. in their start-up stages, it would do virtually nothing ~
to alleviate the liquidity problems encountered by established
business development companies like Heizer. By the end of the
meeting, the staff appeared to accept this as fact.

Nonetheless, the staff repeatedly stressed that a generic
exemption from the 1940 Act by rule for established business de-
velopment companies would not be acceptable. Moreover, an exemp-
tion from Section 17 alone, the staff emphasized, was not a realistic
possibility, for the reason that Section 17 is "the teeth of the
statute" and the 1940 Act would be reduced to a nullity were that
provision carved out. In the staff's view, small investors in
investment companies need the Ypaternalistic protection' of the
1940 Act to a greater extent than the law provides investors in
companies generally, and this is true of business development
companies even if "seasoned". The representatives of the Divi-
sion were unpersuaded by the distinction drawn by counsel between
the business risks of an investment, with which the 1940 Act does
not deal, and the risks resulting from abuses involving self-deal-
ing and complicated capital structures, with which the 1940 Act
does deal but which are far less likely to occur in business
development companies than in more typical investment companies

with large pools of liquid capital.
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The group then explored the possibility of an ad hoc exemp-
tion pursuant to an order under Section 6(c) for Heizer and other
business development companies similarly situated. Two alterna-
tives were discussed in this connection: an exemption from speci-
fic sections of the 1940 Act (which would require registration and
was thus preferred by the staff) or a complete exemption from tpe
1940 Act.

Each of these ideas as addressed by the staff would present
significant obstacles to Heizer. In the first case (the partial
ad hoc exemption), the staff again insisted that a full exemption
from Section 17 is not a realistic possibility in spite of the
thrust of Mr. McDermott's letter that Heizer must have significant
relief from dealings with both upstream and downstream affiliates.
In the staff's view, it would be pointless to require a business
development company to register under the Act and then exempt it
completely from Section 17. 1In the second case (a complete exemp-
tion from the 1940 Act without registration), the staff noted that
the Commission is extremely reluctant to issue ad hoc exemptive
orders, preferring instead to issue rules of more general appli-
cability.

In spite of their expressed confidence in the integrity and
ability of Heizer's management, the staff demurred as to whether
it could agree to support an application for a complete exemption.
It was suggested that Heizer's counsel prepare a draft application
and attempt to work with the staff in developing conditions of
narrow applicability. The staff expressed concern that others,

some of whom might not be engaged in furnishing business develop-
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ment capital, would argue that the requested relief should also be
available to them. Among the conditions for exemption discussed
were the adoption and recital of a rigid code of ethics relating
to potential conflicts of interest, the prior approval by the full
board of directors (including a majority of the disinterested
directors) or a committee thereof of any transaction involving
such a conflict, a right of inspection by the Commission, and the
absence of direct investment participation in the investee com~
panies by the Heizer officers and directors.

In addition, stressed the staff, the kinds of entities whose
securities are held in the investment portfolio would have to be
narrowly defined so as to limit the number of prospective exemption-
seekers. The staff expressed the view that the size of the invest-
ment portfolio.is not an appropriate criterion because the tempta-
tion for self-dealing is unrelated to size. As discussed above,
the application instead should attempt to delineate conditions as
to the size and character of the investee companies, the ‘circum-
stances under which more funds could be invested or, conversely,
the investment disposed of, and the participation by employees
of Heizer in the investee companies. The application thus
would contain a relatively brief narrative of the facts, a
statement of the need for the exemption, and then a lengthy
set of conditions.

Heizer's counsel were advised that, whether Heizexr sought a
complete or partial exemption, the Commission might on its own

motion request a full administrative hearing in order to make a
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record. The staff, in turn, were advised that it was likely that
Heizer and others in the industry would seek legislative relief
at the same time that any administrative solution is pursued. The
staff tentatively predicted that, if the legislative relief to be
sought would permit the marketing of business development company
securities to smaller investors, they might oppose it.

SUBMISSIONS OF APRIL 13, 1979

Letter from Ray Garrett, Jr. and Attached Rule Proposals

By letter dated April 13, 1979 (Exhibit Vrhereto), Mr.
Garrett furnished the staff with drafts of revised proposed rules
that would (1) define a "business develgpment company" (Exhibit A
to the letter), (2) exempt from the computation of the number of ~
security holders under Section 3(c)(;) of the 1940 Act purchasers
of securities of a defined "business development company" in a non-
public offering for $150,000 or more (Exhibit B), and (3) exempt
established "business development companies" from registration
under the 1940 Act subject to certain narrowly prescribed conditions

(Exhibit C).*

* The suggestions, particularly those referred to in clause (3),
were an effort to meet the staff's categorical opposition to pro-
viding a total exemption for business development companies, with-
out a "$150,000" limitation on secondary trading, by further
circumscribing the availability of the exemption with provisions
protecting shareholders from Section 17-type of abuses and yet
avoiding SEC participation through a need for exemptive orders.
The staff had rejected the conditions for such an exemption that
had been presented at the January conference (and that appear to
provide the basis for the exemption proposed by Mr. Broyhill).
wWithout agreeing that further conditions were necessary as a
matter of sound policy, Heizer's counsel were seeking an approach
which would provide some significant stimulation to business
development financing while meeting the staff's fears regarding
investor protection.
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The letter concurred with the staff's goal that any defini-
tion of business development company be narrowly drawn so as to
include only those relatively few entities that are engaged in the
socially desirable activity of providing capital to young or de-
veloping enterprises and that the exemption not extend to other
entities that are not in fact so engaged. It acknowledged the
staff's suggestion that one ingredient in the definition might
be a size limitétion on the investee companies, expressed in terms
of ceilings on each investee's tangible net worth, net income, and
possibly the market value of its outstanding securities. The letter
advised, however, that having explored this idea, Heizer's counsel
had concluded that the size of an enterprise, as measured by its
current balance sheet or income statement, is simply not a reliable
indicator of its maturity, its need for development capital or its
access to capital at reasonable cost from other sources. Moreover,
counsel had been unable to formulate a definition of business
development company using the size concept that would effectively
exclude other investment entities that are not significantly
engaged in the financing of emerging companies. In spite of the
staff's continuing opposition to a total exemption from the 1940
Act in the absence of a limitation on the minimum investment even
in the secondary market, the letter reiterated the position that
"substantially total exemption is the necessary goal."

Attached as Exhibit A to Mr. Garrett's letter was a newly
formulated definition of "business development company." The key
feature of the suggested definition was paragraph (b)(4) thereof.

This provision would require in substance that, as to at least 80%
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of its net assets (exclusive of cash equivalents), a company, in
order to come within the definition, must be the beneficial owner
of more than 10% of the voting securities of the investee as of
the time of the initial investment (on a pro forma basis, after
the exercise of all options, warrants, rights and conversion
privileges acquired by the business development company).

The stated advantages of the proposed definition were as
follows: First, by requiring the entity making the investment
to acquire more than 10% of the investee's voting securities at
the time of the initial investment, it would virtually assure
the active involvement by that entity in the operations of the
investee, which (a§ was stressed in the submission to Congress
of December 20, 1978) is a characteristic peculiar to venture
capital companies that are engaged in business development.
Second, the floor of 10% would preclude, as a practical matter,
the acquisition of securities of larger issuers that might not
be in need of development capital.' Third, the provision would
be objective, thereby permitting both the staff and the securities
bar readily to determine compliance. Lastly, the proposed defini-
tion would be rigidly exclusive-~-few if any entities other than
those that were in fact furnishing capital to young or developing
businesses would be able to use it. As an.example, the letter
noted that the investment policy of virtually every mutual fund
or closed-end investment company prohibits it from acquiring more
than 10% of the voting securities of any one entity, so that it
may qualify for the pass-through tax treatment granted by Sub-

chapter M of the Internal Revenue Code. In order to narrow the
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applicability of the proposed definition still further and to
assure that needed capital is furnished directly to the emerging
enterprise, the earlier suggestion that at least 80% of the net
assets of the business development company consist of securities
acquired directly from the investee company was retained. -

Because the staff was already working on a proposed rule adop-
ting the $150,000 threshold for start-up situations, the discussion
of the revised version of this rule was limited to an explanation as
to why it should be tied to Section 4(2) of the 1933 Act rather than
Rule 146 thereunder.

Perhaps the most significant proposal furnished to the staff
with Mr. Garrett's letter was the revised exemptive rule for estab-
lished business development companies (Exhibit C to the letter).
This proposed rule, which was patterned closely after the Commis-
sion's proposed Rules 10f-3 and 17e-2, recognized the enhanced
role of disinterested directors in safeguarding the interests of
shareholders. The rule would be applicable only to that narrow
group of issuers meeting the definition of "business development
compahy" and then only to those that have operated continuously
as such for at least five years. It would go beyond Section 10(a)
of the 1940 Act by requiring that no more than 40% (not 60%) of
the business development company's board of directors be interested
persons as defined in the Act.

The most significant element of the rule would obligate the
disinterested directors to adopt and continously review procedures
designed to ensure the protection of investors. The rule would

require that these procedures flatly prohibit any transaction
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between the business development company and any of its directors,
officers, employees, partners, co-partners, or any affiliates of
any such persons if the transaction would violate Section 10(f)
or Section 17(a) or (d) of the 1940 Act (except as otherwise per-
mitted by the Commission's rules), assuming the business devel-~
opment company were a registered investment company. The proposed
rule also would condition the exemption upon the adoption of a
procedure designed to prohibit any transaction between the business
development company and any person controlling it.

Most important, the rule would prevent any other transaction
that would be prohibited by any provision of the 1940 Act unless a
majority of the business development company's disinterested direc-
tors, or a committee thereof, had rendered its prior approval of
the transaction. This portion of the proposed rule, then, would
extend not only to transactions prohibited by Section 10 or Section
17,  but to the entire 1940 Act, including Sections 18, 22, and 23.
Consistent with the increased reliance that the Commission is
placing upon an issuer's disinterested directors to ensure inves-
tor protection, these directors would be responsible for determiﬁ-
ing in advance that every transaction entered into by the business
development company that would otherwise require an exemptive order
under the 1940 Act was fair and reasonable to the shareholders, was
in their best interests, and did not involve overreaching of the
business development company or its shareholders. In the words of
the letter, "[w]e are confident that such a format would achieve

the full measure of investor protection required by the Act."



316

As added protection for tﬁe shareholders, the proposed rule
would require that the business development company's independent
publlc accountants be selected and approved by both its disinter-
ested dirgctors and its shareholders. Further, an independent
appraiser, who would opine annually upon the portfolio valuation,
would be selected and approved by the disinterested directors and
the shareholders.

The letter concluded that the effect of these procedures "would
be to provide investors in business development companies with real
protections against self-dealing and unsound capital structures
while at the same time according these entities at least a neutral
environment in which to function in the public interest." If the
Commission felt it necessary to oversee the continued vitality of
the exemption, the letter suggested that it could be "perfected"
by an initial filing, coupled with periodic reports by the busi-
ness development company claiming the exemption (somewhat after
the fashion of Rule 2 under the Public Utility Holding Company
Act of 1935) and rights of inspection by the Commission.

Letter from John H. McDermott

Also by letter dated April 13, 1979 (Exhibit VI hereto),
Mr. McDermott furnished the staff with a draft application in sum=-
mary form for an exemption for Heizer under Section 6(c) of the 1940
Act. The draft contained as conditions to the requested exemption
substantially the same prohibitions and procedures described in
Mr. Garrett's letter.
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MEETING OF APRIL 20, 197%

On April 20, 1979, Messrs. McDermott, Garrett and Dykstra met
once again with Messrs. Mendelsohn, Lybecker, Cimmet and Bardfeld
of the SEC's Division of Investment Management. Mr. Gene A. Gohlke
of the Division also was present.

Overview

The staff opened the meeting by abandoning their position, ex-

pressed at the meeting of March 2, that they were interested in con-
sidering relief chiefly by rule rather than by order so as to avoid
the creation of more occasions for administrative proceedings.
Because of the "radical nature' of the relief requested by Heizer,
the staff advised that it would not be obtainable by rule but only
by means of an ad hoc application for exemption filed by Heizer
under Section 6(c) of the 1940 Act. The staff reiterated the
possibility that others, in commenting upon a proposed exemptive
rule relating to business development companies, would inevitably
argue that it ought to be available to them as well. Indeed,
the staff stated they would prefer that any exemptive relief that
would be broadly applicable to defined business development com-
panies be accorded by legislation rather than by rule-making.
For this reason, the remainder of the meeting focused upon the
contents of Heizer's proposed application for exemption under
Section 6(c).

The staff emphasized on several occasions during the meeting

that the relief to be sought by Heizer in its application would be

55-753 0 - 80 -~ 21
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"revolutionary."* Accordingly, the staff's position was that the
Commission should not grant. any order pursuant to the application
except following a formal administrative hearing with a full record
of the proceedings. It was later estimated by the staff that such
a process might take eighteen months or more.

Specific Factual Questions of the Staff

The staff then raised several questions concerning Heizer and
its operations. They first asked what the tax consequences would
be to Heizer shareholders if Heizer were to sell a large portfolio
holding. Heizer's counsel replied that Heizer as a corporation
would have a capital gain or a capital loss, but that Heizer share-
holders would have no immediate tax consequences. The staff
then inquired as to what the tax consequences would be to Heizer
shareholders if Heizer were to distribute the proceeds of a port-
folio sale to them. The response was that the tax consequences to
Heizer shareholders would normally be either ordinary income or a

return of capital (depending upon the status of Heizer's “earnings

. * Bow revolutionary it would be for the Commission to exempt

business development companies depends upon where analysis begins.
It if begins with the assumption that a businegs development com-
pany is obviously and completely an investment company, like any
other closed-end company, and thus bearing all of the dangers of
investor abuse that led Congress to impose the special regulatory
burdens of the 1940 Act, then "revolutionary" may be an appropriate
characterization. But if analysis begins with a recognition that
a business development company is "“just barely" an investment com=-
pany, caught on the wrong side of the line in the statute's effort
to separate investment companies from all other companies but pos-
sessing few if any of the opportunities for abuse beyond those
present in non-investment companies, then the proposed exemption
is not revolutionary at all. Rather it would constitute a recog-
nition by the Commission that its 1940 Act jurisdiction over such
a company is more technical than substantive and that a reasonable
accommodation is appropriate.
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and profits" accounts). It was emphasized that Heizer, because
it does not qualify under Subchapter M of the Internal Revenue
Code, is not able to avail itself of the pass-through treatment
available to regulated investment companies that qualify thereunder.
The staff then suggested that, if the exemption requested by
Heizer were granted, there would not be an immediate flow of new
business development capital for the reason that the only direct
effect of the exemption would be to permit Heizer shareholders
to sell their shares in the secondary market. However, the staff
continued, if Heizer were compelled to "self-destruct" because it
could not obtain the exemption, the present Heizer management could
start a new business development entity, so that there would be an
almost immediate flow of new capital. Heizer's counsel made two
initial responses to these observations. First, it was pointed out
that in the event of a secondary offering by Heizer shareholders,
there would be a strong possibility of a primary offering by Heizer
as well that would raise additional funds for immediate infusion
into emerging business. Second, counsel noted that it would take
a company like Heizer approximately two to four years to liquidate
and dissolve, so that, if the exemption were not granted, it would
take at least that period of time for Heizer to begin a new busi-
ness. It was pointed out that a business development company
typically takes up to five years to be fully invested. Counsel
also observed that it simply may not be feasible or personally
desirable for Heizer and its current management to begin a new

business development operation. As a result, Heizer might well
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terminate its operations altogether if meaningful relief is not
obtainable in the reasonably near future.

The staff then continued with their questions. 1In the staff's
view, if Heizer shares were publicly traded, they would likely sell
at a premium over net asset value because of the great recent suc-
cess of Heizer. Yet, noted the staff, Heizer's portfolio companies
are, to a large extent, mature or almost mature and thus would not
grow at the rate they had previously. Therefore, it is possible
that public investors might be disappointed after a few months be-
cause of the slowed rate of growth of the portfolio companies; as
a result, the Heizer shares might then sell in the open market at
a discount from net asset value. On the other hand, if Heizer were
to sell off some of its more mature investments prior to a public
offering, then the public investors would have the same opportunity
to realize the rapid growth upon the reinvested proceeds as did the
early investors. The problem with this to the staff, however, is
that these public investors would be subject to risks that are not
really characteristic of an established business development company
but instead more typical of an incipient business development company.
The staff repeated their often expressed concern that small investors
should not be involved in venture capital risks.

Heizer's counsel responded that the maturity of the portfolio
companies is more a matter for disclosure under the 1933 Act than
it is a problem under the 1940 Act. Moreover, as a practical mat-
ter, investors would more likely be buying the skill of the Heizer
management than they would be buying the existing Heizer portfolio.

Counsel also reminded the staff that an established business devel-
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opment company normally .would have a diversified portfolio of
investments in companies in various stages of development and that
an individual's investment in such a business development company
would be considerably less hazardous than an investment in a pre-
mature public offering of a single comparable portfolio company.
Counsel noted that Heizer has suspended making any new investments
pending a resolution of the current liquidity problems of its
shareholders.

Details of the Heizer Draft Application for Exemption

The staff then reviewed some specific details of Heizer's
draft application for exemption and the conditions therein. A
significant problem in the application for the staff concerned
Heizer's request for a blanket exemption from the 1940 Act. It
was recalled that, when The First National Bank of Chicago
attempted to obtain a similar blanket exemption in connection
with its attempt to pool credit union investments, the Invest-
ment Company Institute ultimately objected, thereby causing
the Commission to request that the Bank catalog in detail why it
could not live within each section of the 1940 Act. The Bank de-
cided that this request was too onerous and withdrew its applica=-
tion. The staff suggested that, if Heizer intended to persist in
its attempt to obtain an exemption from the entire 1940 Act, it
should likewise be prepared to specify why it cannot exist without
relief from each of the specific provisions of that Act.

The representatives of the Division then raised the problem of

what would happen in the event that Heizer or its directors failed
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to comply, either deliberately or ' inadvertently, with ‘the conditions
of its application for exemption. The staff noted that, in the
Puerto Rico’Capital case, the directors were duped by not knowing
that the company was doing business with an affiliate. Heizer's
counsel, while pointing out that this problem could happen whether
a company is registered or not, agreed to try to formulate proce-
dures whereby-the Division would be able to intervene in the event
of systematic noncompliance by the exempt company if Heizer were
to seek and obtain an order of total exemption.- These procedures
would necessarily involve a right of supervision and inspection
by the Division and likewise would include a reporting procedure
by Heizer.

Heizer's counsel were requested to consider whether Heizer
would be willing to undertake that, in the event that a violation
were later discovered by the disinterested directors, it would agree
to make restitution. The staff also suggested that Heizer undertake
that the Commission would have the same enforcement powers that it
would have were Heizer registered as an investment company.

The staff then focused on the condition that, as to at least
80% of Heizer's net assets (exclusive of’cash equivalents), Heizer
would hold at leasf 10% of the outstanding voting securities of
the portfolio company, assuming the exercise of all of its out-
standing options, rights and warrants. In particular, the staff
questioned whether the 10% holding would have to persist in order
for Heizer to continue to be exempt. Counsel replied that this

condition would apply only at the time of the initial investment;
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even so, this requirement would exclude virtually every other
investment entity because of the terms of Subchapter M. The staff
asked Heizer nonetheless to explore some sort of a continuing 10%
requirement--e.g., as to at least 80% of its net assets, Beizer
would have to own at least 10% of the outstanding and pro forma

- voting securities of its portfolio companies on a weighted average
basis.

The staff then questioned the exclusion in both the proposed
rule and the draft application of cash equivalents and suggested
that this exclusion be only temporary, along the lines of the
proposed revisions of Section 3(c) and Section 3(a)(3) of the 1940
Act under the Federal Securities Code (presumably proposed Section
281(c) of the Code). It was agreed that this suggestion would
be explored and that consideration would be given to revising
the cash equivalents language so as to make it apply only to
temporary investments.

General

The staff reconfirmed that they were going ahead on the
$150,000 start-up exemption for defined venture capital companies.
Counsel were advised that from then on Heizer's negotiations should
be solely through Mr. Lybecker and the staff, with Mr. Mendelgohn's
retaining a supervisory role in the proceedings. The staff stressead
that, in their view, Heizer would be required in the administrative
hearing to show justification for an exemption on a section-by-sec-

tion basis.
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SUBSEQUENT DEVELOPMENTS

Discussion of May 1, 1979, with Mr. Lybecker

On May 1, 1979, Mr. Dykstra advised Mr. Lybecker by telephone
that Heizer tentatively and reluctantly had determined that it would
not seek from the Commission a blanket exemption from the 1940 Act
but instead was prepared to contemplate registration as an invest-
ment company, provided that it could obtain meaningful and concur-
rent relief from Sections 17 and 18, together with favorable
interpretations of Sections 2(a)(41l) and 23(b). This approach of
obtaining selective relief from specific provisions of the 1940
Act as a registered company, suggested Mr. Dykstra, might expedite
the negotiations by removing the staff's supervisory and enforce-
ment problems over an unregistered company as delineated at the
meeting of April 20. Mr. Lybecker was advised that the relief to
be sought by Heizer from Section 17 would be substantially the
same as that urged in Mr. Garrett's letter of 2pril 13.

A meeting to discuss these matters was scheduled to be held
with the staff in Washington on May 21. 1t was agreed that the
meeting would focus almost exclusively on the staff's position re=-
garding Heizer's request for relief from Section 17 for the reason
that, if an accord on this provision could not be reached, it
would be pointless to go further. 1If, on the other hand, substan-
tial agreement on Section 17 were reached, it would seem likely
that a resolution of the problems under Section 18 could likewise

be obtained.
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The Small Business Investment Incentive Act of 1979

On May 8, 1979, Representative James T. Broyhill of North
Carolina introduced H.R. 3991, entitled the "Small Business Invest-
ment Incentive Act of 1979" (Exhibit VII hereto). Section 6 of
this bill would exempt completely from the 1940 Act any issuer prin-
cipally engaged in the furnishing of capital "for business ventures
and activitiés" provided that at least 80% at cost of the securi-
ties (exclusive of cash equivalents) held by the issuer consists of
securities acquired directly from the investee company. It is note-
worthy that this provision is substantially equivalent to the pro-
posed exemptive rule (Exhibit II hereto) submitted by Heizer's
counsel at the meeting of January 26, 1979.

Issuance of Proposed Amendment of Rule 17a-6

On May 16, 1979, the Commission issued for comment a pro-
posed amendment to Rule 17a-6 under the 1940 Act. (Inv. Co. Act
Rel. No. 10698.) Rule l17a-6(a), as now in effect, provides in
substance that a transaction between a business development
company (or a Small Business Investment Company) and one of its
affiliates (or an affiliate of that affiliate) is exempt from
the prohibitions of Section 17(a) of the 1940 Act (which bars
virtually all dealings between a registered investment company
and its affiliates). But this exemption is available only if
none of six enumerated classes of persons is, or has a financial
interest in, a party to the transaction.

Although l17a-6(a) appears to have been intended to facilitate
dealings between a business development company and its downstream
affiliates (sometimes called "portfolio affiliates"), it did not

represent much of a concession even when it was adopted in 1961.
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It is hard to imagine in the first place how a downstream affiliate
’(a party controlled or influenced by the investment company) could
be in a position to deal with the investment company to the detriment
of the shareholders of the investment company. Indeed, the stat-
utory prohibition on dealings with downstream affiliates “does not
appear to have been anticipated or intended"* by the draftsmen of
the 1940 Act.

Even so, as discussed in the submission of December 20,
1978 (Exhibit I hereto), existing Rule 17a-6(a) is so vague and
prolix as to be of little practical value. For example, al=-
though the availability of the exemption is critically depen-
dent upon the meaning of the term “financial interest," that
term is left conspicuously undefined in the Rule, the Act or
anywhere else. This "financial interest" concept is not even
moderated by a de minimis standard. What is worse for business
development companies (assuming any were registered under the
1940 Act), existing Rule l17a-6(a), with its list of six classes
of prohibited persons or affiliates thereof, continues to leave
virtually all transactions of business development companies
(which regularly must deal with affiliates as an essential part
of their business) in potential violation of the 1940 Act. A
prime reason for this, as Mr. McDermott stressed in his letter
of February 15, 1979 (Exhibit III hereto), is that it is almost
impossible for a business development company like Heizer to
identify all of its affiliates (and affiliates of affiliates)

and all “"financial interests" thereof. Businessmen are under-

* Rosenblat and Lybecker at 653.
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standably reluctant to enter into transactions when they can-
not readily determine whether those transactions are permissible
The Commission's recent proposed amendment to Rule 17a-6
would permit any registered investment company (not just a busi-
ness development company or an SBIC) to deal with a "portfolio
affiliate", provided none of the same parties enumerated in
paragraph (a) of the existing Rule is a party to, or has a
*financial interest" in, the transaction. This would be a
modest extension of the exemption accorded to all registered
investment companies in paragraph (b) of Rule 17a-6, but it
would do nothing for business development companies. Only
the elimination or substantial modification of the conditions
rega;ding financial interests of affiliates would provide sig-
nificant relief. 1In sum, the Commission's proposal is a major
disappointment to Heizer.

CURRENT STATUS OF HEIZER

To recapitulate, Heizer must obtain liquidity for its initial
investors in the near future or it will have to terminate its op-
erations as the nation's largest independent business development
company. Yet investor liquidity requires registration as an
investment company, and the Investment Company Act of 1940 as
currently applied (especially Sections 17 and 18) is incompatible
with the successful operation of a business development company.
Thus, without meaningful and swift relief from that Act, Heizer,
like others hefore it, might well have to close its doors. While
that result would be unpleasant for Heizer, it would be much more
unfortunate for a country already seriously short of the develop-

ment capital needed to nurture its emerging businesses.
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Heizer, to be sure, is encouraged by the SEC staff's willingness
to propose a rule designed to relieve the burdens of the 1940 Act
on business development companies in their start-up stages. Such a
rule, however, is of no direct benefit to an established business
development company like Heizer. Although the staff has demonstrated
a desire to cooperate in searching for meaningful relief from the
problems of established business deveiopment companies, Heizer,
in truth, is not measurably closer to a solution to its problems
within the SEC than when it began its effort in September of 1978.

Moreover, even if the needed relief is ultimately granted, the
staff's recent insistence on a formal administrative hearing will
almost certainly result in a delay that is unacceptable to Heizer's
investors. Perhaps worse, it is likely that any order resulting
from such a hearing would be so closely tied to Heizer's particular
factual setting that it would be of little predictive value (or en-
couragement) to other business development companies. Such a‘hearing,
of course, probably also would require very substantial additional
outlays by Heizer for legal fees. Under these circumstances, an
administrative hearing may not be a viable alternative for Heizer.

In sum, it appears essential to Heizer and desirable to the
business development community in general that, if the Commission
intends to grant relief from the 1940 Act, it do so in the reason-

ably near future by rule and not by means of an order following

a lengthy administrative proceeding.

GARDNER, CARTON & DOUGLAS
May 18, 1979
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Introduction

In his recent testimony before the House Subcommittee
on Consumer Protection and Finance, E., F. Heizer, Jr.,, of
Heizer Corporationl, observed that no venture capital
companies today are trying to do business as, investment com=-
panies registered under the Investment Company Act of 1940
(the "Act"). The only exceptions are a few that are also
qualified with the Small Business Administration as Small
Business Investment Companies ("SBICs"). This fact is the best
evidence that the Act is an effective impediment to the fur-
nishing of financial assistance to small and developing busi-
ness through venture capital companies.

At the request of éubcommittee Chairman Bob Eckhardt and
Ranking Minority Member James T. Broyhill, Mr. Heizer agreed to
furnish information giving further detail demonstrating why Heizer
Corporation and other venture capital companies have, accepted
severe limitaticns, often including the programming of their
own demise, rather than trying to operate as registered investment

companies.

1 E. F. Beizer, Jr., Chairman of the Board and President
of Heizer Corporation, testified before the Subcommittee
on Consumer Protection and Finance of the Committee on
Interstate and Foreign Commerce of the United States
House of Representatives on September 27, 1978.
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This memorandum is in response to that request. It is based

upon the experiences of Heizer Corporation, upon legal research
done on its behalf and upon interviews with others now or previous-
ly engaged in venture capital financing, plus our experience

in professional practice.

It is widely agreed that there is not as much capital
available for venture capital financing as our economy could
use or should have.2 While improved direct access to public
equity markets would be beneficial to many small and promising
businesses, venture capital financing also has a vital role to
play, especially in helping to develop high-technology, high~-
risk enterprises before they have acquired sufficient substance
and stability to be attractive for public distribution of their

gecurities.

2 There are differences of opinion as to what constitutes
"true® venture capital financing. In the view of Heizer
Corporation, it involves much more than simply the holding
of securities of small companies. In particular, venture
capital financing is characterized by more intensive par-
ticipation in the affairs of the companies to which capital
is provided than is typical of most SBICs and, indeed, of
other companies holding themselves out as venture capital
companies. Irrespective of semantics, however, the pro-
blems discussed herein are common to them all. See text
following note 6 for an enumeration of what we think are
the principal characteristics of venture capital companies.
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Major reasons for the shortage of venture capital are the
inability of venture capital companies to have public markets
for their own equity securities without registering under the
Act and the unwillingness of venture capital businessmen to try
any longer to operate under the Act as it presently exists.
This unwillingness has been dramatically demonstrated, and it
must be accepted as a fact. The purpose of this memorandum is
to show that this unwillingness is not unreasonable; it is not
derived from any desire to engage in transactions or procedures,
or establish capital structures, which are contrary to the
public interest and the interests of investors. It is derived
from direct or observed experience in trying to do necessary
and desirable things under the constraints of the Act, which.
was not enacted with an adequate understanding of venture
capital financing. Moreover, it is derived from fear, fear of
the unknown, because the intricacies of the Act and the rules
and interpretations are such that businessmen and their counsel
cannot be confident of sensing danger areas. .

Efforts in the past to explain why venture capital companies
seek relief from some or all provisions of the Act have tended
to become mired in debates over whether specific transactions

were or were not commendable, whether certain forbidden capital
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structures were or were not in the interests cf investors,
and, especially, over the reasonableness of SEC staff behaQior
in specific instances. In some areas the debates have been over
whether or not, as to SBICs, SBA regulation is, or can be made
to be, an adequate substitute for the Act as administered by
the Commission. This memorandum seeks to avoid these quagmires
by emphasizing why venture capital businessmen have avoided the
Act and will continue to do so unless changes are made, It is
fruitless to argue over whether certain transactions will or
will not be permitted under the Act when the entire legal apparatus
that raises the question to begin with makes it moot $y keeping
such companies away.

This memorandum does not address itself to proposed solu-
tions., There are many that are worth considering of an admini-
strative as well as a legislative nature. Those to be recommended

will be the subject of a later communication.

The Investment Company Act of 1940

The Act rightfully has been called "the most complex" of

the federal securities 1aws.3 In the words of a former Chief

3 Loss, 1 Securities Regulation 152 (1961): "Perhaps because
the statute was the result of a compromise--but, in greater
measure, probably, because of the different types of com=-
panies it covers and the intricacies of the problems it
presents--the Investment Company Act is the most complex
of the entire SEC series. It contains f£ifty-three sections
and covers fifty-eight pages of the Statutes at Large."

55-753 0 - 80 - 22
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Counsel and a present Associate Director of the Division of
Investment Management of the SEC, the "unique characteristics
of the investment company industry have led to an unusual
regulatory framework. A fund's assets, usually consisting of
a large pool of cash and securities, are highly liquid and
highly vulne:able.'4 In attempting to remove the opportunities
for self-dealing in these assets by the potentially unscrupulous
management of traditional investment companies, Congress painted
with a very broad brush. The result is a quite technical,
restrictive statute .that is "unlike other federal securities
laws in going bgyond minimum disclosure requirements to establish
a comprehensive scheme for the sale of shares and management
of assets.‘s
In large measure, the Act has worked. Abuses by traditional
investment companies with substantial amounts of liquid assets
and a significant degree of portfolio turnover, typified by today's
mutual funds, are relatively rare. Moreover, such companies
have been able to live, and in many cases thrive, under the Act.
While the fact that venture capital companies have not been
able to thrive under the Act may not be an indication that Con-
gress was unaware of their existence or did not intend the Act

to apply to them, it is an indication that Congress did not under-

4 Rosenblat and Lybecker, “Some Thoughts on the Pederal
Securities Laws Regulating External Investment Management
Arrangements and the ALI Federal Securities Code Project,*®
124 U. Pa. L. Rev. 587, 593 (1976) (hereinafter cited as
"Rosenblat & Lybecker").

5 14, at 594.
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stand the business exigencies peculiar to venture capital
companies. They did not foresee that proscriptive provisions
that are beneficial to shareholders of mutual funds or tradi-
tional closed-end investment companies and not crippling to the
operations of those funds or companies could have so devastating
an effect on the operations of venture capital companies.
Furthermore, Congress did not foresee the major changes in
this country's capital markets since it passed the Act, changes
that have sharply increased the need for publicly-held venture
capital companies. 1In 1940 there were few venture capital entities
that raised money from public or private investors. Indeed, nost
of the venture capital at that time appears to have been provided
directly by wealthy families and individuals, This situation,
of course, no longer prevails today. Instead, the capital markets
now are dominated by immense institutional investors, such as
insurance companies and pension trusts, whose investment policies
are restricted by legal and practical.impediments such as prudent
man standards, invéstment committees and the lack of personnel
with sufficient expertise and incentive to engage in developmental
financing. These impediments were not generally applicable to the
main providers of venture capital in 1940. . Venture capital com-
panies can help £ill today's need for venture capital by providing
a mechanism by which capital can flow from investors to emerging

enterprises.
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Venture Capital Ccmpanies and the Legislative History

The definition of "investment company” under the Act is
broad enough to include other entities that are very different
from traditional investment companiés. Among these other entities
are so-called "venture capital companies,” whose only real simi-
larity to traditional investment companies is that both hold

securities issued by other companies. While not precisely de-

6

fined in the Act or anywhere else,” a venture capital company

is distinguished from traditional investment companies by the
following characteristics:

1. It furnishes capital directly to emerging
enterprises which, in most instances, cannot obtain
this capital elsewhere.

2. There is seldom a ready market for the se-
curities held by the venture capital company, especially
in the initial phases of investment, which means that its
investments are largely illigquid. These securities
are usually acquired in "private placement™ transactions.

3. The venture capital company takes a sub-
stantial, and often a controlling, position in the
companies to which it furnishes capital. The result
is that, unlike the traditional investment company,
the venture capital company's so-called “downstream®
investee companies are “"affiliated persons" under
the Act,

[ The sole reference to venture capital companies in the Act
is in Section 12 which, while generally prohibiting the
*pyramiding® of investment companies, grants in subsec-
tion (e) a limited exception where the second-tier company is

engaged . . . in the business cf underwriting, furn-
ishing capital to industry, financing promotiocnal
enterprises, purchasing securities of issuers for
which no ready market is in existence, and reorgan-
izing companies or similar activities . . . .

This language is repeated in Rule 17a-6, discussed
following note 41 below.
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4. The venture capital company is compelled by the
nature of its involvement with these investee companies
frequently tc enter into transactions with them.

5. Because of the size of its capital commitments
and because the personnel of the emerging enterprises
are typically entrepreneurs unskilled in essential phases
of corporate management, the venture capital company acti-
vely participates in the operations of these enterprises;
officers of the venture capital company often sit on the
boards of directors of these enterprises.

6. The venture capital company generally has a rela-
tively small number of security holders, often institutional
investors or wealthy individuals, and, in turn, holds inter-
ests in only a small number of companies. This is not an
inherent characteristic of a venture capital company, but a
practical necessity caused by impediments which are posed by
the Act.

7. The venture capital company typically retains its
interests in these developing companies for a relatively long
period, sometimes many years, with the result that its rate
of portfolio turnover is quite low.

8. In order to attract and retain highly motivated
personnel to assist in the development and operation of its
portfolio companies, the venture capital company frequently
provides such personnel with financial incentives, such as
performance bonuses and optipns to purchase securities of
the portfolio companies.

9. Most venture capital companies rely on internal
management, rather than an investment adviser.

It is significant that, at the time of the studies conducted
by the SEC prior to the adoption of the Act, the Commission
found that investment companies investing in new or small busi-~-
nesses were so rare as to cause their contributien to financing

u?

such businesses to be "comparatively negligible. Yet the

7 Report of the Securities and Exchange Commission,
Investment Trusts and Companies, Parts Four and Five,
especially at 367-70 (hereinafter cited as "SEC Report®).
One plausible explanation for this finding is that in
1940 there were few corporate venture capital entities
that raised money from public or private investors. See
discussion following note 5 above,
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Commission did recognize that venture capital companies are
different in certain material respects from the traditional
investment companies at which the Act was primarily aimed:

[Tlhe business of financing small enterprises and new
ventures differs most markedly from the traditional
business of investment companies. Because the invest-
ment in a small industry or new venture is necessarily
illigquid, . . . it is almost inevitable that the in-
vestment company engaging in such a piece of financing
should insist upon yoting or working control of the
enterprise in order to protect itself in respect of
management.8 (Emphasis supplied.)

The Commission concluded that it is important for venture
capital companies to disclose to their shareholders the nature
of their investment policies.9

Had Congress stopped there, the problems to which this
memorandum is addressed would not have been created. Venture
capital businessmen can have no fundgmental quarrel with com-
pelled disclosure, and it is not worth guibbling over the sug-
gestion that more disclosure is mére important for venture
capital companies than for others.

But Congress went beyond disclosure to enact an intricate
regulatory scheme from which venture capital companies were not
exempted as a class, "the heart (and perhaps the principal road-
block)"10 of which is flatly to ban all transactions between
affiliated parties. In doing so, Congress and the Commission

(at that time) failed to recognize that venture capital companies

8 SEC Report at 3Jo3.
9 Id.
10 Rosenblat & Lybecker at 598.
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cannot, as a practical matter, operate under the same restric-
tions that are applicable to traditional investment companies.

The unforeseen, and surely unintended, result is that today
there are no venture capital companies that are able to function
under the Investment Company Act of 1940, save perhaps for a small
number of SBICs.11 The few non-SBIC venture capital companies
that once tried to operate under the Act have given up and

liquidated or merged into something else.12 As we will show, it

11 In the view of Heizer Corporation, there is no SBIC
registered under the Act that is a "true® venture capital
company. See note 2 and text following note 6 above., No
doubt this™1Is caused in significant part by the fact to
which this memorandum is addressed, namely, that the type
of activities required for venture capital financing raise
too many problems under the Act. As a conseguence,
publicly-held (and therefore registered) SBICs have limited
themselves to more static roles, largely providing investment
loans to "small® businesses. This has resulted in a substan=-
tial frustration of the intent of Congress in creating SBICs.
In any event, the National Venture Capital Association reports
that no non-SBIC venture capital company currently operates as
a registered investment company. A listing of significant
public issues of venture capital companies since World War II
and the current status of those companies is attached hereto as
Exhibit A.

12 Por years the nation's preeminent venture capital company
was American Research and Development Corporation ("ARD").
Organized in 1946 by the legendary General Georges F. Doriot,
ARD grew to nearly $400 million in net assets, with its
common stock being held by more than 6,000 stockholders
and listed on the New York Stock Exchange. After years of
frustrating experience trying to operate under the Act,
ARD gave up and merged with Textron in 1972, General
Doriot leaves no doubt as to the reason for ARD's demise:
"I had to terminate ARD because it could not exist under
the '40 Act. That is the sole reason it does not exist
today as an independent company.® Interview of General
Georges F. Doriot by Paul H. Dykstra on November 9, 1978,
in Boston, Massachusetts.



340

is simply not practically possible for a non-SBIC venture capital
company to function under the Act and the rules adopted by the
Commission.

On the other side of the coin, though, as we will also
show, no substantial venture capital company can function suc-
cessfully for more than a few years.without becoming subject
to the Act. Thus the reality, both for venture capital companies
and for a nation seriously short of the capital needed to nurture

its emerging enterpriaes,13

is this: the Investment Company Act
of 1940 as presently applied eliminates the venture capital com-
pany as a viable long-term form of business organization.

The emphasis here must be on practical possibility. As
will be discussed below, the Commission has extensive exemptive

powers, by rule or order. One could argue that if the Commission

13 A recent article in Business Week paints a bleak picture
of the availability of venture capital for emerging
enterprises:

The shortage of risk capital has had a tremen-
dous impact on small, technology-oriented com-
panies trying to arrange new public financing.
According to a Commerce Dept. survey, 698

such companies found $1.367 billion in public
financing in 1969. In 1975, only four such
companies were able to raise money publicly,
and their numbers rose to just 30 in 1977.
Equally ominous is the experience at Union
Carbide, which, according to Tinsley [Sam W.
Tinsley, director of corporate technology,
Union Carbide Corp.), has not been able to
compete for venture capital and has thus can-
celled plans to start operations built around
interesting new technology. Years ago, says
Tinsley, Carbide was reasonably successful at
getting such funding. "And you must remember
that these ideas are perishable," he says.
"They don't have much shelf life." Business
Week, July 3, 1978, at 52,



341

cannot be persuaded of the desirability and fairness of a
particular transaction or arrangement, then perhaps it should
not be permitted. Such an argument may be satisfying to some
lawyers, but it is not satisfying to businessmen, especially
when combined with the manifold intricacies of the Act. It

is important, thus, to show as clearly as possible why venture
capital enterprises have found the Act intolerable, although
managers of mutual funds, for example, have not. The difference
lies in the business need for frequent transactions which might
raise problems under the Act, whereas, for mutual funds, such
transactions are relatively few and seldom pressing. Given

a choice, buginessmen will elect, and obviously have elected,
not to subject themselves and their enterprises to an environ-
ment where legal analysis is required so often, and so often
produces inconclusive advice. In no other business environment
are the legal danger areas so many, sc often hidden, and sc
often unrelated to those natural instincts of fairness and

propriety that ordinarily alert one to the nearness of danger.

Definition of an "Investment Company"”

A venture capital company actively participates in the
management of emerging enterprises on a regular basis. Ar-
guably, its activities may constitute engaging in the business
of‘its investee companies to such a degree that it is not ‘engag-
ing "primarily . . . in the business of investing, reinvesting,
or trading in securities," so that it may not be an "investment

company” under Section 3(a)(l) of the Act. But such a company
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may be caught by the definition of an "investment company” in
Section 3(a)(3), which does not have the qualification of
"primarily” and includes the "business® of holding securities.14
A venture capital company almost always has 40% or more of its

assets in "investment securities” (i.e., securities of issuers

in which it has less than a majority interest), so that it

14 Sections 3(a)(l) and 3(a)(3) provide:

SEC.3.(a) When used in this title, "investment
co?pany' means any issuer which ==

(1) is or holds itself out as being engaged
primarily, or proposes to engage primarily, in
the business of investing, reinvesting, or
trading in securities;

* * * * * * .

(3) is engaged or proposes to engage in the
business of investing, reinvesting, owning, holding,
or trading in securities, and owns or proposes to
acguire investment securities having a value ex-
ceeding 40 per centum of the value of such issuer's
total assets (exclusive of Government securities
and cash items) on an unconsolidated basis.

As used in this section, "investment securities® in-
cludes all securities except (A) Government securi-
ties, (B) securities issued by employees' securities
companies, and (C) securities issued by majority-owned
subsidiaries of the owner which are not investment
companies, :

So broad is the definition of “investment company” under
Section 3(a)(3) that an industrial corporation that £finds
itself with 40% or more of its assets in "investment sec-
urities” comes within the definition. See, e.g., Atlantic
Coast Line Co., 11 S.E.C. 661 (1942). This expansiveness
of Section 3(a)(3) to include the so-called "inadvertent
investment company® has suggested to some that "the In-
vestment Company Act of 1940 has been expanded beyond the
proper boundaries of a statute designed, fundamentally,
to provide regulation for those entrusted with contrxol of
large liquid pools of capital belonging to other people.”
Rerr & Appelbaum, “Inadvertent Investment Companies--Ten
Years After,® 25 Bus. Law. 887, 905 (1970).
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meets the so-called "cbjective test" for being an investment
company.ls )

To be sure, Section 3(b)(2) provides for exceptions from the
definition of an “"investment company” by Commission order, but
this requires a finding that the venture capital company is "pri-
marily engaged"™ in some business "other than investing, reinvesting,
owning, holding, or trading in securities either directly or (A)
through majority-owned subsidiaries or (B) through controlled
companies conducting similar types of business.®

This exemption is practically unavailable to most venture

capital companies because it requires a showing that the company

is primarily engaged in the daily operations of the enterprises

15 The Commission has held, and the staff has stated, that even
though a company has invested most of its assets in majority-
owned situations and is not an "investment company® under
3(a)(3), it is nonetheless a so-called "special situations"
company, and thus a species of investment company, because
its business plan or practice is to buy companies, improve
them and resell them. Bankers Securities Corporation, 15
S.E.C. 695 (1944); Entrepreneurial Assistance Group, [1973
Transfer Binder] Ped. Sec, L. Rep. (CCH) 979, 410 (May 16,
1973).
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in which it invests.16 Perhaps a venture capital company could
make such a case, but in doing so, it would be required to change
its business to that of a holding company. The successful
applicant under Section 3(b)(2) must be prepared to exist in

a largely static situation and thus in large measure cease func-

tioning as a source for venture capital.

Exemption from the Act under Section 6é(c)

Although venture capital companies probably cannot obtain
relief under Section 3(b)(2), they would appear to have a case
for exemption under Section 6(c). Under this Section the Commis-
sion may, by rule or order, conditionally or unconditionally exempt
any person, security, or transaction, or any class or classes of
persons, securities, or transactions, from any provision . . . of
(the Act]." Exercise of this authority is governed only by the
following standard: "“if and to the extent that such exemption
is necessary or appropriate in the public interest and consistent
with the protection of investors and the purposes fairly intended

by the policy and provisions of [the Act].”

16 The Commission has required applicants under Section 3(b)(2)
to prove that they are "primarily engaged® in the operations
of these enterprises by an analysis of: (1) the applicant's
historical development; (2) its public representations of
policy; (3) the activities of its officers and directors; (4)
the nature of its present assets; and (5).the sources of its
present income. Tonopah Mining Co, of Nevada, 26 S.E.C. 426,
427 (1947); Newmont Mining Corporation, 36 S.E.C. 429, 431
(1955).
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Professor Loss refers to Section 6(c) as conferring upon the

17 The

Commission itself has characterized the purpose of Section 6(c) in

the following terms:

The broad exemptive power provided in Section
6(c) was designed to permit the exemption of
persons "who are not within the intent of the

proposed legislation,” even though such persons
come witain e scope of the Act by virtue o
its specific provisions, and to enable the
Commission to deal equitably with situations
which could not foreseen at the time the

Teqislation was enacted . . - . (emphasis
supplied and citations omitted.) 18

It is clear, then, that Section 6(c) empowers the Commission

to define "venture capital companies®” and by rule exempt them as

a class from all or some of the provisions of the Act. Even

though the peculiar nature of venture capital companies was not

considered in several crucial aspects by the framers of the aAc

£19

17

18

19

1 Loss, Securities Regulation 149 (1961). The Commission
likewise has suggested that its authority under Section 6(c)
is virtually unlimited:

[Slection 6(c) contains no qualification or limitation
as to the sections of the Act from which an exemption
may be granted, or as to the types of prchibited trans-
actions which may be exempted. Nor is there anything
in the legislative history of that section that indi=
cates a Congressional intent that its application

be so limited. Transit Investment Corp., 28 S.E.C. 10,
14~-15 (1948).

The Great American Life Underwriters, Inc., 41 S.E.C. 1,
9 (1960), atf'd sub nom Hennessey V. S.BE.C., 293 F.24 48
(3@ Cir., 1961).

See text at and following note 7 above.
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and even though the public interest now appears to require the

1,20 the

formation of massive amounts of additional venture capita
Comnission has in the past shown little disposition to make
any concessions to venture capital ccmpanies, by way of an exemp-

tion under Section 6(c) or otherwise.21

To be sure, the
Commission has attempted, in Rules 17a-6 and 17d4-1(d)(5), to
provide SBICs and other venture capital companies with some
relief from the restrictions on transactions with affiliated
persons where a so-called "upstream" affiliated person has no
"financial interest" in a party to the transaction; still, as
will be shown later, these Rules provide only sparse relief from

situations that the Act was not even intended to cover.zz

20 See note 13 above.

21 See, e.9., In the Matter of the National Association
of Sma Business investment ComganIes, [1970-71 Transfer
Binder] Fed. Sec. L. Rep. (CCE) 478,076 (May 14, 1971),
where the Commission, by a 3-to-2 vote reversing the deci-
sion of the Hearing Examiner, refused to grant SBICs a
blanket exemption from Sections 17(a) and 17(d) under
Section 6(c). 1In that proceeding the Commission staff
arguéd that "findings of hardship or difficulty incidental
to compliance with the [Act] are not material or germane
to proceedings under Section 6(c) to determine whether
exemptions from any or all of its provisions should be
granted.” Decision of Hearing Examiner, Admin. Pro.
File No. 3-~1825 (1969), at 10. See also authorities
cited at note 15 above,

22 See text following notes 40 and 47 below.
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2

Operation of a Venture Capital Company Outside of the Act

Under the present law, it is possible for a venture capital
company to exist for a few years without having to register
under the Act. This requires initial and continuing compliance
with the conditions for exemption under Section 3(c)(l), mean-
iné that the venture capital .company must be and remain an “"issuer
whose outstanding securities (other than short-term paper) are
beneficially owned by not more than one hundred persons and which
is not making and does not presently propose to make a public.
offering.”

If a company holds 10% or more of the venture capital com-
pany's outstanding voting securities, then all of the holders of
that company's securities must be included in computing whether
there are more than 100 holders of the venture capital company's
securities.

In effect, then, Section 3(c)(1l) carries the following
conditions: (1) the funds necessary to finance the venture
capital business must be obtained from 100 or fewer investors,
(2) no investor that is a company with a significant number
of shareholders may hold 10% or more of the venture capital
company's voting securities, and (3) the investors must be
sophisticated or otherwise such that the offering will gualify
as "private® under Section 4(2) of the Securities Act of 1933,
As a result, a venture capital company cannot raise its own

capital from the public and remain exempt from the Act.
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Section 3(c)(1), then, can pose a problem for a venture capital
company at several stages, thereby cutting off a substantial amount
of potential funds. It precludes such a company from raising its
initial capital from 100 or more persons without its prior registra-
tion under the Act. It can also compel such a company to register
under the Act later, if the number of its shareholders expands
due to factors over which it has no control (for example, if
a shareholder dies and leaves his interest in the company to
several different parties). The difficulty for a venture capital
company under Section 3{c)(l), however, usually comes after
several years of operation, when some means must be found to
enable its investors to realize on their investment. .

Investors in a venture capital company cannot be expected,
and should not be asked, to invest for yield {(that is, interest
and ordinary dividends on their investment). The risk is high,
and the embryonic enterprises to which the venture capital
company furnishes funds will not be a productive source of cash
dividends. 1If those enterprises have any earnings, they usually
should retain them for their own growth. The primary incentive for
investment in the venture capital company's securities must be
the hope for long-term capital gain. This gain, though, if
it occurs, remains only "paper profit"” until it can be realized.
Yet such realization can be accomplished only through one of
two very unhappy alternatives for the venture capital company--

complete or partial termination (through liquidation, other dis-
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posal of the venture capital company or some of its assets, or
transformation t& an operating company by means of the acquisition
of operating company assets) or the creation of a public market

for the venture capital company's securities, which means registra-
tion under the Act.

An example of a venture capital company currently placed in
such a situation is Heizer Corporation, believed to be the nation's
largest non-SBIC venture capital company. After nearly ten years
of effort, Heizer has experienced a degree of success in its
operations. The present fair value of its assets is now approx-~
imately $200,000,000 as compared with the original investment of
$81,100,000.23 Heizer's investors, after a decade of patience,
would prefer that Heizer adopt a program whereby -they can real-
ize on these gains. Indefinite prolongation of life under
Section 3(c)(l) is inconsistent with such a program.

Heizer has two choices for meeting the needs of its
investors. It may embark upon a program of liquidation, whereby
portfolio values .are transferred directly to the investors in

cash or kind, or it may create a public market for its shares.

23 As of June 30, 1978, the fair value of Heizer's assets
was $205,597,650. A descriptive summary of the history
of Heizer is attached hereto as Exhibit B.

55-753 0 - 80 - 23
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The latter alternative would, of course, be more attractive to
Heizer and more in the public interest, for the reason that Heizer
could remain in business to develop more companies and even raise
additional capital.z4 Yet, in so doing, Heizer would lose its
Section 3(c)(1l) exemption and would have to register under the

Act. For the reasons described below, Heizer has reached the

same conclusion as has every other non-SBIC venture capital company--
life under the Investment Company Act of 1940 is impossible. With-
out legislative or administrative relief, therefore, the Act may
once again compel the nation's largest venture cépital company to

cease functioning as an independent entity.25

The Act as a Minefield

Familiar to only a relati&ely small band of éxpexienced securi~
ties lawyers, the Investment Company Act of 19;6 and the rules there-
under can be terrifying to the uninitiated, It is no exaggeration

to suggest that the Act, in some areas, is at once so intricate

24 Heizer's management estimates that Heizer's venture capital
activities are directly responsible for the existence of
companies with over $§1 billion in sales, $150 million in
taxable income, and more than 20,000 new jobs. Further,
Heizer is partly responsible for an additional $1 billion
in sales, $136 million in taxable income, and 16,500 new
jobs. Testimony of E. F. Heizer, Jr., Before the Subcommittee
on Consumer Protection and Finance of the Committee on
Interstate and Foreign Commerce of the United States House
of Representatives, September 27, 1978.

25 ARD, believed to be the largest independent venture capital
company of its time, was forced to merge with Textron in
1972, See note 12 above.
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and so amorphous that it defies comprehension by virtually

anyone.

A prime ekample is section 17, which prohibits transactions
between investment companies and affiliated persons and thus
works a particular hardship on venture capital companies. This

Section has been described by the Commission as the “"keystone™

26

of the Act. Yet, referring to Section 17(d), Commissioner

Loomis has frankly admitted that it is ®"a rather peculiar section.
I'm not sure that I understand it.'27 A leading practitioner

under the Act, Milton Kroll, has called the same provision "a

28

morass of unascertainable depth (Mr, Kroll has characterized

Section 17 as a whole as merely 'bewildering'29

}. Another with
broad experience in the area, Peter Van Oosterhout, submitted
to Céngress this year: "I have worked with the '40 Act in one
form or another for 18 years and have had legal training, and I

am still not sure just what Section 17 does or does not cover.'3°

26 in the Matter of the National Association of Small Business
Investment Companies, ([1970-71 Transfer Binder] Fed. Sec.
I. Rep. (CCH) 1;3,576 (May 14, 1971).

27 Rroll, "The Portfolio Affiliate Problem,® Third Annual
Institute on Securities Regulation 261, 286 (R. Mundheim

& A. Fleischer, Jr., eds. 1972) (hereinafter cited as
"Kroll®),

28 1d. at 283.
29 1d. at 262.

30 Submission for the record to the Subcommittee on Consumer
Protection and Finance of the Committee on Interstate and
Foreign Commerce of the United States House of Represen-
tatives (September 28, 1978). Mr. Van Oosterhout has been
the Chairman of the Publicly-Owned Section of the National
Association of Small Business Investment Companies and the
Chairman of Clarion Capital Corporation, an SBIC.
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The Commission itself has conceded (referring to Rule 17d-1)
that "it is in some circumstances unclear whether an application

[for exemption] should or should not be filed . . .'31

Even

Congress had trouble coming to grips with the meaning of the

statute that it enacted.>? . -
It is important to place this extraordinary situation in

perspective. On the one hand, there is an enormously complicated

31 Investment Co. Act Rel. 5128 (October 13, 1967).

32 Senator Taft at the 1940 Senate hearings confessed under-
standable confusion:

Frankly, it would take all afternocon to study
Section 17 to £ind out what it means, before I
begin to criticize it. You define what would
be an affiliated person, or any affiliated
person of such a person acting as principal; and
then you say that no affiljated person of an
affiliated person of a registered investment
company shall sell any stock to the cempany.
Is that the English of it? It is certainly
pretty hard to understand what this section
does prohibit and what it does not.

Hearings on §.3580 Before a Subcomm. of the Senate Comm.
on Banking & Currency, 76th Cong., 3d. Sess., pt. 2, at
345 (1940) (Investment Trusts & Investment Companies).

David Schenker, Chief Counsel for the SEC's study of investment
trusts and the principal draftsman of .the Act, was willing to
attempt an explanation:

What we tried to say--and it is a little complica-

ted--is that no officer, director, or controlling

person, no partner of his in a firm in which he is

a partner, and no company which he controls, shall

have the right to sell property to the investment trust.
* * * * »

The use of the term "affiliated person”™ is an attempt
in a shorthand way to spell out those situations that
I have enumerated. Maybe we have not said it, but I
think we have. (Emphasis supplied.) Id.
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Act comprised of fifty-three sections, at least one section of

- which seems to be fully understood by almost no one. On the
other hand, there are venture capital companies, the essence of
whose business is to risk continuous exposure to éhat very
section. Underlying all this is Section 47(b) of the Act, which
provides flatly that ®[e]very contract made in violation of

any provision of the Act is void." There can be little wonder
that the managements of venture capital companies consider the
Investment Company Act of 1940 to be a minefield, a "trap for

=33 a fate to be avoided "almost at all costs.'34

the unwary,
It should not be surprising that no non-SBIC venture capital
companies are registered under the Act.

Section 17(a): The Prohibition of Transactions Between
Investment Companies and Their Affiliates

The most critical impediments to the successful operation
under the Act by venture capital companies reside in that parti-.
cularly perplexing provision, Section 17. Briefly stated, the
purpose of Section 17 was “"the prchibition of self-dealing,

whether direct or indirect, on the part of investment companies'

33 See Comments on Behalf of Midland Capital Corporation on
Proposed Rule 17a-6 Submitted by Cleary, Gottlieb, Steen &
Hamilton, October 30, 1963, at 29 (SEC File No. S§7-240).

34 See Decision of Hearing Examiner, In the Matter of the
National Association of Small Business investment Com-

panies, Admin. Pro. File No. 3-1825 (1969), at 8.
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insiders, and the protection of investment company shareholders
from any loss in the value of their shares that might be caused
by such dealing.'35 Section 17(a) brﬁadly bans, with only very
limited exceptions, any transaction between a registered
investment company or a company controlled by the investment
company and an "affiliated person® or an 'affiliatéd person”

of an “"affiliated person® of the investment company:

It shall be unlawful for any affiliated person
or promoter of or principal underwriter for a registered
investment company (other than a company of the character
described in section 12(d)(3)(A) and (B)) (involving under-
writers owned entirely by investment companies--an exception
not relevant for our purposes], or any affiliated person of
such a person, promoter or principal underwriter acting as
principal -~

(1) knowingly to sell any security or other
property to such registered company or to any
company controlled by such registered company,
unless such sale involves solely (A) securities
of which the buyer is the issuer, (B) securities
of which the seller is the issuer and which are
part of a general offering to the holders of a
class of its securities, or (C) securities deposited
with the trustee of a unit investment trust or peri-
odic payment plan by the depositor thereof;

(2) knowingly to purchase from such registered
company, or from any company controlled by such reg-
istered company, any security or other property
(except securities of which the seller is the issuer):
or

35 Note, "The Application of Section 17 of -the Investment
Company Act of 1940 to Portfolio Affiliates,®" 120 U. Pa.
L. Rev. 983 (1972). Section 17(b) provides a means for
obtaining a prior exemptive order from the Commission for
any transaction that would otherwise be in violation of
Section 17(a). See text following note 50 below,
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(3) to borrow money or other property from
such registered company or from any company con=-
trolled by such registered company (unless the
borrower is controlled by the lender) except as
permitted in section 21(b) of this title.

The breadth of Section 17(a), in turn, stems from its use
of the term "affiliated person,™ which is defined in Section
2(a)(3) as follows:

"Affiliated person" of another person means
(A) any person directly or indirectly owning, con-
trolling, or holding with power to vote, 5 per
centum or more of the outstanding voting securities
of such other person; (B) any person 5 per centum
or more of whose outstanding voting securities are
directly or indirectly owned, controlled, or held
with power to vote, by such other person; (C) any
person directly or indirectly controlling, controlled
by, or under common control with, such other person;
(D) any officer, director, partner, copartner, or
employee of such other person; (E) if such other per~
son is an investment company, any investment adviser
thereof or any member of an advisory board thereof;
and (F) if such other person is an unincorporated
investment company not having a board of directors,
the depositor thereof.

Finally, the term "codntrol” is defined in Section 2(a)(9),
which provides in pertinent part:

(9) "Control”™ means the power to
exercise a controlling influence over the
management or policies of a company, un-
less such power is solely the result of
an official position with such company.

Any person who owns beneficially,
either directly or through one or more
controlled companies, more than 25 per
centum of the voting securities of a com-
pany shall be presumed to control such
company. Any person who does not so own
more than 25 per centum of voting securities
of any company shall be presumed not to con-
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trol such company. A natural ferson shall
be presumed not to be a controlled person
within the meaning of this title. any such
presumption may be rebutted by evidence,

but except as hereinafter provided, shall
continue until a determination to the con-
trary made by the Commission by order either
on its own motion or on application by an
interested person.

Thus "control® under this definition is determined by a pre-
sumption based on percentage of ownership, unless a factual in-

quiry and an order of the Commission prove otherwise.36

Application of Section 17(a) to Venture Capital Companies

It is helpful to attempt to discuss the ramifications of
Section 17(a) for a venture capital company by reference to visual
aids.. Accordingly, we.have prepared a chart (Exhibit C hereto)37
illustrating the application of Section 17(a) to VCC Corporation
(*vee*), a.hypothetical closed-end venture capital company

registered under the act.

36 See, e.g., collogquy between Milton Kroll and Solomon S.
Freedman, then the SEC's Director of the Division of
Corporate Regulation. Kroll at 267-69.

37 The complexity of the attached charts strikingly confirm that
the following remarks of Milton Rroll are not so facetious:

[T]he problems that can arise under the Act for
such portfolio affiliates or companies which,
in turn, are affiliated with them should be of
interest not only to 1940 Act buffs, but to any
lawyer for an operating company the shares of
which are the object of the affections of any
mutual fund. The topic also should appeal to
double-crostic fans. Kroll at 262.
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VCC is a typical venture capital company. It relies on
internal management for its investment decisions; there is no
outside investment adviser to complicate the situation., VCC's
shareholders, comprised of both institutions and individuals,
hold VCC's common stock in amounts ranging from less than 5% to
more than 25%, VCC is not under commoﬂ control with any other
entity. VCC owns securities in other companies in amounts
ranging from less than 5% to more than 25% of the voting secu-
rities of those other companies. It actively participates in
the management of its portfolio companies and its officers sit
on their boards of directors.

Following the definitions of Section 2(a)(3), the attached
chart divides the "affiliated persons" of VCC into two groups:
“"upstream® (those that control or are otherwise in a pésition to
influence VCC) and “downstream" (those that VCC controls or is‘
otherwise in a position to influence). Thus the “"upstream®
affiliated persons of VCC are (1) each of its directors, (2) each
of its officers and employees, and (3) each shareholder of VCC
owning 5% or more of its common stock. VCC's "downstrean"
affiliated persons (sometimes called "portfolio affiliates")
consist of all companies of which it owns 5% or more of the
voting securities.

But we are not done yet, for Section 17(a) also prohibits
transactions between VCC or companies it controls and affiliated

persons of its underwriter or affiliated persons. These so-called
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"gecond-tier” affiliated persoﬁs consist of the following
persons with specified relationships to each corporate affiliat~
ed person of VCC: (1) each director of each corporate affiliat=-
ed person of VCC, (2) each officer or employee of each corporate
affiliated person of VCC, (3) each person owning 5% or more of
the voting securities of each corporate affiliated person of
VCC, and (4) each company, 5% or more of whose voting securities
are owned by such corporate affiliated person of VCC. For
each natural person who is an affiliated person of VCC, the
list of second-tier affiliated persons is comprised of each
partner or employee of each natural affiliated person of VCC, and
each company, 5% or more of whose voting securities are owned by
each natural affiliated person of VCC.38

The result of all this is that, under Secéion 17(a), a

transaction involving the purchase or sale of securities or other

38 For purposes of our illustration, we have assumed, in
accordance with the presumptions of Section 2(a)(9), that
VCC "controls" each company of which it owns more than 25%
of the voting securities. Companies which are controlled
by affiliated persons of VCC are in the category of com-
panies which are affiliated persons of affiliated persons
of VCC due to the ownership of 5% or more of the second-tier
affiliated person's voting securities by the affiliated
person of VCC, This inclusion is proper because the set
of companies, 25% or more of whose securities are owned by
affiliated persons of VCC, is a subset of the companies,
58 or more of whose securities are owned by affiliated
persons of VCC. It is not necessary, under Section 17(a)
or 17(d), to identify companies controlled by affiliated
persons of VCC as a separate category.
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property between an entity marked on the chart in RED and an
entity marked in BLUE is prohibited.39

One part of the statutory scheme becomes puzzling almost at
once. How can a "downstream®” affiliate (a party controlled or
influenced by VCC) be in a position to deal with VCC to the detri-~
ment of the shareholders of VCC? The answer is that in almost
all instances it cannot; indeed, the clear prohibition on
dealings between VCC and its downstream affiliated persons “does

not appear to have been anticipated or im:ended."40

Nonetheless,
Section 17(a) in effect prohibits VCC from engaging in any
follow-up transactions with its downstream affiliated persons no
matter how small, how urgent, or how vital to the survival of
the portfolio affiliate., Although it could be corrected in a
few words (simply by making clause (B} of the definition of
affiliated person in Section 2(a)(3) inapplicable in the context
of Section 17(a)), Congress has not done so, nor has the SEC

encouraged it to do so.41

39 While Section 17(a)(3), in that it implies that a company
controlled by VCC can borrow from VCC, creates a limited
exception to our generalization, this exception is of
no practical significance. Since virtually all borrowing
involves the purchase or sale of a security, the transaction
would be barred by subsection (a)(1l) or (a)(2).

40 Rosenblat & Lybecker at 653. They also point out that a
"second-level portfolio affiliate is even less likely to
be susceptible to any attempt by the investment company
to affect the independence of its decision-making." Id.

41 However, proposed §1411 of the Proposed Official Draft of
the Federal Securities Code (March 15, 1978) does adopt
essentially this change.
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The Commission has attempted to alleviate this situation
by promulgating Rule 17a=6. Although this Rule applies specifi-
cally to SBICs and venture capital companies and was intended
to exempt their transactions with affiliated persons where no
upstream affiliated bersons (GREEN on the chart) have a "finan-
cial interest®™ in a party to the transaction, it is so vague
and prolix as to be of minimal practical value.

In essence, Rule 17a-6 provides that a transaction between
an investment company such as VCC and an affiliated person of
VCC (or an affiliated person of that affiliated person) is exempt
from Section 17(a), provided that (a) none of the following

is a party to the transaction:

(1) An officer, director, employee, in-
vestment adviser, member of an advisory board,
depositor, promoter of or principal underwriter
for the registered investment company, or

(2) A person directly or indirectly
controlling the registered investment com-
pany, or

(3) A person directly or indirectly
owning, controlling, or holding with power
to vote, 5 per centum or more of the out-
standing securities of the registered in-
vestment company, or

(4) A person directly or indirectly
under common control with the registered
investment company, or

(5) An affiliated person of any of the
foregoing,
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and (b) none of the foregoing "has, or within six months

prior to the transaction had, or pursuant to an arrangement

will acquire a direct or indirect financial interest in a party

(except the registered investment company) to the transaction.'42
Rule 17a-6, then, is even more convoluted than the

statute itself., Businessmen are understandably reluctant to

enter into transactions when they cannot readily determine

whether those transactions are permissible. For example,

even though the availability of the exemption is critically

dependent on the meaning of the term "financial interest,”®

this term is conspicuously left undefined in the Rule, the Act

42 Paragraph (c¢)(2) of Rule 17a~-6 also excludes
from item (4) of the list of prohibited persons
any person who, if it were not directly or in-
directly controlled by the registered investment
company, would not be directly or indirectly
under the control of the person who controls the
registered investment company. Finally, para-
graph (c)(3) of Rule 1l7a~6 excludes from item
(5) of the 1list of prohibited persons a regist=-
ered investment company and a person who (a)
if it were not directly or indirectly control-
led by a registered investment company, or (b)
if 5% or more of its outstanding voting securi~
ties were not directly or indirectly owned,
controlled or held with power to vote by the
registered investment company, would not be an
affiliated person of a person described in
items (2) or (3) of the list of prohibited
persons,
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43

or anywhere else. Perhaps worse still, the "financial interest®

concept neglects to employ any kind of a de minimis standard.

Specific Impediments to Venture Capital Companies Posged b
Section 17(a) and Rule 17a-6

It has been stressed that venture capital companies, unlike

traditional investment companies, are compelled to deal regularly
with affiliated persons in the ordinary course of their doing
business. Virtually any transaction of this kind that is effected

by a venture capital company such as VCC is therefore potentially

43 However, Rule 17a-6(c) (1) does tell us what a "financial
interest® is not:

(i) any interest through ownership
of securities issued by the registered in-
vestment campany;

(ii) any interest of a wholly-owned
subsidiary of the registered investment
company;

(iii) usual and ordinary fees for
services as a director;

(iv) an interest of a nonexecutive
employee; :

{(v) an interest of an insurance company
arising from a loan or policy made or issued
by it in the ordinary course of business to
a natural person;

(vi) an interest of a bank arising from
a loan or account made or maintained by it
in the ordinary course of business to or with
a natural person, unless it arises from a loan
to a person who is an officer, director or
executive of a company which is a party to the
transaction, or from a loan to a person who di-
rectly or indirectly owns, controls, or holds with
power to vote, 5 per centum or more of the out-
standing voting securities of a company which is
a party to the transaction; or

(vii) an interest acquired in a transaction
described in paragraph (d)(3) of Rule 17d-1 under
the Act [applies only to SBICs].
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in violation of Section 17(a). Due to limits of both space and
imagination, we shall limit our discussion to only the following
representative examples of impediments that Section 17(a) might
reasonably pose for VCC:

1. Suppose that a major bank owns (through its trust
department or a nominee, as will be the case in the examples
hereinafter discussed) more than 5% of the voting securities
of VCC. The bank, then, is an "upstream® affiliated per-
son of VCC. Section 17(a) not only bars it from further
dealings with VCC, but bars all of the affiliated persons
of the bank from dealing with VCC as well. As Exhibit C
illustrates, this group of second~tier affiliated persons
includes all of the directors, officers and employees of
the bank and all of the companies of which the bank owns
5% or more of the outstanding voting securities. It is
likely that, through trust accounts and other vehicles,
the bank holds with the power to vote 5% or more of the
outstanding voting securities of hundreds of small com-
panies. If VCC were to provide venture capital financing
to Conmpany A, one of these small companies, Section 17(a)
would be violated and the transaction would be potentially
void under Section 47(b). Rule 17a-6 would not provide
relief for VCC's financing of Company A because the bank
would have a prohibited financial interest in Company A.

2. Assume again that a bank owns more than 5% of
the voting securities of VCC. Assume further that VCC
owns more than 5% of the voting securities of Company B
and that the bank has made a $1,000 home improvement
loan to an assistant secretary of Company B. Suppose
then that Company B, fledgling enterprise that it is,
suddenly develops a critical need for additional funds
and that VCC is eager to provide these funds in order
to save Company B. There is plainly no danger here
that VCC can be overreached by Company B--VCC has made
an independent business judgment that furnishing Company
B with the additional funds is in VCC's best interests.
Nor is there a danger that the bank could, or would
want to, influence VCC to VCC's detriment solely because
of the loan to the Company B officer. Yet, because the
bank has made a loan to an officer of Company B, an
affiliated person of VCC (the bank) probably has an
indirect financial interest in a party to the transaction
(Company B). Thus the exemption under Rule 17a-6 is
lost and the additional financing is prohibited by
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Section 17(2).44 If Company B goes bankrupt as a
result, the shareholders of VCC will see the value of
their investment decline through the perverse operation
of a statute purportedly adopted for their protection.

. 3. Assume that VCC owns 25% of the voting securities
of Company C, a controlling interest under Section 2(a)(9),
and that these securities are publicly traded. One of VCC's
investors is an insurance company that owns 5% of VCC's sec-
urities. An employee of the insurance company purchases a
used desk from Company C. Even this purchase, without more,
is void under Sections 17(a) and 47(b), and there is no rea-
sonable way for the employee, the insurance company or VCC
to know it.

Section 17(d): The Prohibition of Joint Transactions Between

Investment Companies and Their Affiliates

This section is viewed as the béte noire of the Act in

the experience of venture capital company management. In

44

As a practical matter, it may be more likely that no one would
discover that the loan to the employee poisoned the exemption
of Rule l7a-6, so that the additional financing would be
allowed to proceed. In that event, there would exist, unbe-
knownst to any of the parties, a continuing cloud on the
transaction under Section 47(b), thereby risking its being
voided long afterwards.

A prohibited financial interest also can arise from the owner-
ship of Company B's securities by an affiliated person of the
bank (i.e., any director, officer, employee or company of which
the bank owns more than 5% of the outstanding voting securi-
ties). If so, neither VCC nor Company B would have any rea-
sonable means of knowing that such a prohibited financial
interest exists. It is no answer to suggest that VCC could
have prevented the violation by checking the Schedule 13G
filed by the bank pursuant to the Securities Exchange Act of
1934 to reflect the beneficlal ownership by affiliated persons
of the bank of the securities of Company B. The reasons for
this are: (a) since the filing of Schedule 13G is required
only with respect to securities registered under Section 12

of the Exchange Act, it is extremely unlikely that the Schedule
would be required for the securities of a small corporation
like Company B, (b) copies of the Schedule need be sent only
to the issuer (i.e., Company B), not VCC, so that VCC would
not have actual knowledge of the information and Company B
would very likely be unaware of its significance under Sec-
tion 17(a), and (¢) the Schedule is required to be filed only
once a year, so that it would not necessarily reflect the

current ownership by any of the bank's affiliated persons of

the securities of Company B, notwithstanding the prohibition
of Section 17(a). Moreover, it is obviously impractical for
the bank regularly to provide VCC with a list of all of its

affiliated persons.
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adopting the Act, Congress was aware of a host of subtle ways
in which persons in a position to take advantage of a registered
investment company might do so through means that did not come
within Section 17(a) as direct principal transactions. Rather
than try to identify all of these possible devices in the Act,
Congress defined the potential trouble area very broadly and
left it to the Commission to specify by rule what types of
transactions should be prohibited.

Section 17(d) makes it

unlawful for any affiliated person of

or principal underwriter for a registered
investment company . . . or any affiljat-
ed person of such a person or principal
underwriter, acting as principal to effect
any transaction in which such registered
company, or a company controlled by such
registered company, is a joint or a joint
and several participant with such person,
principal underwriter, or affiliated per-
son, in contravention of such rules and
regulations as the Commission may prescribe
for the purpose of limiting or preventing
participation by such registered or control=-
led company on a basis different from or less
advantageous than that of such other parti-
cipant.

It is significant that this provision is not self-executing;
no joint transaction is unlawful unless the SEC makes it so.
The Commission's response has been the promulgation of
Rule 17d-1, which provides in part:
(a) No affiliated person of or principal

underwriter for any registered investment

company (other than a company of the charac-

ter described in Section 12(4)(3)(A) and (B)

of the Act) and no affiliated person of such
a person or principal underwriter, acting as

55-753 0 - 80 - 24



366

principal, shall participate in, or effect any
transaction in connection with, any joint enter-
prise or other joint arrangement or profit sharing
plan in which any such registered company, or a
company controlled by such registered company, is
a participant, and which is entered into, adopted
or modified subsequent to the effective date of
this rule, unless an application regarding such
joint enterprise or profit sharing plan has been
filed with the Commission and has been granted

by an order entered prior to the submission of
such plan or modification to security holders for
approval . . . .

The Commission has defined joint transaction in Rule 17d-1(c)
to include virtually every conceivable type of transaction:

(c) “Joint enterprise or other joint
arrangement or profit-sharing plan® as used
in this rule, shall mean any written or oral
plan, contract, authorization or arrangement
or any practice or undertaking concerning an
enterprise or undertaking whereby & registered
investment company or a controlled company
thereof and any affiljated person of or a prin-
cipal underwriter for such registered invest-
ment company, or any affiliated person of such
a person or principal underwriter, have a joint
or a joint and several participation, or share
in the profits of such enterprise or under-~
taking, including, but not limited to, any
stock option or stock purchase plan, but shall
not include an investment advisory contract
subject to Section 15 of the Act.

Thus the Commission's exercise of the authority granted by
Section 17(d) effectively turns upside down the legislative
approach--instead of selectively prohibiting certain specified
transactions, the Rule says that everything within the trouble
area is unlawful unless it is the subject of an application filed
with the Commission that is granted by order, as discussed

later. Considering the unparalleled breadth of Section 17(d) and
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Rule 174-1, réplete as they are with such open-ended terms as
"affiliated person,"” "affiliated person of an affiliated person®
and "other joint arrangement,® the need for an or@er to legalize
anything within the trouble area, the dire consequences of
guessing wrong or overlooking the possible reach of these temms,
and the potentially destructive delay in obtaining an order,45

it may readily be seen why Section 17(d) and Rule 17d-1 loom

as a foreboding trap for the luckless and have led to exasperation

and despair.46

Application of Section 17(d) to Venture Capital Companies

Rule 17d-1(a) prohibits, without the SEC's prior approval,
joint enterprises between VCC or one of its controlled companies
and (1) any affiliated person of VCC, (2) any underwriter for
VCC and (3) any affiliated person of such affiliated person of

or such underwriter for VCC. On the chart attached as Exhibit

45 The practical problems in obtaining an order from the
Commission under the Act are discussed in the text fol-
lowing note 50 below.

46 The draftsmen of the proposed Federal Securities Code have
observed that "Section 17(d) has been, because of its
generality, perhaps the single most troublesome provision
in the entire statute." Comment to proposed §1111A, Pro-
posed Offical Draft of the Federal Securities Code (April
1, 1977). Mr. Rroll advises that "the only solution to
the problem [of Section 17(d)] is prayer consistently
applied.” Kroll at 291.
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D, the formmer category is marked in RED and the latter group
in BLUE. Thus joint transactions involving any person in the
RED group and any person in the BLUE group are prohibited.

The only exception to this broad prohibition applicable
to VCC is provided by Rule 17d-1(d)(5), the substance of which
is virtually identical to Rule 17a-6 and applicable to all in-
vestment companies, not just SBICs and venture capital companies.

Unfortunately, it is equally convoluted.47

Like Rule l7a-6,
then, Rule 17d-1(d)(5): represents the Commission's unsuccessful
attempt to provide some relief from the statute for transactions
in which no "upstream” affiliated persons of the investment com=-
pany have the ubiquitous, but undefined, "financial interest"

in a party to the transaction.

Specific Impediments to Venture Capital Companies Posed b
Section 17(d) and Rule 17d-1

There is little authority construing the terms "joint

transaction® and "joint enterprise,"48 but examples of all of
the potential difficulties that await venture capital companies
under Section 17(d) and Rule 17d-1 are unbounded. The following

47 Rule 17d-1(d)(5) is further qualified by the restriction
that the investment company may not commit in excess of 5%
of its paid-in capital (20% for SBICs) and surplus to a trans-
action for which exemption is claimed under the Rule which
is not a merger of one of its controlled companies with
another controlled company or affiliated person.

48 See, e.g., SEC v. Midwest Technical Development Corp..,
TI361=€4 Transfer Binder] Fed. Sec. L. Rep. (CCH) 151{ 252
(D. Minn, 1963); and SEC v, Advance Growth Capital Corp.,
470 F.2d 40 (7th Cir. 1972).
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illustrations, however, wili serve to highlight some typical
problems:

1. Suppose that VCC and a venture capital limited
partnership, VCP, each own 5% of Company A's voting
securities. Suppose further that VCC and VCP each wish
to purchase 5% of the securities of Company B and that an
insurance company holding 58 of VCC's stock has a "finan-
cial interest®™ in a partner of VCP (e.g., an insurance
policy to a corporate partner of VCP). The new venture
is prohibited by Rule 17d4-1, and Rule 17d-1(d)(5) offers
no relief because the insurance company (an affiliated
person of VCC) has a prohibited "financial interest”
in a party to the transaction. The effect of Rule
17d@-1, then, is to prevent venture capital companies from
entering into more than one simultaneous investment
whenever such an indirect financial interest exists,
which can be very frequently, given the large universe
of “"upstream®” affiliated persons and affiliated persons
of affiliated persons. For this reason, venture capital
campanies are reluctant to provide financing to any
entity that has been financed by a registered invest-
ment company. Because of the limited number of venture
capital companies, this prohibition dramatically restricts
the availability of such financing.

2. Suppose that VCC owns 5% of the voting se-

curities of Company B and that Company B proposes
to make a public offering of its securities. Suppose
further that, pursuant to a registration covenant
negotiated at the time that VCC acquired its Company [
B securities, VCC desires to sell its Company B secu-
rities in a secondary offering as part of the same regi-
stration statement that Company B is using for the
primary offering. Finally, suppose that VCC is currently
offering its own shares to the public in an underwritten
offering and that XYZ investment banking f£irm is a
member of the underwriting syndicate for the VCC offering
and will be a member of the syndicate for the Company
B offering. Regardless of the facts that VCC will re-
ceive the same price per share as Company B, that the
expenses of the Company B offering will be allocated

"on a pro rata basis, and that (as discussed in the next
section) having to wait a minimum of two months for an
SEC order to approve the transaction might well jeopar-
dize the Company B offering and thereby disadvantage VCC's
shareholders, VCC cannot exercise its registration cove-
nant to sell its Company B shares without prior SEC
approval. The reason is that XYZ (a "principal under-
writer® for VCC even though only one of many firms in
the underwriting syndicate) is deemed to have a "financial
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interest” in the Company B offering that poisons the
exemption under Rule 17d-1(4)(5). 49

3. Suppose that VCC has decided to implement a
pension plan, so as to attract and retain qualified per-
sonnel. The plan is a joint enterprise under Rule
17d-1(¢), 50 and relief under Rule 17d-1(d)(5) is un-
available because the employees have an obvious "finan-
cial interest®™ in the transaction. Thus, unlike vir-
tually any other business, VCC would have to apply to
the Commission for an order approving its pension plan.

Obtaining Exemptions from Section 17

When a transaction is otherwise barred by Section 17(a) or

17(d), it is, as we have mentioned, possible to obtain an order

from the Commission exempting the transaction from the applicable

prohibition. The suggestion has been made that, if it is

unclear whether a contemplated transaction is within Sections

17(a) and 17(d) and the rules thereunder, the £filing of an

49

50

@ closely analogous situation, when the Pirst Provident
Co., a portfolio affiliate, and the George Putnam Fund of
Boston applied for an SEC exemptive order to sell jointly
gshares of Pirst Provident's common stock, the Commission
scrutinized the total number of shares to be offered and the
allocation of that number among the parties, the allocation
of expenses among the parties, and the advantage to the Fund
of having a public market for the First Provident stock it
would retain. Pirst Provident Co., Investment Company Act
Release No. 6400 (March 4, 1971). Few other businesses,

of course, are ever subject to such an ordeal.

The Commission has so held. Release No. 40-1598, March
20, 1951.
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application for exemption is prudent.51 Assuming that the
venture capital company and its counsel are lucky enough to

spot the potential problem in the first place, this is doubtless
a fine suggestion for mutual funds (which seldom need to have
dealings with affiliated parties anyway, other than advisory

or underwriting arrangements), because time is ordinarily not

a critical factor. However, for venture capital companies,
which regularly must deal with a whole panoply of affiliated
persons, often under severe time constraints, the Commission's
exemption procedure is so time-consuming, expensive and otherwise
unwieldly as to be of virtually no practical value.

A former Chief Counsel and a present Associate Director of
the Division of Investment Management have recognized that
Section 17(b), for example, "forces all transactions covered by
Section 17(a), regardléss of size or importance, into a cumber-
some application procedure, prgventing timely execution and,.in
some cases, entirely precluding consummation of the proposed

t:ansaction.'s2

They are exactly right. 1Indeed, this procedure
sometimes can be the difference between profit and bankruptcy

for a venture capital company's portfolio affiliate. To illus-
trate, let us borrow again from an earlier typical hypothetical

example.

51 See remarks of Solomon Freedman (then the Director of the
SEC's Division of Corporate Regulation), quoted in Kroll
at 280-81.

52 Rosenblat & Lybecker at 639.
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Suppose VCC, a venture capital company registered'as an
investment company under the Act, owns 5% or more of the common
stock of Company B. Company B has an emergency need for addi-
tional funds, which VCC is eager to provide, but this will
involve VCC's purchasing securities (notes or additional stock)
from Company B. Since VCC's ownership of 5% of Company B stock
makes Company B an affiliated person of VCC, and vice versa,
the purchase by VCC of Company B's securities from Company
B is unlawful under Section 17(a) unless the transaction is cne
of a class of transactions exempted by rule or VCC obtains an
order of exemption from the Commission. The only exemptive
rule that might be applicable is Rule 17a-6, but that rule is
not available here because an employee of VCC or of an "up~-
stream” affiliated person of VCC within the past six months had
a "financial interest® in Company B (Rule 17a-6(ii)), although
he has no such interest now. VCC must therefore obtain an
exemptive order under Section 17(b) to save Company B. The
problem is that Company B may be beyond saving by the time the
exemption is obtained,

Section 17(b) provides that the Commission shall grant the
exemptive order if the evidence establishes that

(1) the terms of the transaction . . .are
reasonable and fair and do not involve overreaching
on the part of any person concerned;

(2) the proposed transaction is consistent
with the policy of each registered investment com-
pany concerned. . .; and

(3) the proposed transaction is consistent
with the general purposes of [the Act].
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While it might be possible to have some exploratory discus-
sions with the Commission staff based upon the tentative terms of
the transaction, the process of obtaining the order cannot really
begin until those terms are definite enough so that the staff
can arrive at a preliminary conclusion as to fairness. However,
$y the time this degree of definiteness has been reached, the
businessmen are ready to consummate the transaction, and, what
is more, the need for the transaction is often critical.

If the staff can quickly grasp the terms of the transaction
and promptly concludes that it meets the standards of Section
17(b), VCC might receive the most expeditious treatment avail-
able--it might receive its order in two months. This time would
be consumed by counsel's drafting and filing the application; the
staff's drafting the required notice of opportunity for hearing
and supporting memorandum to submit to the Commission; getting the
matter on the Commission's calendar; publishing the notice upon
Commission authorization, which notice would give interested per-
song thirty days in which to request a hearing on the application;
and, if no such request is received during those thirty days,
drafting and getting the order issued, again by the Commission.

Certainly the consumption of time is inherent in the process
of obtaining exemptions by formal Commission crder. As we have
seen, the question of whether an exemptive order is necessary
because of Section 17(a) or (d), despite Rules 17a-~6 and 178~

1(d)(5), may not be obvious and susceptible to guick answer. If
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it is decided to seek an order because Section 17(a) or (d)

does, or might, apply, the staff's attitude on the merits becomes
critical. If the staff concludes that it will recommend the grant-
ing of the exemption and will not demand a formal, evidentiary
hearing, there is hope of obtaining the order within a few months
from the time of the decision to apply for it. If a hearing is
required because the staff is unwilling to support the application,
or if it is cleérly opposed, the prospective time span moves from

a few to many months or a year or more. But the proposed trans-
action may not lead itself to ready comprehension. So weeks or
months may pass in the process of preparing and furnishing to the
staff the necessary information and waiting for its decision.

) All too often, of course, conclusion of this process is too
late for the transaction to serve the purpose for which it was
intended. By the time the order is finally available, the parties
in desperation may have resorted to some less desirable alternative,
the business opportunity for Company B may have been lost or Com-

pany B may be in bankruptcy.53 Furthermore, because a company

B3 This 18 by no means a new complaint, In a letter dated March
24, 1954, to then SEC Chairman Ralph H. Demmler, General Georges
F. Doriot, then the President of American Research and Develop-
ment Corporation (see note 12 above), made the same point:

[I]1f one of our [portfolio] companies is suddenly in
need of $25,000, we can do nothing about it, even
though the company needs it badly. We have to go to
our lawyers, who prepare an application, this appli-
cation goes to Washington, and it may be sixty days
or more before we get an answer. By that time a small
company, as you know, can become very very dead, and
I am sure that the SEC does not plan to have that kind
of thing happen, particularly in the case of a company
like American Research, which is supported by some
rather good people. (Emphasis supplied.)

L]
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such as VCC doubtless would find it frequently necessary to

seek exemptions from Section 17, the ocut-of-pocket costs (for

outside counsel as well as unguantifiable internal costs) can

be prohibitive to all but the largest venture capital cc.m-lpanies.54
The fact is that the time élone, plus the expense, consumed

in this process can be excruciating and wholly inconsistent with

the business needs of venture capital companies. In our inquiries

we have heard many "horror stories®™ of indecision and delay on

the part of the Commission staff, as well as a penchant for

excessive imagination and ingenuity in spinning webs to stretch

the reach of the Act. 1In order to accept the business realities

of this process it is not necessary to accept criticism of

staff performance, especially relative to the merits of any

given proposed transaction and the skill and diligence of

counsel. The problem is inherent in the statutory scheme

and would still be fully present were the staff always

to perform in the most ideal fashion.' We cannot put upon

government officials the responsibility of interpreting intricate

laws as applied often to intricate facts and reach conclusions

on the merits of intricate transactions and expect them always

to answer by return mail. This memorandum is not addressed to

sS4 See, e.9., letter dated September 15, 1978, from
Mr, William P, Lane, Vice President and Controller of
Narragansett Capital Corporation, to Mr. Peter F. McNeish,
Deputy associate Administrator for Investment, Small Business
Administration. Mr. Lane notes that, with respect to Sec-
tion 17 matters alone, Narragansett expended $38,000 to
special counsel for its fiscal year ended March 31, 1978,
and $24,000 during the three months ended June 30, 1978.
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staff deficiencies, real or imagined, but to legal deficiencies.
The solution must be legislative, which might include adminis=~

trative rulemaking by the Commission.

Section 18(d): The Prohibition of Stock Options and Convertible
Securities

As disastrous as it is for venture capital companies,
Section 17 is not the sole impediment to their successful opera-
tion under the Act. Section 18(d) is very nearly as bad. With
a limited exception intended to permit a typical rights offering
to shareholders, Section 18(d) flatly prohibits the issuance of
any rights, options, warrants or conversion privileges.ss

As in any business, stock options are an important element

in the ability of venture capital companies to attract top-level

55 Section 18(d) provides as follows:

It shall be unlawful for any registered
management company to issue any warrant or
right ‘to subscribe to or purchase a security
of which such company is the issuer, except in
the form of warrants or rights to subscribe ex-
piring no later than one hundred and twenty days
after their issuance and issued exclusively and
ratably to a class or classes of such company's
security holders; except that any warrant may be
issued in exchange for outstanding warrants in
connection with a plan of reorganization.
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management., Highly motivated and involved personnel are especially
vital in the development and operation of emerging enterprises.
Indeed, in permitting the granting of qualified stock options
to officers'of SBICs in 1971, the SEC itself recognized that
*"[i]t cannot be disputed that stock options are today extensively
employed as an element in management compensation, and we see no
basis in the record for disagreeing with the SBA's view that the
ability to issue such options would assist in alleviating personnel
problems.”™ The Commission noted in that opinion that "assertions
that stock options tend to encourage speculative portfolio in-
vestments and to introduce complexity and uncertainty into the
capital structure are not particularly applicable to SBICs.'S6
The same arguments apply equaliy to venture capital companies.
Yét the ban on all employee stock options for non=-SBIC
venture capital companies continues. Moreover, exempting only
qualified stock options is virtually no relief at all, even
for SBICs, considering the limits placed on such options by

57

the Tax Reform Act of 1976. As a result, a venture capital

56 In the Matter of the National Association of Small Business
Investment Companies, 70- Transfer Binder] Fed. Sec.
L. Rep. (CCH) €78,076 (May 14, 1971).

57 Section 422 of the Internal Revenue Code has severely
limited qualified options for pre-existing plans, and such
options are no longer valid after May 21, 1981,
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company registered under the Act must operate under a severe
handicap in the recruitment of qualified personnel.58

Section 18(d) also prohibits the issuance of warrants or
convertible securities. Thus a venture capital company subject
to the Act may not raise capital by offering senior securities
with an equity feature (a so~called "equity kicker®”). Such a
feature is usually essential to attracting capital from institu-
tional investors in the formative stages of the venture capital
company. These investors often demand a senior position thrqugh
a note or preferred stock, so as to be protected in hard times,
together with the right to participate in gains, should they come
to pass, by converting the note or preferred stock into common
stock or by exercising warrants to purchase common stock at a
favorable price. The bulk of the capital of Heizer Corporation,
for example, was raised by the use of both of these devices and
could not have been attracted without them. Obviously énough, a
venture capital company can scarcely begin, much less survive, if
it cannot raise its own capital. Yet this is essentially the result

mandated by Section 18(d).59

S8 General Doriot has strongly observed that a major factor in
the demise of ARD was its inability to attract and retain
gualified personnel because of the SEC's refusal to allow
stock options. Interview of General Georges F. Doriot by
Paul H. Dykstra on November 9, 1978, in Boston, Massachusetts.

59 Because Section 18(d) prohibits only the issuance (and not
the existence) of options, warrants, rights, etc., it would
appear that a company that had such securities outstanding
prior. to registering under the Act should be able to continue
to have those securities outstanding and to honor their terms
after registration. Yet the SEC staff is not sure, having
advised that it can resolve the matter only in a formal pro-
ceeding.
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Section 18(a): Limitations on Senior Securities

Section 18(a) prohibits an investment company from issuing
a senior security unless the company can meet an asset coverage
test of 3008 if the senior security is debt and 200% if it is
equity.so
) Because venture capital companies invest in emerging enter-
prises whose securities are both speculative and illiquid, there
may be wide fluctuations in the value of these portfolio securities

in the early years, As a result, under Section 18(a), a venture

capital company registered under the Act and intending to issue

60 Section 18(a) provides in part:

It shall be unlawful for any registered
closed-end company to issue any class of senior
security, or to sell any such secuxity of which
it is the issuer, unless--

(1) if such class of senior security
represents an indebtedness--

(A) immediately after such
issuance or sale, it will have an
asset coverage of at least 300 per
centum. . . .

(2) if such class of senior security
is a stock--

(A) immediately after such
issuance or sale it will have an
asset coverage of at least 200 per
centum . . . .

"Senior security®” is defined in Section 18(g) and the method
for computing "asset coverage®™ in Section 18(h).
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senior securities would be compelled to retain large amounts of
liquid assets (which could otherwise be used to finance deve-
loping industry) to avoid a violation in the event of a sudden
downward fluctuation in the value of its portfolio securities.
This is true even though Section 18(a), much like Section
18(d), prohibits only the issuance, not the existence, of
gsecurities that do not meet the asset‘coverage test.sl
Although Congress apparently has recognized this reality
by exempting SBICs from subsections 18(a)(l)(A) and (B)62
through its enactment of Section 18(k) in 1972, this relief

was not extended to non-SBIC venture chpital companies.

61 Here, too, the ban is on the issuance of the prohibited
security, and the staff of the Commission is unsure
whether a company that had such securities outstanding
prior to registering under the Act would be able to
continue to have those securities outstanding and to
honor their terms after registration. The answer prob-
ably has to be affirmative if only because of the absence
of any provision in the Act for compulsory recapitalization
or reorganization, but it remains in doubt.

62 These subsections apply to senior securities that represent
indebtedness.
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Section 18(c¢c) has similar restrictions in that it prohibits
registered closed-end in@estment companies from having multiple
classes of senior securities.63 Since venture capital companies
often must issue such securities in order to attract investors,
this can be a severe impediment to their operations. The Commis-
sion has conditionally exempted SBICs from this Section.64
Yet, although no ldgical distinctions can be made, the restric-
tions of Section 18(c) continue to apply to non-SBIC venture

capital companies.

63 Section 18(c) provides:

(c) Notwithstanding the provisions of subsection (a)
it shall be unlawful for any registered closed~end in-
vestment company to issue or sell any senior security
representing indebtedness if immediately thereafter
such company will have ocutstanding more than one
class of senior security representing indebtedness,

or to issue or sell any senior security which is a
stock if immediately thereafter such company will have
outstanding more than one class of senior security
which is a stock, except that (1) any such class of
indebtedness or stock may be issued in one or more
series; provided, that no such series shall have a
preference or priority over any other series upon

the distribution of the assets of such registered
closed~end company or in respect of the payment of
interest or dividends, and (2) promissory notes or
other evidences of indebtedness issued in consideration
of any loan, extension, or renewal thereof, made in

a bank or other person and privately arranged, and

not intended to be publicly distributed, shall not

be deemed to be a separate class of senior securities
representing indebtedness within the meaning of this
subsection(c).

64 Rules 18c~1 and 18¢c-2,

55-753 0 ~ 80 - 25
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Section 23(b): Sale of Common Stock at Net Asset Value

Section 23(b) prohibits a registered closed~end investment
company, and therefore a registered venture capital company,
from issuing its common stock at a price per share that is below
its net asset value per share, with an exception for typical
rights offerings. The problem is that virtually all closed-end
companies (not just venture capital companies) trade in the
market at a price that is less than their net asset value. The
result of Section 23(b) is to foreclose venture capital companies
from raising their own capital in the public securities markets
through additional offerings of their common stock to additional
investors, even if that stock were sold at the prevailing market
price. To be sure, a venture capital company could attempt to
obtain an exemption from the prohibition by applying for a formal
order from the Commission or it could ask a majority 6f its
common stockholders to approve the proposed offering, but either
of these procedures can consume so much time as to cause the

company to miss a favorable selling opportunity.

Other Impediments under the Act

We have summarized the major impediments under the Act that
preclude the successful operation of venture capital companies
thereunder. Other provisions of the Act, even though applicable
to all investment companies, pose disincent{ves to registration

under the Act by all but the largest venture capital companies
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because of the costs of compliance.65

Among these provisions are
Section 17(f) (relating to the custody of securities), Section
17(g) and Rule 17g-1 (requiring a fidelity bond covering all
persons with access to cash or securities), Section 30 (pre-
scribing reports more complex than those required eof most other
industries), Section 19 (reporting sources of dividends), and
Section 32 (imposing additional requirements as to auditors and

financial statements).

Conclusion

The quest to rationalize the Investment Company Act of 1940
80 as to create at least a neutral environment for venture cap-
ital companies is not a new one--it has been going on, with an
obvious lack of success, almost since the Act's passage. Mean-
while, the business of furnishing venture capital to deve10p1n§
industry continues to decline, as the Act has caused one venture
capital company after another to close its doors and has dis=-

couraged others from even beginning.

65 See, e.9., letter dated September 15, 1978, from William
P, Lane, Vice President and Controller of Narragansett
Capital Corporation to Mr, Peter F. McNeish, Deputy
Associate Administrator for Investment of the Small Busi-
ness Administration, and submission for the record to Sub-
committee on Consumer Protection and Pinance of the Committee
on Interstate and Foreign Commerce of the United House of
Representatives of Peter Van Oosterhout, September 28, 1978.



384

Whatever arguments may be raised in support of imposing
these myriad restraints, history has demonstrated that they have
not worked. They have not served to protect investors in
venture capital companies. They have served only to prevent
there being any such investors to be protected. Nor is it
constructive to argue that businessmen ought not to object to
these "protections" and would not if their motives were
honorable. They do object to these for good reasons quite
irrelevant to honor and fairness., If it is in the public
interest to encourage more venture capital investing, some-
thing obviously must be done to make the legal and .regulatory
environment, if not attractive, at least bearable, for publicly-

held and financed venture capital companies.



BIGNIFICANT PUBLIC ISSUES OF VERTURE CAPITAL cnmmués BINCE WORLD MAR II

Original Mawe of Company

Location (Current Nawe)
} 8 Asericas Re ch & Devel Corp.
Boston, Massachusetts
(Textron, Inc.)
2. Hidwest Techriical Development Coxp.
Mlnneapolis, Minnesota
(Midtex, Inc.) :
3. *glectzonics Capital Corp.
San Diego, California
{shelter Resources, Inc.) ‘
4. *Allied Small Businesas Investment Co.
Washington, D.C.
(Allied Capital Corp.)
5, tGreater Washington Industrial Investsments, Ino.

Washington, D.C.
{Greator Washington Investors, Inc.}

6. *Flrst Midwest Small Business Investment Co.
Hinneapolls, MHianesota
(First Mldwest Corporatiom)

7. *Growth Capital, Inc.
Cleveland, Ohio
(Park-Ohio Industries, Inc.)

8. *Continental Capital Courp.
San Franclsco, California
{Same)

* wsent public as licensed SBIC
B.2. = Best efforts or non-underwritten issue .

Date
1946-1951
4/~/59
8/9/60
$/~/59
1/-/60

6/8/59
1/6/61

1/3/60

4/21/60
2/24/69

S/~-/60
1/29/69

6/8/60

6/21/60
8/24/6%

Wumber Amount
of Price of
shares per Offering
{000) ghare
300 B.E. $2% $ 7,500
100 40 4,000
350 24.70 0,645
500 3.7 1,878
561 4.75 2,667
1,800 10 18,000
612 27 16,937
100 B.B. 11 1,100 -
300 10 5,000
147 27.50 4,046
110 7.50 625
150 17 2,550
500 20 10,000
238 14 3,29
175 15 1,62%

CURRENT STATUS

Ro_longer Registered Under 1940 Act

Registered Merged Converted Current
Under with to ‘ Venture
1940 Operating Operating Capital
Act _Company =~ _Company _Liguidated Activity

X Venture
Capital
Subgidlary
x Hone
4 Rone
% 8BIC
Subsidiary
} § sBIC
X SBIC
Subsidiary
x Hone
x sBIC

G8¢



Significant Public Issues of Capital Companies Since Horld War 1I

Paga Two
CURRENT STATUS
Ho longer Registered Under 1940 Act
ll-ﬁcx Amount Registered Merged Converted Current
of Price of Under with to Venture
Original Hane of Company : Shares per Offering 1940 Operating Operating Capital
Sequence location {Current NHame) Data {000) Share _($000) Act _Company = Company  Liquidated Activity

9. *the Pranklin Corporation 6/29/60 1,000 $ 10 910,000 x sBIC
Hew York, New York . )

{Sama)

10. *Texas Capital Corp. 7/14/60 475 [ 3 2,850 x SpIC
Georgaetown, Texas 9/14/61 3,000 7.7% 1.75%0 Gubsidliary
(Telecom Corp., liouston)

1n. sFlorida Capital Corp. 1/29/60 950 ] 7,600 x None
Palm Beach, Florida 8/23/61 488 7.75 3,785
{Same) )

12, *Pachno-Fund, Inc. 0/18/60 450 12.50 5,625 X Nona
Columbus, Ghio N
[ ]

13, *NMarzagansett Capital Corp. 9/8/60 500 n 5,500 X * sBIC
Providence, Rhode l1sland
{5ame)

14. *poston Capital Corp. 9/13/60 3,500 15 22,500 b 0 None
Boston, Massachusetts
{BCC Industries, Inc., Cleveland, Ohio)

15. *Venture Capital Corp. of Amserica ' 9/15/60 338 7.5 2,438 4 sBIC
How York, Hew York
{Royal Business Funds, Inc. =~
marged in and took control)

16. sCapital iInvestments, Inc. 9/9/60 60 11 660 §BIC
Milwaukeo, Wisconsin 1/-/69 ? ? ?

{Sane)

ot EBIE rveatnonts ot Eetathad in a::pary‘ tut s0ld to
nvi 8 4 a B0,
Schooner Capital Corp., a p:lvatemn "gslc.

98¢



8ignificant Public Issues of Venture Capital Companies Since ¥orld ¥ar 3L
Page Three

nce

17,

18,

20.

21.

22,

23,

24,

original Name of Company
Location (Current Nawe)

evirginia Capital Corp.
Richmond, Virginia
(Same)

sglectro-science Investors, Inc.
Dallas, Texas
(LTV Ling Altec, Inc. ?)

snid-States Business Capital Corp.
=)

‘Plret Connecticut Small Business Investment Co.
Bridgeport, Connecticut
{Sane)

spidland Capital Corp.
New York, Mew York
(Same)

. *Business Capital Corp.

Chicago, 1llinols
(Dallas Busincss Capital Corp., Dallas, Toxas)

scitizens & Southexn Capital Corp.
Atlanta, Georgla
{C & 8 Bank Corp.)

*Marine Capital Corp.
Milwaukes, Wisconsin
t-)

*  gent public as licensed SBIC
B.E. = Best efforts or non-underwritten lesue

Date

10/19/60

10/271/60

11/3/60

12/8/60
12/11/62
3/15/6%

2/3/6)

2/9/61

3/23/61

311/30/67

4/5/61

Ho longer Registeved Under 1940 Act

Wumber t 9i L] ged
of pPrice of Under with
Shares per Offering 1940
{000} share _($000) Act
60 $410.30 §$ 630 X
m 1n 8,492 X
s n 2,475
110 B.8. 10 1,100
75 7.%0 863
80 12 963
3,300 12.50 16,250 b
$00 10 $,000 x
300 5.50 1,650 X
390 7.50 2,915
n? 15 10,758

' Operating Opersting
_Company _Company

Current
Venture
Capital
Activity

SBIC

§BIC
Inactive
sBIC

8BIC

Hone

188



+ significant Public Issues of

e Capital

ies Sioce World War I1I

Page Four

Sequence
25.

26.

27.

28.

29.

3.

32.

Original Hame of Company
Location (Current Name)

*st. Louis Capital, Inc.
6t. Louls, Missouri

Date -

6/8/61.

(Westgate California, Ean Dlego, Califormle)

*Southwestern Capital Corp.
San Diago, Calitfornia
(Intermark Investing Co.)

*Capital for Technical Industries, Inc.

Los Angeles, California
{Cap Tech, Inc.)

4¢Southeastern Capital Corp.
Hashville, Tennessee
(Same, Atlanta, Georgia)

*First SBIC of New Jersey
Hewark, New Jersey
(5ame)

Ay
*Capital Southwest Corporation
Dallan, Texas
{Same)

*Science Capital Corporation,
Philadelphia, Pennsylvania
{Abacus Pund, Inc., Nsw York)

*Gul f-Bouthwest Capitsl Corp.
Houston," Fexas
-)

¢ Ment public as licensed SBIC

6/-/61

6/22/61

7/12/61

1/12/81

1/11/63

1/20/61

8/8/61

Rusber Amount
of Price of
Shares per Offering

-{000)  Share _{3000)

7% s10 7,500
1,500 3 4,500
600 10 8,000
530 12.50 6,630
300 12.50 3,750
1,300 n 14,300
500 8 4,000
1,350 12 16,200

CURREN? STATUS

Under
1940
Act

No_Longer Registered Under 1940 Act
Registered Morged Converted

with to
operating Operating
_Company _Company

Curxent
Venture
Capital
Activity

Hone

Liquidated

Rone

886

SBIC
Subsidiary

. 8pIC

SBIC
Subsidiary



Signiticant Public

of pital 1

Page Pive

Sequance
33.

4.

3s.

7.

aa.

33.

40,

¢ Went
B.E. =

original Ramae of Company
Location {Curxent Mame)

*Businass Funds, Inc.
lioustan, Texas
{ th 1 { ing Co.)

*Cantral Znvestment Corporation of Denver
Denver, Colorado
(Nortimest Growth Pund)

*Food & Drug Capital Corp.
Chicago, Illinois
(Advance Growth Capital, Maywood, 1llinois}

*Californis Growth Capital
San Francisco, Callfornia
(Pirst Southexrn Corporation)

*Water Industries Capital Corp.
New York, New York

*Andexson New England Capital Corp.
Boston, Massachusetts

*Spall Business Investment Company of Hew York
New York, New York

aplit (8BXIC - N.Y¥., Washington, D.C.)

into (Creative Capital Corp., Hew York, I.l.;
(name changed to Clarion Capital Qorp, 1973
*Monmouth Capital Corporation

Freehold, Now Jersey

{same)

public as licensed SDIC
Best efforte or non-undervritten iesue

Since World War II

Date

a/23/61

9/5/61

9/26/61

10/11/61

10/16/61

10/26/61

11/8/61

11/14/61
4/-/65%
6/30/66
3/-/68

Rusber

ot
shar

{o00)

1,750

400

200

173

ars

kL]

38
49

Amount
frice ot
per Offering

$11 419,250

Undet
1940

CURRENT ETATUS

$o Longer Registared Undex 1940 Act

Registered Marged Converted Current
with to Venture
Oparating Oparating Capital
ghare _($000) Act _Company = _Company _Liguidation Activity
Hone
3.7% 6,378 4 §8IC
Subsidiary
10 4,000 SBIC
12.% 2,500 x? ?
n 5,300 X -
13 2,625 x? -
20 117,500 sB1C
sBIC
10 1,000 sBiIC
08.%0 326
6.50 m

688



Significant Public Issues of Venture Capital Coopanies Since World ¥ar 1II

Page Bix
Original Hame of Company
Sequence Location {Current Rome)

41. *Siexrra Capital Corporation
San Francisco, Californis
{Sama, Los Angeles, California)

42. ¢Illinois Capital Investment Corp.
Chicago, Illinols

43. *Westland Capital Corporation
Beverly Bills, California
(Same, Minneapolis, Minnesota)

44. *Dolta Capithl Corporatton
Hew Orloans, Louislana

45. *Developers Small Business Investment Corp.
Englewood, New Jersey
(struthors Capital Corp.)

46. *Puerto Rico Capital Corporation
8an Juan, Puerto fico
-)

47. *La Salle Street Capital Corp.

Chicago, l'lltnola
{(Atlanta-La Salle Corp.)

48. «Carolinas Capitsl Corporation
Charlotte, North Carolina

* yent public as licenscd 5BIC
¢+ BBIC presently in process of liquidation.

Date

1/3/62

1/4/62

1/23/62

3/-/62

¥/-/62

4/-/62

4/24/62

3/25/69

5/8/62

Wumber
of
shazes

~{000)
1,000

135

!

158

250
100°

250

Amount
Price of
per Offering
Shaxe _(§000)
$10 10,000
10 1,35
11 10,68}
11 1,701
H 3,000
10 3,000
9 2,250
13.7% 1,375
10 2,500

CURRENT STATUS

Yo longer Registered Under 1940 Act

Registexed Merged Converted Curreat
Under with to Venture
1940 Operating Operating - Capital
Act _Company _Company  Liquidated Activity

x -
x? -

X(10%) X{30%) 8BIC
x -

x sBIC

Subsidlary

x -

xe* s81C

Subsidiary

! -

06¢
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HEIZER CORPORATION
AND
THE INVESTMENT COMPANY ACT OF 1940*

The purpose of this ‘memorandum is to descxribe in
summary form the principal legal problems which Heizer Cor-
poration (including its wholly owned subsidiary Heizer
Capital Corporation, jointly referred to herein as "Heizer")
would have encountered if it had been formed originally as
an investment company registered under the Investment Com-
pany Act of 1940 (the "Act"), as well as the principal
problems which it could reasonably anticipate as a result of
such status if it were to register under the.Act at this
time.

Background

Heizer Corporation was organized in 1969 to finance
the equity capital requirements of major new growth companies.
It was funded with $81,100,000 of capital provided by a group
of 35 sophisticated institutional and individual investors.
Heizer Capital Corporation, a wholly owned subsidiary and

licensed SBIC, was organized in 1974. In 1977, the interests

*This memorandum was prepared in December, 1978 by McDermott,
Will & Emery who have been corporate legal counsel to Heizer
Corporation since it was incorporated in December, 1968. John
H. McDermott, a partner in this firm, is also a director and
stockholder of Heizer Corporation.

EXHIBIT ._B__—-
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of certain investors were repurchased by Heizer Corporation in
connection with a recapitaliéation. It currently has 29 invest-
ors in addition to its management (see list of investors
attached) . Asince 1969, Hei;er's funds have been invested in a
diversified portfolio of 32 companies. Some of these invest-
ments have been sold or written off. At June 30, 1978,

Heizer had investments in 20 of these companies (see attached
list of cpmpanies financed). Its financial position on that

date and that of its SBIC subsidiary were as follows:

Heizer Heizer Capital
Corporation Corporation
Total Assets $205,597,650 $12,039,460
Investments - 178,421,176 10,737,891
Debt ' 25,000,000 -
Equity 142,692,918 11,723,174

Pursuant to agreements with its investors, Heizer has been
prohibited from investing at cost more than 15% of its assets
in any single investee. At June 30, 1978, due to appreciation
_of certain investments, the fair value of its investments in
Amdahl Corporation, Fotomat Corporation apd NCR Corporation
(resulting from an acquisition by NCR of Data Pathing, Inc.)
constituted approximately 70% of its total assets. If the

needs of its investors for liquidity in their investments can
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be met otherwise than through liquidation of Heizer's portfolio,
thereby permitting Heizer to continue to remain in its bu;iness,
Heizer's management believes that it will continue to develop
companies of substantial value.

Transactions with Affiliates

) Looking at its investment transactions both historically
and prospectively, Section 17 of the Act clearly would present
the most significant legal problems to Heizer if it were
registered under the Act. The whole philésophy.underlying this
section which with few excéﬁtions effectively prohibits all
transactions, including joint transactions, involving a regis-
tered investment cémpapy and affiliates, is essentially incon-
sistent with the realities of the business world within which
Beizer has operated and must operate in the futufe, if it is
to continue in its business.

Depending upon the degree to which investments in
Heizer by related investors may be aggregated, Heizer currently
has eight corporate investors who could be deemed to be its
affiliates, based solely upon their ownership of 5% or more of
Heizer's voting securities (Citibank, Bankers Trust, St. Paul.
Companies, University of Rochester, Manufacturers Hanover,
Employers Mutual, First Ngtional Bank of Minneapolis and Robert
Barker/wWwm. A.M. Burden.Company). On a pfo forma basis, depending

upon when outstanding warrants are exercised, it would have other
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investors who could be deemed to be affiliates based upon their
percentage stock ownership (Northwestern University, Northwestern
Mutual and Prudential). As noted on the attached }ist of com-
panies being financed, and again based solely upon its percentage
stock ownership, Heizer is, or on a pro forma basis assuming
exercise of presently held warrants and conversion privileges,
would become an affiliate of practically all of its significant
investees except NCR. In many cases, including Amdahl and
Fotomat where less than 25% of the investee's voting securities
are owned, Heizer clearly controls the investee or shares

control with another party.

Investing in new and young companies is a risky
business. The number of institutions and individuals willing
to invest substantial money in such businesses is guite
limited. No sgnsible and prudent investor parts with his
money unless he can control its application or knows and has
confidence in someone else who will be controlling the
investee. The whole venture capital industry is based upon
personal contact, the people with whom the venture capitalist
has worked in the past, and the people in whom the venture
capitalist has confidence. 1In the venture capital business,
khowing and having confidence in another party to control an
investee is not based upon the other party's name but rather

upon knowledge of and experience with the individuals involved,
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and that knowledge and experience can be acquired only by
working with them. Accordingly, as a leading venture capital
£irm, Heizer has been a party to numerous investment trans-
actions with companies with whom it is affiliated or has had past.
investment experience, which would have been prohibited under
Section 17 of the Act if Heizer had been a registered invest-
ment company. Further, Heizer and companies with whom it is
affiliated have been involved in many transactions which,

. because of the extreme complexity and vagueness of the language
of Section 17 and the rules and regulations thereunder, may
have been prohibited.

By way of illustration, Heizer frequently makes folloﬁ-
on investments in companies with which it is affiliated. Between
1970 and 1975, Heizer invested over $ll1 million and acquired
a 24% ownership position in Amdahl in a series of 43 transactions.
Seriatim investments of this nature are not unusual. In con-
nection with its investments in Fotomat, Heizer was a party to
five transactions between 1969 and 1974. 1Its investments in IDC
Services, Nortec and Omex each involved more than 40 transactions.

In order to Attract and motivate highly skilled
personnel needed to manage its investments and supervise the
affairs of investee companies, Heizer from the time of its
formation has employed a numper of incentive compensation

programs, including an investment participation plan whereby
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officers of Heizer have made parallel investments in investees
at the same time and upon the same terms as Heizer. Invest-
ment participations constitute a financial interest by an
officer of Heizer such that the relief from Section 17(a)
afforded by Rule 17a-6 would not have been available to Heizer.

Directors and investors in Heizer have also made paral-
lel investments in investees affiliated with Heizer. For example,
in 1972 when Amdahl had an offering of convertible subordinated
notes, one part of the issue was purchased by Heizer and some
of the other parts were purchased on exactly the same terms
by a director of Heizer and by four other investors in
Heizer. Citibank, Employers Mutual, Northwestern University,
Prudential and other Heizer investors independently have made
or are considering investments in companies affiliated with
Heizer. Several of them have also made substantial purchases
of products or services from Heizer's investees. Two invest-
ment bankers who are investors in Heizer (William Blair and
First Boston) have managed or co-managed public offerings of
securities by Heizer's investees.

To trace the relationships involving Heizer's
affiliates and the affiliates of those affiliates produces
patterns which are extremely complex and in many cases depend
upon information which is not available to Heizer. For

example, Chase Manhattan Bank is not an affiliate of Heizer

55-753 0 - 80 - 26
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but is an affiliate of Omex which is Heizer's affiliate.

Heizer cannot possibly know the relationships beﬁween Chase
Manhattan Bank and all of its affiliates. Similarly, Heizer
shares control of Fotomat with Bessemer Securities which.has
affiliates and affiliates of affiliates, some of whom are
affiliates, or are affiliates of affiliates of Heizer. If
Heizer were a registered investment company, it would have great
difficulty sorting out all of these types of relationships in

order to comply with Section 17 of the Act.

Apart from its problems in complying with Section
17 of the Act with respect to investment transactions, Heizer
would have had significant problems at the corporate level
in complying with other sections of the Act if it had been a

registered investment company.

Capital Structure

Heizer was orqanizéd to provide investors with
a means for participation in the venture capital field. 1Its
capital structure was carefully designed to meet different
* tax and legal }equizements and varying risk-reward preferences
of potential investors. That structure included senior notes
and preferred stock, both of which were convertible into and

carried warrants to purchase.common stock. Heizer's initial
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offering was successful and its capital was raised through
sale of $31,500,000 of notes and $49,600,000 of preferred
stock. If Heizer Corporation had been a registered investment
company, its capital étructure clearly would not have complied
with the requirements of Section 18(a) of the Act relating
to asset coverage and the terms of senior securities, nor
would it have complied with Section 18(d) of the Act pro-
hibiting the issuance of warrants and convertible securities.
It is quite possible that Heizer could not have been success-
fully financed. This has little bearing on.Heizer today but
is relevant to the question of whether other firms like
Heizer could be formed today.

If Heizer were to register under the Act, itg
presently authorized securities would have to be modified
to meet the provisions of §18(a) (2) and it is unclear whether
the continued existence of warrants, convertibility of
Class B Common Stock into Common Stock and the status of
Common Stock as a senior security would comply with §18 of

the act.

Comoensation of Key Personnel -

Heizer has utilized qualified and non-~qualified
stock obtions as incentives for key members of its management,
including its Board of Directq;s. These options would have

been issued in violation of Secticn 18(d) of the Act.
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Change in Investment Company Classification

If it had been registered under.the Act, Heizer
initially would have been classified as a "diversified company,”
as defined in Section 5(b){(l) of the Act. To continue its
classification as a diversified company, no more than 25% in
value of its total assets could have been invested in securities
which, as to any one issuer, had a value greater than 5% of
Heizer's total assets or constitute more than 10% of the out-
standing voting securities of such issuer. Within three years
from its formation, Heizer would have ceased to be a diversified
company as defined and would have done so without approval of
its stockholders as required by Section 13(a) of the Act.

At June 30, 1972, Heizer's balance sheet reflected total
assets of $93.7 million, including investments in 3 issuers
(Amdahl, Fotomat, and IDC), each of which were valued at
more than 5% of Heizer's total assets and in the aggregate
were valued at 26% of total assets. Subsequently, Heizer
made additional investments in each of these companies.
Dividends '

To date Heizer has not paid any dividends and
therefore would not have encountered problems in this area
if it had been a registered investment company. Prospectively,
Heizer could have some difficulty living with Section 19 of
the Act which regulates payment of dividends by registered

investment companies.
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Heizer is subject to federal income taxes in the same

manner as most other corporations. If it were registered under

the Act, it woulq not qualify currently for tax treatment as a
"regqulated investment company" because its portfolio does not meet
the diversification requirements of Section 851 of the Internal
Revenue Code. The recapitalization which occurred in 1977 was de-
signed, among other things, to permit continuation of a company's
business development program, provide financial flexibility

by eliminating senior securities with their sinking fund,
interest and preferred dividend requirements, enhance the
company's ability to use all tax losses, and create a founda-
tion for paying dividends in cash or securities. It is
contemplated that substantial dividends of securities will

be paid in the future. The timing of such dividends in kind

will depend upon many factors, including market conditions
relating to the particular security to be distributed and,

of course, these will vary from time to time with respect

to different securities. Accordingly, it may be advantageous

to distribute different securities as dividends at different
times within a taxable year. Section 19(b) of the Act

makes it unlawful for a registered investment company to
distribute long term capital gains more often than once a

year, subject to such rules, regulations or orders as the

Commission may proscribe. Although the Commission has adopted
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Regulation 270.19b-1(c) which permits a registered investment
company to request permission to pay dividends of long term
capital gains in a taxable year which would otherwise be
prohibitea, this provision is predicated upon there being
"unforeseen circumstances in a particular taxable year" and

Heizer could have difficulty justifying a request for exemption

on this basis.

Sale and Repurchase of Heizer Securities

As further incentive for its key personnel, Heizer
historically has sold Class B common stock to its directors
and certain of its employees and for many years has repurchased
such stock upon termination of employment. These transactions
were based upon values determined monthly by Heizer's valuation
committee employing valuation procedures approved by the Board
of Directors. The valuation process results in substantial
discounts being taken from quoted market values of publicly
traded securities and additional discounts from underlying
market value in determining the fair value of Heizer securities.
Absent a favorable order by the Securities and Exchange Commis-
sion, it would appear that these transactions would have violated
provisions of Section 23 of the Act, because among other things
the prices at which they took place were less than current net
asset value per share.

In 1977, Heizer repurchased approximately $15 million
of its securities from certain ;nvestors and éold a portion

of those securities after the recapitalization to First
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Boston Corporation. These transactions were based upon a
negotiated price which also would appear to have been in
violation of Section 23 of the Act.

Heizer expects that in the future it may again
repurchase some of its securities from employees or other
investors. For Heizer to operate as a registered investment
company would seem to require that it adopt some form of
mutual fund accounting and buy and sell its own securities
at current net asset value. This could be very troublesome
in view of the fact that historically shares of closed end
funds have traded in the market at a discount from their
underlying market value.

Administration

Heizer has not but presumably could comply at

considerable expense with the administrative provisions of

the Act.
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HEIZER CORPORATION

INVESTORS

The American Museum of Natural Ristory

* The Art Institute of Chicago

Bankers Trust Company

Robert R. Barker & Co.

William Blair & Co.

William A. M. Burden & Company

Citibank, N. A.

The Citizens and Southern National Bank

Donald F. Eldridge

Employers Mutual Liability Insurance
Company of Wisconsin

Employers Mutual Retirement Trust

The Pirst Boston Corporation

First National Bank of Minneapolis

Dr. George Kozmetsky

Manufacturers Hanover Trust as Trustee:
Chrysler Corporation Pension Plan
Chrysler Corporation UAW Pension Plan
Union Carbide Corporation Pension Plan

John H. McDermott

Minnesota Mutual Life Insurance Company

North American Company

The Northwestern Mutual Life Insurance Company

Northwestern National Life Insurance Company

Northwestern University

The Ohio National Life Insurance Company

The Prudential Insurance Company of America

The St. Paul Companies, Inc.

The Board of Trustees of Stanford University

The Regents of the University of California

University of Rochester

New York, New York
Chicago, Illinois
New York, New York
New York, New York
Chicago, Illinois
New York, New York
New York, New York
Atlanta, Georgia
Atherton, California

Wausau, Wisconsin
Wausau, Wisconsin

New York, New York
Minneapolis, Minnesota
Austin, Texas

New York, New York

Chicago, Illineis

St. Paul, Minnesota
Ft. Lauderdale, Florida
Milwaukee, Wisconsin
Minneapolis, Minnesota
Evanston, Illinois
Cincinnati, Ohio
Newark, New Jersey

St. Paul, Minnesota
Stanford, California
Berkeley, California
Rochester, New York
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HEIZTR COMPORATION HETZTR CAPITAL CORPORATION®

TOVDANY

AMDANL CORPORATION
Sunnvvale, Californis

CADIASSIST CORPORATION
Holfman Eetates, [liinols

COXODDITIZS CORPORATION
Peincetcn, New Jersey

THRT COMMDD0RE CORPORATION
Danville, Virginia

COMPUTIR CONSOLRS, INC.
Rochaster, New Yotk

coN PRORCTS o8
Tding, Hinnesota

DATA 100 CORPORATION
Pionetonks, Xinnesots

TEDERAL EXPRESS CORPORATION®
Hamphis, Tennesses

POTOMAT CORPORATION
Scamford, Coonscticst

IDC SERVICES, INC.
(icagn, Illinois

TYTREMATIONAL SAPITAL ZQUIPMENT LID.
Chicago, Illinois

MATTRIAL SCILWZES CORPORATION
Elk Crove Village, Illinots

NCR CORPORATION
Dayton, Ohio

KOWTSC ZLECTRONIZS CORPORATION *
Santa Clara, Caltfornia

OMEX (Torrarly Precisica Inscrumenr Co.)e
Sanca Clara, Califoruia

PARANYSE CORPORATIS
Largo, Florida

2ED CARPET Tirws, INC.
Oaytona geach, Florida

SPECTRA-PHYSICS, [NC,
Mountain View, California

STRATFIRD OF TEXAS, HF.
Houston, Texas

VILCOR, INC./*
VACATION REZSORTS, INC.
Aspen and Vail, Celorade

(NACTIVE COMPANIES
(Informaction Mapazemsnc
Incernacional, Inc.)

COMPARCES FINANCED
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| EXHIBIT II

DRAFT: 12/13/78

‘Proposed addition to Section 3{c) (3) of the Investment
Company Act of l940£

(3) . . .; any issuer engaged or proposing tp engage princi-
pally ip the business of furnishing capital to ihéustry, financinc
promotibnal enterérises, purchasing securities of issuers for
which no ready market is in existence, or reorganizing companies '
or similar activities; provided, that at least 60% in cost of the
securities held by such issuer (exclusive of government securitie:
short term paper and other cash items) consists of (a) securitieg'
acquired directly from the issuer thereof in a transaction ox
transactions not registered under the Securities Act of 1933 or
bursuant to the exercise of options, warrants orx rights acguired
in such transactions, (b) securities received in exchange there-
for in a reorganization described in Sections 368 or 371 of the
Internal Révenue Code of 1954, as amended, or in any exchange
offer, and (c) securities distributed on or with respect to any

such securities.
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EXHIBIT III

McDERMOTT,WIiLL & EMERY
It WEST MONROE STREET
CHICAGQ, ILLINOIS 606803

CABLE ACORESS 312-372-3000 MIAM! OFFICE
tiam LT orrees
TELEX NUMBER 700 BRICKELL AVENUE
a3s-3808 MIAMI, PLOAIDA 33131
February 15, 1979 308-388-8020

Mr. Sydney H. Mendelschn

Director, Division of Investment
Management

Securities and Exchange Commission

500 North Capitol Street

Washington, D. C. 20549

Re: EHeizer Corporation

Dear Mz. Mendelschn:

At our meeting in your office on Januaxy 31, you
asked for information concerning the current value of Heizer
Corporation's investments, the manner in which Heizer's
officers and directors are compensated and a list of actual
transactions involving Heizer which would or might have re-
quired approval by the Commission under Section 17 of the
Investment Company Act of 1940 if Heizer had been a registered
{nvestment company. (References herein to Heizer include its
wholly owned SBIC subsidiary, Heizer Capital Corporation.)

Investment Values

Enclosed is a schedule showing both the cost and
fair value of Heizer's investments as of June 30, 1978 (Heizer's
figcal year end) and December 31, 1978, Each year in connec-
tion with the audit of Heizer's financial statements by Arthur
Andersen & Co., Heizer obtains a report from independent
appraisers, Duff and Phelps, Inc., as to the reasonableness
of the investment valuations. A copy of the Duff and Phelps
1978 report is also enclosed.

Management Compensation

Heizer's officers and directors are compensated in
various ways, all desicned to highly motivate the individual
involved while assuring a common interest with its investors.

Heizer was organized to provide a mechanism for insti-
tutions and others to invest ia the venture capital field.
Most institutions have great difficulty making venture capital
investments directly. Part of this difficulty arises f£rom the
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fact that an equity oriented venture capitalist must have many
of the skills of an entrepreneur (i.e., he must be able to
think and act like an entrepreneur). In addition, he must be
highly motivated (which usually translates into being highly
compensated either currently or prospectively) to be willing
to work under the unusual pressures and spend the extraordinary
number of hours involved in finding and successfully developing
new and unproven companies into profitable enterprises. AaAn
entrepreneur who attempts to organize and build a substantial
new company undertakes an enormous task which involves consider-
able risk and a major perscnal commitment of his time, skills
and other resources. For an equity oriented venture capitalist
to be successful requires that he assume similar risks and a
similar personal commitment. Most institutions are unwilling to
make exceptions to their established compensation structure,
staffing and other corporate policies necessary to attract
;he kind of individuals needed to work in the venture capital
ield. ’

Heizer's conflict of interest policies are designed
to assure continuity of interest between management and
Beizer's investors. These policies are very broad and have
been in existence for many years. They prohibit Heizer's
officers and directors from taking any action or getting
involved in any situation which conflicts or might conflict with
the interests of the corporation. Specifically, they restrict
all transactions in securities of companies in which Heizer is
considering or has made investments, transactions based upon
or disclosure of confidential information, trading transactions,
employment or association with or employing people from com-
panies in which Heizer is considering or has made investments,
acceptance of favors or gratuities, and direct or indirect
participation in reciprocal arrangements. They require that
each officer and director enter into a professional agreement
covering the spirit and the letter of the policy and report
. quarterly or on a more frequent basis any deviations. No
deviations are permitted except with approval of the whole
Board of Directors. Although not required to do so by law,
Heizer distributes in connection with its annual meeting a
complete proxy statement disclosing all known conflicts of
interest including potential conflicts of interest. The selec-
tion of Heizer's auditors, appraisers and outside corporate
counsel is submitted for approval of the investors annually,
and outside corporate counsel performs a legal review each
year of these and other matters.

To conduct its business, Beizer believes that it is
essential that principal members of its staff have a signifi-
cant personal financial interest in Heizer and its investees
and that such financial interest be acguired, maintained and
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disposed of only in accordance with Heizer's policies. Heizer's
compensation package consists of three basic elements: (1)
salary, regular bonuses and normal fringe benefits, all designed
to be competitive with what the individual could earn elsewhere;
(2) ownership of Heizer stock (ten percent of Heizer's common
stock is reserved for management); and (3) some form of invest-
ment participation or bonus award tied directly to the perfor-
mance of investee companies. The mix between these elements
depends upon the individual's role in the organization. For
example, members of the Board of Directors receive customary
directors' fees for meetings and committee work and all of them
own or have options to buy Heizer stock. Currently, E. F.
Heizer, Jr., who is Chairman and President, receives a salary,
participates in a bonus pool and is the largest individual
stockholder. Other officers and employees are compensated on a
similar basis. 1In many cases, their Heizer stock is in the

form of stock options.

Prom the beginning, Heizer has offered investment
participations to officers working directly on the development
of an investee company. The form of the participations varied
from time to time but essentially they were designed to give
the officer(s) working with a particular investee company an
interest (on the same basis that Beizer acquired its interest)
of up to 1% in the aggregate of Heizer's investment in that
. company. The participations were structured so that they
would continue to be parallel to Heizer's investment and the
officers effectively were required to purchase, hold, sell or
otherwise deal with their participation in the same way Beizer
deals with its share of the investment. The officers also
were reguired to pay their pro rata share of direct expenses
incurred in connection with the investment. Since very few of
Heizer's officers could afford to buy the participations out-
right, they were financed by Reizer in exchange for the officer's
notes. Upon termination of employment, the officers were
required to satisfy their notes and frequently sold their parti-
cipations and their Heizer stock to Heizer at their then fair
value. -

In 1977, after a careful study by McKinsey & Co.,
the framework for establishing an annual bonus pcol was devel-
oped, tied 50% to Heizer's performance as an operating company
(1.e., considering growth in Heizer's share of pre-tax earnings
of its investee companies) and S50% to its performance relative
to selected growth stock funds (i.e., considering year to year
changes in the value of its investments). The bonus pool was
established to supplement investment participations which had
become a less significant part of the compensation package
because Heizer had stopped making new deals. The discontin-
nance of new deals was necessary in order to permit continued

-
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financing of existing investees and to provide for the anti-
cipated liquidity requirements of Heizer's own investors with
respect to their investments in Heizer.

Section 17 Problems:
Determination of Affiliates

A threshold problem in discussing the application of
Section 17 to Heizer if it had been a registered investment
company is to determine who are its affiliates. Looking down-
stream, the first-tier of affiliates (principally investees in
which Heizer has more than a 5% stock interest) is fairly easy
to determine if Heizer's stock interests are considered on a
pro forma basis (i.e., assuming exercise of all presently exer-
cisable warrants, conversion rights, etc.).

The most important time for determining affiliate or
non~-affiliate status is when a transaction by Heizer with an
investee is proposed. For a number of reasons, including the
inability or unwillingness of entrepreneurs managing investee
companies and others financing these companies to plan ahead or
admit their need for the venture capital, it is common practice
in the venture capital field for transactions subsequent to the
initial transaction between a venture capitalist and an investee
to be completed within very short time frames (measured by hours
or days) and frequently in a crisis atmosphere. The investee is
usually out of money and past due on existing obligations. The
investee knows that Heizer can exercise its warrants or conver-
sion rights at any time and therefore, in thinking about Heizer's
voting power, considers the securities which Heizer holds as if
they were exercised. In view of the decision in Midland Capital
Corp. and Thomas E. Connett (SEC 1974) '73-'74 CCH Dec. 979,813,
and the fact that Heizer's ability to influence the management
and policies of an investee increases considerably when the
investee is in that situation, we have for purposes of this
letter considered Heizer's stock interests on a pro forma basis
in determining its first-tier downstream affiliates. First-
tier downstream affiliates based upon pro forma stock ownership
were identified in the list of companies financed attached to
our memorandum, Exhibit B to the submission on Venture Capital
Companies and The Investment Company Act of 1940 dated December 20,
1978. In most cases, Heizer also is in a position to know the
identity of its second-tier downstream affiliates.

Our earlier memorandum identified eight corporate
investors who could be deemed to be first-tier upstream affil-
ilates based upon their ownership of Heizer stock (Citibank,
Bankers Trust, St. Paul Companies, University of Rochester,
Manufacturers Hanover, Employers Mutual, First National Bank
of Minneapolis and Robert Barker/Wm. A.M. Burden Company) and
three other investors who, depending upon when outstanding
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warrants are exercised, could be deemed to be affiliates

based upon their stock ownership (Northwestern University,
Northwestern Mutual and Prudential). For purposes of this
letter we have assumed that all of these investors are first-
tier upstream affiliates of Heizer. Although Heizer could
probably identify those second-tier upstream affiliates
resulting from the affiliation of its directors, officers and
employees, it is practically impossible for Heizer to identify
its second-tier upstream affiliates resulting from the affilia-
tion of the institutions named above. When several of Heizer's
major investors were questions about the number of companies
(public or private) in which they held a 5% stock interest,
they did not know the answer immediately but estimated that the’
number was quite large.

wWith this background, the problems which Heizer would
have encountered if it had been a registered investment company
as a result of actual transactions which would or might have
required advance approval by the Commission under Section 17 of
the Investment Company Act of 1940 may be illustrated by the
following history:

Amdahl Corporation

Amdahl Corporation has been one of the most successful
new business ventures in American history. Founded in 1970 (with
agsistance from Heizer) by Dr. Gene Amdahl, who left IBM with the
goal of producing more powerful computers to be competitive with
IBM, amdahl in 1975 successfully introduced a new generation of
large scale computers to the marketplace. Revenues and net income
for the year 1978 were $320,900,000 and $48,200,000, respectively.
Currently, Amdahl provides jobs for 2,950 employees and pays
federal and state income taxes at an annual rate of over
$35,000,000.

Approximately $50 million was invested in Amdahl before
its first computer was installed. Over a period of five years,
Heizer .invested $11.2 million of this amount. Heizer's invest-
ment at December 31, 1978 was valued at $146.1 million. Amdahl's
existence today results in large measure, if not entirely, from
the fact that Heizer and others who had confidence in Heizer's
judgment, ability and perseverance led the financing of Amdahl,
particularly in the early rounds when equity capital was desper-
ately needed and was practically unobtainable from any source.

The first round of outside financing for Amdahl was
provided by Heizer starting in 1970. 1In a series of takedowns
over a period of about one year, Heizer purchased $2.0 million
of Amdahl's preferred stock with warrants. In late 1971, Heizer
purchased an additional $500,000 of this stock. On a pro forma
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basis, with its first purchase, Heizer immediately became an

"affiliate" of Amdahl and also acquired "control®”. With each
transaction, certain officers of Heizer whose duties were to

assist in Amdahl's development acquired investment participa-~
tions in Heizer's investment.

By 1972, Amdahl was out of money again. Despite
Amdahl's efforts with help from Heizer, equity venture capital
in significant amounts could not be located for a company such
as Amdahl which was in an early stage of development. Knowing
that it could not supply all of Amdahl's capital requirements
itself, Heizer attempted at its annual meeting to interest its
own investor group in financing Amdahl. Most of Heizer's in-
vestors declined. A Japanese computer company (Fujitsu Limited)
which was not an investor in Heizer, however, was very interested
and committed through its wholly owned California subsidiary to
invest $5.0 million on certain conditions including establish-
ment at a later date of a joint venture concerning development,
manufacture and sale of computers for international markets
outside of Japan and North America. Fujitsu also became an
"affiliate” of Amdahl. In late 1972, Amdahl also successfully
placed $7.2 million of senior convertible subordinated notes
with U.S. investors, including Heizer for $2.5 million ang,
with Heizer's approval, three Heizer investors (one of whom was
a director of Heizer, the second was a Heizer affiliate by reason
of stock ownership and the third was not an affiliate) for a
total of $2.6 million. A German computer company (Nixdorf
Computer AG) purchased $6.0 million of Amdahl common stock and
became an affiliate. At that time, it was planned that Nixdorf
would also become a joint venturer with Amdahl for manu-
facture and marketing of Amdahl's computers in Germany. In
1974-1975, more funds were advanced against the ultimate purchase
in 1975 by Fujitsu of $11.2 million and by Heizer of $6.2
million of convertible subordinated notes. Substantial additional
money and credit were advanced in 1974-1975 by Fujitsu through
its purchase of certain of Amdahl's inventories and equipment,
payments for development work, deferral on interest payments
on loans, manufacturing agreements-and numerous other transac-
tions. In 1976, Amdahl was recapitalized and had its first
public offering of common stock managed by The First Boston
Corporation. (A year later First Boston acted as Heizer's
investment banker in connection with an attempted private place-
ment of Heizer Corporation securities and subsequently became
an investor in Heizer. Two of the three investment banking
firms which assisted Heizer in raising its own capital in
1969 also were members of the Amdahl underwriting syndicate.

Heizer's Chairman and CEO has been a director of
Amdahl since 1972 and two other Beizer directors (both of whom
were original investors in Heizer) have also been directors of
Amdahl since 1974. All three Heizer directors on the Amdahl



415

Board as well as all other non-management Amdahl directors were
granted stock options by Amdahl under an Amdahl stock option
program which was designed to attract and retain highly quali-
fied people, including directors. Pursuant to Heizer's conflict
of interest policies relating to compensation received by Heizer
directors or officers for serving on investee companies' Boards
of Directors, these options were subsequently assigned to
Heizer.

Section 17 Problems If Heizer Ead Been Registered (partial list):

1. Since Amdahl became a controlled affiliate of
Heizer when the first investment was made, sub-
sequent investments by Heizer seem to be prohi-
bited by Section 17(a)(1). Rule l7a-6 would not
provide relief because Heizer's officers had a
financial interest in Amdahl through their invest-
ment participations or otherwise.

2. Financing of investment participations through
officer notes appears to violate Section 17(a) (1)
with no relief afforded by Rule 17a-6.

3. The officers originally assigned by Heizer to
assist in Amdahl's development are no longer with
Heizer. 1In some cases their investment partici-
pations and Heizer stock were repurchased by Heizer
apparently in violation of Section 17(a)(l) with no
relief afforded by Rule 17a-6.

4. Since Fujitsu was an affiliate of Heizer's affiliate
{(Amdahl), the numerous transactions between
FPujitsu and amdahl appear to violate Sections 17(a) (1)
or 17(a) (2) and the joint ventures, actual or planned,
between Amdahl and Fujitsu and between Amdahl and
Nixdorf appear to be in violation of Section 17(4d).

5. The investments in 1972 by two of Heizer investors
who were affiliated with it by reason of being a
director or by reason of stock ownership appear to
violate Section 17(a) (1) and, because of Heizer's
conflict of interest policies which in effect re-
quire that Heizer's director act in concert with
Heizer, also may be prohibited as a joint enterprise
under Section 17(d) with respect to Heizer's
director.

6. The issuance of Amdahl options to Heizer directors
serving on the Amdahl Board appears to violate
Section 17(d) with no relief afforded by Rule
178=-1(d) (5). Options issued to the rest of Amdahl's
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management (including options issued to represen-
tatives of Fujitsu and Nixdorf on the Amdahl Board)
also appear to be prohibited. The assignment of
options to Heizer may violate 17(a) (1l).

7. If Pirst Boston or the investment banking firms which
assisted Heizer in raising its own capital were
determined to be "principal underwriters" of Heizer,
their participation in the Amdahl public offering
appears to be prohibited by Section 17(d).

[Note: Heizer believes that everything that was done helped
1 and none of the transactions hurt Heizer's investors]

Omex (formerly Precision Instrument Company)

Omex was founded in 1958 to produce precision instru-
mentation for use in the space program. In the early 1960's
the company had a public offering of its stock and was involved
in significant research concerning high-density data storage
employing laser technology. Prior to Heizer's involvement with
the company, it was controlled by Chase Manhattan Capital Corpo-
ration ("Chase Capital®”) both through Chase Capital's stock
ownership and as a result of credit arrangements. The company
sustained substantial losses in the late 1960's and into the
1970's due to marketing and technical difficulties encountered
in introduction of new mass memory technology into the market-
place. By late 1973 the company was out of money and was
referred to Heizer for help. 1Initially Heizer advanced funds
on a demand note basis while the main financing terms were
being negotiated. In early 1974 Heizer purchased $3.5 million
of Omex's subordinated convertible notes entitling Heizer on
a pro forma basis to 66% of the common stock. Some of ,the con-
ditions of Heizer's investment in Omex were that Chase Capital
exchange certain Omex notes for common stock, that Omex's
real estate be sold and the proceeds used to retire a mortgage
held by Chase Capital, that a less ostentatious office be
acquired, that new management be installed, and that there'be
a restructuring of a $1.5 million obligation of Omex to United
California Bank in which Chase Manhattan Bank ("Chase Bank")
had a 50% participation. Simultaneously, Chase Capital pur-
chased $540,000 of Omex common stock and sold it to the new
management in return for their five-year notes., It was also
planned that the Omex Board of Directors be reconstituted to
consist of two members from Heizer, one member from Chase
Capital and two members of Omex management. Two Heizer officers
received investment participations in connection with this
financing.
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In 1975, Omex again was out of money and sought pro-
tection under Chapter XI of the Bankruptcy Act in March.
Heizer advanced small amounts of money in return for debtors'
certificates of indebtedness during April and May to keep Omex
alive while trying to encourage Chase Capital and others to be-
come investment partners. These efforts were not successful and
the company's plant was closed in May, 1975. A few days later,
in the crisis atmosphere which resulted from the shut-down, an
oral agreement was reached between Chase Capital and Heizer to
be 50/50 partners in the restructuring and continued funding of
Omex. As a part of the agreed upon plan, they worked together
to restructure United Califormia Bank's loans to Omex (in which
Chase Bank had a participation), to achieve an arrangement with
Omex's other creditors and to recruit new management. A new
president named Charles W. Missler was recruited and the Board-
of Directors was restructured to consist of a representative of
Heizer, a representative of Chase Capital and Missler. In
September, 1975 a plan of arrangement and corporate restructuring
was effected, and thereafter until 1977 Chase Capital and Heizer
continued to finance Omex on an equal basis evidenced by various
legal instruments. As a result of the Chase Board of Directors
decision not to be in the venture capital business, Chase Capital
was caused to discontinue financing Omex in November 1977. Both
Heizer and Chase Capital had been in "control®” of Omex prior to
November 1977 when a further agreement was reached whereby
Heizer's equity position was increased and Chase Capital con-
-tinued to.be an affiliate but its representative resigned from
the Board of Directors and it ceased to be in control of Omex.

) Omex has a long history of success and failure yet
many people continue to be extremely interested in its tech-
nology. Since November, 1977, Heizer has caused the Chapter XI
proceedings to be reopened and has continued to finance Omex
on a demand note basis. Heizer has also been instrumental in
introducing Omex to Heizer's upstream affiliate, Employers
Mutual, which is working to find a method@ for switching from
its present manual record-keeping system to the highly automated
and more efficient Omex system. 1In this regard Employers
Mutual has paid fees to Omex for consulting work of approximately
$300,000. If the Omex system and software can be developed to
maet the needs of Employers Mutual, it is probable that a very
substantial business relationship between Omex and Employers
Mutual will result. Such a relationship would provide Omex
with a significant inroad in supplying its system in the insurance
company market and Employers Mutual may wish to share in some
way in the fruits of what results from, in part, its efforts.
Additionally, Employers Mutual may wish to consider making a
much needed direct investment in Omex.

Because of the close relationships established be-
tween Heizer and Fujitsu in connection with the development of
Amdahl, there have been a number of conversations between
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Omex, Heizer and Fujitsu about working together on some sort
of joint business arrangement to develop and market the Omex
technology. One of Omex's officers has done consulting work
for Fujitsu in this regard.

The possibility has been discussed of merging Omex

with Computer Consoles, Inc. (another controlled affiliate of
Heizer described herein beginning on page 1l1).

Section 17 Problems If Heizer Had Been Registered (partial list)

1. Since Omex became a controlled affiliate of Heizer
when the first investment was made, subsequent in-
vestments by Heizer seem to be prohibited by Sec-
tion 17(a) (1) with no relief afforded by Rule l17a-6
because Heizer's officers had a financial interest
in the transactions.

2, The relationship between Omex and Beizer's first-
tier upstream affiliate (Employers Mutual) may con-
stitute a joint enterprise and be prohibited under
Section 17(d). The same prohibition appears to
apply to any arrangement which evolves from the
conversations between Omex, Heizer and Fujitsu.

3. A merger of Omex with Computer Consoles appears to
violate Section 17(d) with no relief under Rule
17d4-1(4d) (5) because of the financial interests of
Heizer's officers and Heizer's first-tier upstream
affiliate (Employers Mutual) and possibly its
second-tier affiliate Fujitsu (through Amdahl).

4, Pinancing of investment participations in Omex
through officer notes appear to violate Section
17(a) (1) with no relief afforded by Rule l7a-6.

5. The officers originally assigned by Heizer to work
with Omex are no longer with Heizer and have sold
their investment participations and Beizer stock
to Heizer apparently in violation of Section 17(a) (1)
with no relief afforded by Rule l7a-6.

[Note: Everything that was done was intended to help
Omex and intended to be in the best interests of Heizer's
investors. Heizer continues to believe that Omex has the
potential to be a very successful company.]
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Computer Consoles, Inc, ("CCI")

CCI was organized in 1968 to make equipment primarily
for use in specialized data storage and retrieval. 1Its cus-
tomars are principally operating telephone companies of the Bell
System. It had a public offering of its common stock in 1968
and by 1971 was out of money. Heizer became involved in 1971
when it invested $2.3 million for voting preferred stock with
warrants. It immediately acquired 68% voting control of the
company. An officer of Heizer received an investment partici-
pation in connection with this financing, and another officer of
Beizer received an investment participation in the CCI invest-
ment in 1973.

Since CCI's main business was to manufacture and lease
equipment, it needed considerable financing. Loans which aggre-
gated $8.0 million by the end of 1976 were obtained from Marine
Midland Bank with a 50% participation by Citibank (an upstream
affiliate of Heizer). In 1975 CCI experienced a decline both
in revenues and net income. In 1976, it experienced a loss due
in part to software problems encountered in connection with
development of a new product line intended for use as a com-
puterized directory assistance system for telephone companies.
It went into default of certain of its bank loan covenants
with Marine Midland Bank and Citibank and the banks threatened
to foreclose on their loans. By November, 1976 it was unable
to meet its payroll. Heizer stepped into the breach and started
loaning money on a demand note basis to meet payroll and pay
vendors. An aggregate of $1.2 million was loaned on this basis
over a three month period.

It became apparent to Heizer that CCI's ability to
finance its leasing of equipment to telephone companies was
being severely restricted because of standard banking practices
regarding loans to computer systems manufacturers. One of
Heizer's directors had considerable experience in the leasing
business, and he was assigned at the expense of CCI to work
on the problem. As a result Heizer caused CCI to organize
Computer Consoles Leasing Company ("CCLC") and arrangements
were made with the Continental Bank of Chicago for a line of
credit to CCLC initially of $15 million and later increased to
$27 million. Arrangements were also made for working capital
locans to CCI of up to $40 million based upon Beizer's
commitment to purchase up to $1.8 million of preferred stock
of CCI if necessary to help retire those loans. CCI invested
$60,000 for all of the common stock of CCLC. Heizer invested
$300,000 for preferred stock of CCLC and agreed to buy, if
necessary, up to $2.0 million of notes of CCLC which would
be subordinated to any bank loans from Continental. Although
100% of the voting securities of CCLC were owned by CCI,
Heizer clearly controlled CCLC because the legal agreements
provided that Heizer's commitments were good only so long as
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CCI elected directors acceptable to Heizer, Initially the
Board of Directors of CCLC consisted of three representatives
from Heizer and two representatives from CCI. The executive
officers of CCLC were officers of Heizer. As a part of the
overall plan, CCLC barrowed $8.0 million from Continental
Bank which was used to purchase leases and residual interests
in the underlying equipment from CCI, thus permitting CCI to
repay its note obligations to Marine Midland and Citibank.

Since 1976 CCI and CCLC have prospered. In 1978,
CCI had sales and net income of $21.0 million and $1.3 million,
respectively. Its backlog of orders for equipment at December
31, 1978 was $48.0 million, it provides employment for 460
employees and currently pays federal and state income taxes at
an annual rate of $§1.3 million. Heizer's agreement to purchase
$1.8 million of CCI preferred stock to support working capital
loans expired in March 1978 without any take-down being
required. Continental Bank released Heizer in December 1978
from its cormitments to support the line of credit to CCLC,
and Beizer's officers have resigned as officers of CCLC and
have been replaced by officers of CCI.

Section 17 Problems If Heizer Had Been Reqgistered (partial list):

1. Since CCI became a controlled affiliate of Heizer
when the first investment was made, subsequent in-
vestments by Heizer seem to be prohibited by Sec-
tion 17(a) (1).

2. Pinancing of investment particivations through
officer notes appears to violate Section 17(a) (1l).

3. The Heizer officers who in 1971 and 1973 received
investment participations in CCI are no longer
with Heizer. Their investment participations and
Heizer stock were repurchased by Heizer apparently
in violation of Section 17(a) with no relief af-
forded by Rule 17a=6.

4. CCI issued warrants rather than options to its
directors (as part of a general program for all
directors) which appears to violate Section 17(d)
with no relief afforded by Rule 17d-1. The sub-
sequent assignment of these warrants by Heizer
representatives on the CCI Board of Directors to
Heizer may violate Section 17(a)(l).

S. The employment of one of Heizer's officers who was
working on the development of CCI was terminated
in 1975. Within six months (notwithstanding Heizer's
objections which were expressed to CCI's management
and Board of Directors), he became an officer and
director of CCI and was a participant in its director
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warrant and employee stock purchase programs.
As a result, those programs appear to violate
Section 17(d) with no relief afforded by Rule
17d-1(4) (5).

6. The plan for establishing CCLC and refinancing
CCI's debt to Marine Midland Bank and Citibank
in 1976 may have been a joint enterprise prohi-
bited by Section 17(d) with no relief afforded
by Rule 17d-1(d) (5) for several reasens. Citibank
is a first-tier upstream affiliate of Heizer.

7. The Section 17(&) ﬁiobiem created by a merger of
Computer Consoles and Omex was mentioned in con-
nection with the discussion of Omex.

[Note: The plan for establishing CCLC and refinancing CCl's
debt to the banks was essential for the survival of this
company. }

Other Companies

The case histories of Amdahl, Omex and Computer Con-
soles illustrate the types of Section 17 problems which Heizer
would have faced in the development of these companies if it
had been a registered investment company. Similar problems
would have been encountered with other companies in which
Heizer made significant investments. For example:

1. In connection with a long series of financings of
Fotomat (in which both Heizer and Bessemer Securities Company
acquired control), Heizer acquired third party warrants to pur-
chase Fotomat stock from two of Fotomat's then directors and
founding- stockholders which would probably have violated Section
17(a) (1) and 17(2) (2) and may have been a joint enterprise pro-
hibited by Section 17(d). Potomat was saved by these financings
and is today the largest retailer of photographic film and
processing in the world (including Eastman Kodak).

2. Heizer "controls” both Cardiassist (medical services)
and Commodore Corporation (mobile homes), who have a common
affiliate in First National Bank of Boston and thus may be
engaged in a joint enterprise prohibited under Section 17(4).

3. Heizer's first-tier upstream affiliate (Citibank)
controlled Nortec (a manufacturers of semi-conductors) by
virtue of defaulted bank loans before Heizer invested and
acquired a control position. Subsequently, Heizer purchased
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Citibank's notes at a substantial discount from face value.
This purchase came about after the settlement of a lawsuit
between Nortec and one of its customers who was alsoc indebted
to Citibank and was controlled by Bessemer Securities Company,
which is a second-tier downstream affiliate of Heizer's
through Fotomat Corporation. Monies were paid in the settle-
ment to Citibank contrary to the terms of an intercreditor
agreement between Citibank and Heizer. Heizer's claim against
Citibank was settled when Heizer burchased Citibank's notes

at a subrtantial discount.

4. Heizer controls Vilcor, which manages a large resort,
condominium and hotel development in Hawaii owmned by a joint
venture in which Heizer's first-tier upstream affiliate, North-
western Mutual, is a controlling party. This appears to be a
joint enterprise prohibited by Section 17(d) and because of its
significance to Vilcor and the fact that it is not a lessor-
lessee relationship may not be exempt by virtue of Section 17(c)
from the provisions of Section 17(a). It is Heizer's and
Vilcor's objective to establish similar relationships with
others including properties controlled by other first or second-
tier upstream affiliates of Heizer (such as Prudential Insurance
Company) and properties controlled by second-tier downstream
affiliates of Heizer (such as Besgsemer Securities Company,
which is affiliated through Fotomat).

5. Heizer's affiliate (Northwestern Mutual) holds the -
first mortgage on the main plant facilities of Heizer's in-
vestee, Material Sciences Corporation. Material Sciences is
a manufacturer of advanced materials and is currently engaged
in the construction of a $28 million new facility to produce
pre-coated rolled steel for the automobile industry which is
less susceptible to rust and will help automobile manufacturers
meet new manufacturing standards. Financing for the land and
building portion of the facility ($11 million) recently fell
through and Heizer approached Northwestern Mutual, which is
active in real estate financing, to consider financing the land
and building portion of the project. Northwestern Mutual has
made an offer to do so and active negotiations are underway.
Should these or other negotiations prove fruitless, Heizer may
approach other upstream affiliates to provide the necessary
financing.

Potential Affiliates Through Directoréhip

All of Heizer's affiliated investors serve on or
have officers, directors or employees who serve on the boards
of directors of other companies. To the extent that the defi-
nition of "affiliated person" in the 1940 Act may be construed
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or changed to say that a company is an affiliate of its
officers, directors or employees [discussed in the Rosenblat
and Lybecker article in U. Pa. L. Rev. 587, 625 (1976)],
Heizer's problems under Section 17 would be compounded greatly.
For example: Amdahl Corporation has had dealings with IBM

(not all of which might be considered as having been in the
ordinary course of business) and IBM's board of directors in-
cludes W. H. Moore who is a director and former Chairman of

the Board of Bankers Trust Company (an affiliate of Heizer).
Another example is Donald S. McNaughton, Chairman of the Board
and chief executive officer of the Prudential Insurance Company
of america (an affiliate of Heizer) who is a member of the AT&T
board). Heizer's controlled affiliate, Computer Consoles, Inc.,
does practically all of its business with Bell System. There
are many similar situations.

Conclusions

For Heizer to engage successfully in its business,
it must deal regularly with both upstream and downstream affi=-
liates and with affiliates of those affiliates. Heizer needs
active partners to help finance its investees. Affiliates are
the class of people most likely to have confidence in Heizer's
judgment, ability and perseverance and, therefore, the class
of people most likely to supply necessary financing. 1In its
first ten years of existence, Heizer invested in 32 companies..
Nine of those 32 investments were failures and have been sold
or otherwise disposed of through the bankruptcy court. It is
significant to note that in the case of all nine failures,
there was no significant participation in financing the
investee company by any of Heizer's affiliates.

Very truly yours,
—
I N\ R
hn H. McDermott
JHM:ds )
cc: Mr. Martin E. Lybecker

Mr. Sidney L. Cimmet
Mr. Lawrence R. Bardfeld
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December 31, 1978 June 30, 1918

QGost Faly Valug Cost Falr Value
Paradync Corpacation - § 2,556,350 (A)(1)
344,285 shares, commoa ptack $ 1,963,504 813,001 (AY(11D) ¢ 1,963,584 $ 1,056,955 (C)(1v)

§ 3,519,357

Red Cacpet fane, lIne, -
100,000 shares, common stock § 112,028 1 (©av) § 2,023 $ 1 @©av)

Spectra~Physlcs, lTac. ~
134,761 ghares, common etock 4 634,099 $ 3,002,658 (A)(1) § 634,09 $ 2,290,937 (M) (1)

Stratford of Toxae, Jnc. -
291,000 shares, comswa stock $ 2,078,924 [ 1 (v $ 2,078,924 ¢ V' (e)av)
Varrants c¢o purchase 297,000 shares

at $10.00, expired 7/14/78 - - 891,000 - ©yav)
© §1,000,9%% ¢ 1 $ 2,969,924 $ 1
Inactive Coopanicss:
Information Managemont Internationsl, Inc.- ¢ 1,835,692 1 1 (C)Y(1v) $ 1,885,692 L 1 (©Y(av)
Investments -~ !solnz!ms !110!!79I2p 153']99|6l2 i”ﬂ,j)l,l76

Noto (a): ~ Fair Value has been coded to fudicate which of the following four valuation methods has besn applied to the individusl investwments!
(4) - Public Market (8) - Private Harket (C) - Appralaeal (D) - Cost

Foir Voluo has alnso becn coded to jadicate which of tha followlng Balance Ghoet classtflications haa been applied to the
individual statemontst

€1) - Currently Publicly (11) ~ Currently Privstely {111) ~ Currently Marketable (1V) - Restricted
Markstable #arketable . Through Reglstration Securitics

92y



HEIZER _CAPITAL CORPORAYION
SCHEDULE OF INVESTHENTS

OF DE ER 31, 1978 AND JUNE 30, 1978
Dacenbor 31, 1978 Juno 30, 1978
Cost Faic Valuo Cost Falr Value
Yaderal E.:prcss Corporation -
9,900 sharus, $9.50 cumulative preforred stock ¢ 34,650 $ 990,000 (c)(11) [ 34,650 § 990,000 (C)(11)
34,738 chares, Closa A common stuck (adjusted for 396,000 911,873 (AX( 1) 396,000 694,260 (A 1)
(Soptombar 1978, 2 for | stock split) ¢ 430,650 . § 1,901,873 9 430,650 $ 1,684,760
Hortec Electrunics Corpuration = )
O'H0,000. 108, 180 day notes 4 330,000 $ 218,000 (C)(IV) $ 350,000 $ 221,000 (C)(IV)
" $1,200,000 Hote, plus intorest and fees purchased
froa Cltibank 250,000 250,000 (C) (1V) 250,000 250,000 (C)(IV)
$952,102, BI convortible subordlnated nota, due 50,000 - (cy(v) 50,000 - {C)(1v)
2/14/82, convertible into 1,400,000 sharea .
at $1.50 ($1,500,000 cost bosis has been vritten off) - - (c)(v) = - [(3183)]
¢ 630,000 § 478,000 ¢ 650,000 $ 471,000
OMEX -
2% over prime, cortificates of indcbtedness,
$3,333,000 ot 12/31/78 and $1,527,000 ac 6/30/18 $ 3,333,000 ¢ 3,333,000 (C)(1V) 4 1,527,000 4 1,527,000 (D)(1V)
1,647,30) shares, 9% cumulative Class AA prelerrod stock 1,395,313 325,000 (C)(1V) 1,393,313 298,000 (C)(1V)
1,328,933 shares, Class AAA preferred stock 1,224,186 266,000 (C)(1v) 1,224,186 266,000 (C)(1V)
348,363 shares, comawn stock 1,599,181 3,484,000 (C)(1V) 1,599,181 3,483,630 (C)(1V)
$ 7,951,602 4 7,408,000 $ 5,745,682 $ 5,574,630

1¥44
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%ff and Phelps, INC. =5 st moros e - cicaco. unors s0eas - (1 263:2610 - TELEX 25-5%5

To the Board of Directors

Heizer Corporation

We have. reviewed Heizer Corporation's valuations of its
investments as of June 30, 1978 and 1977. We have previously
reviewed and concluded as to the reasonableness of BHeizer
Corporation's valuations of its investments as of June 30, 1974,
1975, and 1976. As in the past, our review this year included
analysis of financial and operating data of the investee
companies, visits and discussions with management of certain
investee companies, and consideration of such other available

information that we deemed relevant.

As a result of our review, it is our judgment that the
valuation policies and methods followed by Heizer Corporation's
management in arriving at the June 30, 1978 and 1977 valuations
are consistent with those set forth in Heizer Corporation's
Valuation Process manual. The valuation methods employed are

2

also similar to those generally ‘followed by our firm.

Although all such valuations are matters of gqualitative
judgment, it is ocur opinion that the June 30, 1978 and 1977
valuations of Heizer Corporation’s investments as determined by

management are reasonable.

e,

DUFF AND PHELPS, INC.
Chicago, Illinois

August 28, 1978
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“ EXHIBIT IV
GARDNER, CARTON & DouGLas
ONE FIRST NATIONAL PLAZA
CHICAGO, ILLINQIS 60603
AREA CODE {112) 726-2452
MORMISON WAUD W F GRIENENDERGER CABLE-GARCAR counseL
AURENCE A CARTON JOMN A BROSS. JR
Fameac & ot 1o & Shoss.m TeExmsas:e JAMES H DCUGLAS LAMES A VELE
Sowiowtss JOHN & REINERT
'BEAT A SARDNER, J JONN T CUSACK. WASHINGTON QFFICE THOMAS § ASHEORD ESWARD & FINSNEELD
SAY GANRETT. JR L EDWARE BAVANT JA MICHAEL E. BARRY VICHAEL , KCENIGSKNECHT
ETIR H MERUN DEWEY & CRAWFORD 1120 CONNECTICUT AVENUE. N W RENSQN T SASWELL EARL L METHENY

AV L MR A CAROLIN § IROWN WASHINGTON, D C 20038 PETER . CLARKE KMES 0. PARSONS
e GEOAGE M CIVINGTON AREA CODE (202) 8336710 DaN G CURTIS SLENN W AEED
THOMAS AATHUR ROBEAT . WLCIEX QUIN R FRAZER TN A, SCHIFE
m:—#m Tnoss CamraELL LAWRENCE G GALLAGHER *IAN & VLZER

WEAN
NCHARD L, MENSON STEPHEN M GATUN S MARK WEANER

? G CHAISTOPME® GAINER  JONNA § WETZLER
OF A SUTHEALAND GOROOM & NASH. JR. 1 et

Sa18 PARK, J W 4. BUAKE RAARIS February 15, 1879 FSeirtiroid 35.‘,":&:‘:15*,

JOmN £ REGOAN GEOFSREY L SMIELDS = b

Orn T SOBURN CHARLES A MANZONL JR.

SARTNERS  WASKINGTON O.C

“ADMITTED IN DISTRICT OF COLUMELA ONLY

“MAATIN R, nOEEMANN

PAUL n. DYRSTRA

D

550753 0 ~

Mr. Sydney H. Mendelsohn

Director, Division of Investment
Management

Securities and Exchange
Commission

Washington, D.C. 20549

Re: Relief from the Investment Company
Act of 1940 for Venture Capital
Companies

Dear Mr. Mendelsohn:

This letter will supplement our discussions of January 26
concerning relief from the Investment Company Act of 1940 for
venture capital companies in general and Heizer Corporation in
particular. As you requested, Mr? John H. McDermott, outside
corporate counsel for Heizer, is sending you a detailed summary
of Heizer's recent transactions that would have been prohibited
or restricted if Heizer were registered as an investment com-
pany. Mr. McDermott is also furnishing you a schedule of Heizer's
current investments and the fair value thereof.

On the premise that those who make substant%gl investments

in venture capital company securities do not need the protections

80 ~ 28
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of the 1940 Act (just as Rule 146 is based on the premise that
such investors do not need the protections of the 1933 Act),
vou suggested the possibility of a rule under Section 3(c) (1)
that would exempt from the computation of the number of benefi-
cial owners thereunder any person who purchases securities of
the venture capital company for $150,000 or more.* We have
explored this idea of a $150,000 threshold (or even $50,000 or
$25,000) with investment bankers, representatives of the
National Venture Capital Association and the National Associa-
tion of Small Business Investment Companies, and others. Their
conclusion is unanimous--while your suggestion would provide an
important boost for venture capital companies in their start-up
stages, it would do little to relieve the long-term liguidity
problems of their investors that we focused on in our submission
of December 20, 1978.

We are advised that, as a practical matter, a meaningful
trading market for equity securities carrying such ﬁ high price
will not develop. Furthermore, we have encountered numerous
practical and theoretical problems in attempting to formulate

a rule employing the threshold concept that could be applicable

*If we understand your proposal correctly, the suggested rules
under Section 3(c) (1) would be available to_any company that
would otherwise be an investment company -- not only those

that meet a definition of venture capital company. Our interest,
as you know, is solely that of venture capital companies.
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to venture capital companies over many years. In essence, it
does not seem feasible for an issuer effectively to tie up its
securities in such a manner over a long period. For example,
after a few years it would be difficult, if not impossible, for
the issuer to ensure that its securities are traded in the after-
market at a price in excess of the threshold. What can the issuer
do about disposals of its securities by gift, will or pledge?
How could a rule be drafted so as to handle acguisitions of secu-
rities through the exercise of warrants or conversion privileges,
which are essential to a venture capital company in its startup
phases? What about stock splits if the trading price of the
securities increases dramatically? The indicated controls are
feasible as long as the securities retain the status of restricted
securities under the Securities Act, during which period all
transfers are prohibited unless prescribed conditions are met
to the satisfaction of the issuer or its counsel. As a practical
matter, however, they seem to be inconsistent with a status of
"free" securities and any degree of active trading.

Even if these rule-making problems could be solved, there
would remain the fact that a trading market limited to such
large units would not provide adequate liquidity for equity
securities. Unlike fixed income securities, common stocks or
their equivalents require an active rcund-lot market and gquota-
tion and reporting mechanisms before professionals will accept
the market as ligquid.

When we combine the recitals in Mr. McDermott's memorandum

with the importance of eventual liquidity and the necessary mar-
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ket ingredients to provide liquidity, we arrive at the position
that we must seek a broader Investment Company Act exemption

for venture capital companies, conditioning the exemption upon
characteristics that avoid the major aspects of traditional in-
vestment companies that led the Congress to conclude that invest-
ors therein needed the special protections of the Act. Obviously
this latter prospact involves reasonable judgment and balancing.
The possible harm to the interests of investors at which the

Act is directed is present to a degree in an¥ corporation; but
Congress has decided that the likelihood of harm reguires these
special protections only when a company meets one of the defini-
tions of an investment company and even then =-- recognizing the
manifold complexities of trying to separate investment companies
from all other companies, at least at the "lower" end of the
scale -- only when the Commission agrees that the protections
cannot be dispensed with. In exercising this judgment the Com-
mission must weigh the probability of harm from the removal of
the protections against the economic and social good that will

be fostered by the removal.

Pursuing this line of thought, we propose a rule-making
approach that utilizes your suggestion for new and unseasoned
venture capital companies, while coordinating the special treat-
ment of a rule under Section 3(c) (1) with the Securities Act
exemption under Rule 146. This recognizes the proposition that
small investors might not be invited into venture capital com-
canies generally, except for these (up to 35) with respect to

whom the standards of Rule 146 are satisfied.
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Our proposal would, however, go a significant step beyond
this and assert the position that, when a venture capital company
has become "seasoned", the protections of the Act are not nece-
ssary, even for small investors. Seasoning would be based upon
a demonstration that the company was indeed performing the
economic purpose that justifies special treatment for venture
capital companies, while at the same time maintaining a minimum
persistency of continued investment to reduce the fundamental
problem to which the Act is addressed -- viz., assets consisting
predominantly of marketable securities and cash that present
peculiar temptations for misuse. 0f course, a comgany can be-
come static, having ceased to perform any continuing economic
function in providing venture capital. However, no special stan-
dard seems needed against this contingency, inasmuch as the
Commission can always challenge a company that claims an exemp-
tion on the ground that it is primarily engaged in the venture
capital business but in fact no longer is.

Accordingly, we think it is possible to write rules protect-
ing small investors while facilitating the attraction of capital
by venture capital companies in their early years. As a start-
ing point, we are enclosing as Exhibit A a proposed rule that
would exclude from the computation of the number of beneficial
owners under Section 3(c)(l) any person who purchases securities
issued by a defined "venture capital company" foi $150,000 or
more in an offering that compl;es with the requirements of Rule

146. Enclosed Exhibit B sets forth our suggested definition
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of "venture capital company,” which is intended to be of narrow
applicability.

Exhibit C is a proposed rule that (a) would exempt seasoned
venture capital companies from the Act, (b) would provide inves-
tors with an opportunity for reascnable liguidity after the first
few years, and (c) would insulate those investors from the abuses
that can arise from the control of a large pool of liquid capital.
As you will note, this draft rule supplements our proposed de-
finition of "venture capital company" with additional, delibexr-
ately narrow, criteria--that the issuer have been continuously
engaged for at least five years as a venture capital company,
that its net assets be substantial (at least $10,000,000), and
that its investment portfolio be stable. Five years, while
necessarily arbitrary, is derived both f£rom the experience of
Heizer and others and the proposed revision to Rule 144 under
the 1933 Act.

We look forward to discussing these and other ideas with vou
and the staff at our meeting on Friday, March 2, 1979, at 10:00
a.m. We hope that Mr. Heizer also will be present at that meeting.

Very truly yours,

Ray Garrett, Jr.

RGjr/PED/1b

cc: Mr. Martin E. Lybecker
Mr. Sidney L. Cimmet
Mr. Lawrence R. Bardfeld

beec: Mr. E. F. Heizer, Jr.
Mr. John H. McDermott
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Rule 3c-4. Definition of beneficial ownership in non-public
offerings,

For the purpose of computing the number of persons who
beneficially own securities under section 3(c) (1) of the Act,
a person shall not be deemed a beneficial owner of securities
issued by a corporation engaged or proposing te encage in the
business of a "venture capital company" as defired in Rule
2a-5 hereunder and such securities shall not be deemed part of
a "public offering" under section 3(c) (1) éf the Act if (i) all
of the securities of such issuer are issued in compliance with
the recuirements of Rule 146 under the Securities Act of 1933
and (ii) such person purchases-éuch securities from the issuer
thereof for not less than $150,000 or from a person or persons
other than the issuer for not less than $150,000.

Securities shall be conclusively presumed to have been
purchased or otherwise acquired by a single person for purposes
of this rule if the issuer and any person acting on its behalf
shall exercise reasonable caré to assure that the purchaser
of the securities is a single person. Such reasonable care
shall include, but not be limited to, the following: B

, (1) 1in case of sales by the issuer, making
reasonable inquiry to determine that the purchaser

is acquiring the securities for his own account and

not on behalf of other persons;
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(2) placing a legend on the certificate or other
documents evidencing the securities setting forth or
referring to the restrictions on transferability and
sale of the securities, including the indivisibility
thereof;

(3) 1issuing stop transfer instructions to the
issuer's transfer agent, if any, with respect to the
securities, or, if the issuer transfers its own secu-
rities, making a notation in the appropriate records of
the issuer; and

(4) obtaining from the purchaser a signed written
agreement that the securities will not be sold or other-
wise transferred except in accordance with clause (ii)
of this rule.

There shall be counted as one purchaser any‘corporation,
partnership, association, joint stock company, trust or in-
corporated organization. . R e

Clients of an investment ;dviser, customer of a broker or
dealer, trusts administered by a bank trust department or persons
with similar relationships shall be considered to be the pur-
chasers for purposes of this rule regardless of the amount of
discretion given to the investment advisor, broker or dealer,
bank trust department or other person to act on behalf of the

client, customer or trust.
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Proposed Rule 2a-5

"Venture capital company” means any issuer that (a) is
engaged or proposes to engage principally in the business of
furnishing capital to industry, financing promotional enter-
prises, purchasing securities of issuers for which no ready
market is in existence, or reorganizing companies or similar
activities; and (b) holds securities, of which at least 80%
(exclusive of government securities, short-term paper, other
cash items, and securities issued by such issuer) consists of
(i) securities acquired directly from the issuer thereof in a
transaction or transactions not registered under the Securities
Act of 1933 or pursuant to the exercise of options, warrants
or rights acquired in such transactions, (ii) securities re-
ceived in exchange therefor in a reorganization described in
Sections 368 or 371 of the Internal Revenue Code of 1954, as
amenced, or in any exchénge offer, and (iii) seéurities distribu-

ted on or with respect to any such securities.
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Rule 6c-4. Exemption for established venture
capital companies.

An issuer shall be exempt from all provisions of the Act
applicable to investment companies as such if each of the fol-
lowing conditions is met:

(a) The issuer is engaged and has been continuously engaged
f{or at least five prior years in the business of a venture
capital company as defined in Rule 2a-5 hereunder;

(b) The net asset value of the securities held by such
issuer, as of the end of its moét recent fiscal year, is at
least $10,000,000; and

(c) At least 50% in cost of fair value of the securities
held by such issuer consists of securities the issuer has held
continuously for at least the five prior years. For the purposes
of this paragraph, securitigs.of the kind described in clauses
(ii) or (iii) of Rule 2a~5 hereunder shall be deemed to have
been acquired at the same time as the securities described in

clause (i) of Rule 2a-5 hereunder. '
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GARDNER, CaARTOoN & DOuGLAS

ONE FIRST NATIONAL PLAZA

CHICAGO, ILLINDIS 60803
ARTA CODE 312 718-2482

W P GRIENENSERGER
JOHN 2. BROBS. IR
GEORAK C MakANN
JONN K. REINERT
JONN T CUSACK

L COWARD BRYANT, 4R,
OEWEY 8. CRAWFORD
CAROLYN J.BROWN
GEORQE » CAVINGTON
ROBLAT J, wILEIER
THOMAS CAMPSELL
WiLLIAM £, DEITAICK
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GORDON B.NASN,JR.
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TELEX £8-3028
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EXHIBIT V
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USA M MARMS
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AouTTED 1n DIETRICY 0% COLUNL OmAT
Sydney H. Mendelsohn, Esq.
Director, Division of Investment
Management
Securities and Exchange Commission
Washington, D.C. 20549

Re: Relief from the Investment
Company Act of 1940

for Venture Capital Companies
Dear Mr. Mendelsohn:

This letter will supplement—ouf'discussions of March 2
with you and your staff concerning relief from the Investment
Company Act of 1940 for venture capital coméanies in general
and Heizer Corporation in particular. Our discussions at that
meeting focused on two topics: (1) a rule under Sectiop 3(c)(1l)
of the Act that would exempt all defined venture capital com-
panies from registration under the Act if their own securities
are purchased in private offerings for $150,000 or more per
unit, and (2) a rule or order under Section 6(c) that would
exempt seasoned venture capital companies from some or all
of the provisions of the Act. This letter will concentrate

upon proposed exemptive rules of general applicability to
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companies engaged in furnishing capital to young or developing
businesses. Mr. John H. McDermott, outside corporate counsel
for Heizer, is sending you a summary of a proposed application
by Heizer for an exemptive order pursuant to Section 6(c) of
the Act. Depending upon your preference, we are, of course,
prepared to pursue either alternative.

You have expressed your support for an exemption for ven-
ture capital companies from registratisn under the Act if their
securities are purchased in initial offerings for $150,000
or more per unit and traded only in comparable units thereafter,
and you have advised us that the Division is prepared to urge
that a proposed rule to that effect be issued for comment as
soon as an acceptable definition of “"venture capital company"
can be formulated. As we understand your position, this defi-
nition ought to concentrate upon the kind of ;omé;nies in which
the venture capital company invests rather than on the mix of
-the securities in its portfolio (i.e., privately placed, held
for at least five years, etc.). Your objective is that any
definition be narrowly drawn to ensure that it includes only those
relatively few entities that are engaged in the socially desir-
able activity of providing capital to young or developing enter-
prises; you wish to be certain that other entities that are not
in fact engaged in furnishing devolpment capital would not come
within the terms of the exemption.

Accordingly, you suggested that one ingredient in the
definition might be a size limitation on the investee com-

panies, expressed in terms of ceilings on each investee's
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tangible net worth, net income, and possibly the market

value of its outstanding securities. We have explored this
idea and have concluded that the size of an enterprise, as
measured by its current balance sheet or income statement,

is simply not a reliable indicator of its maturity, its need
for development capital or its access to capital at reasonable
cost from other sources. Moreover, we have not been able to
formulate a definition of venture capital company using

the size concept that would effectively exclude other investment
entities that are not significantly engaged in the financing
of emerging companies.

Regardless of the definition of venture capital company
that you formulate for purposes of the $150,000 rule, you have
further stated that you would not expect it to provide a basis
for total exemption or exclusion from the Act if there were no
limitation on the minimum investment even in the secondary market,
regardless of any period (5 years, for example) of "seasoning".
We nevertheless remain convinced that substantially total exemp-
tion is the necessary goal, so we have continued to search for
the proper criteria to identity companies entitled to such
exemption based upon (i) a substantial contribution to "true"
venture capital financing and (ii) the possession of charac-
teristics that remove or sufficiently reduce the possibility

of those abuses that the Act is directed toward.
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In this pursuit we have recogized that these criteria
cannot be met by all companies that currently describe them-
selves as "venture capital companies" nor by all companies
that fit the definition that you may propose for purposes of
the $150,000 rule. To avoid confusion, therefore, we propose
a new category of companies that will gualify for total exemp-
tion. We shall call these companies "business development
companies". Under this approach, depending upon the definitions
finally adopted, not all venture capital companies will be
business development companies but all business development
companies will be venture capital companies. The latter
proposition is important, because under our proposals a
business development company would begin life either under a
Section 3(c)(l) exemption or that to be provided by the $150,000
rule. Only when "seasoned" and possessed of prescribed protective
features would it qualify for total exemption free from the
limitations of that section or that rule.

Proposed Rule 2a-5. Definition of Business Development Company

The purpose of this definition is to identify companies
that have made and are making capital directly available to
young or developing enterprises whose capital needs are not
“"bankable" through conventional sources as well as companies
who take an active and constructive role in the development
of the “"investee" companies. Coming within this definition
will provide a basis for total exemption but only when there
is further compliance with the conditions of the proposed

exemptive rule.
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The key feature of our suggested definition, we think, is
paragraph (b)(4). This provision requires in substance that,
as to at least 80% of its net assets, the defined business
development company be the beneficial owner of more than 10%
of the voting securities of the investee as of the time of the
initial investmant (on a pro forma basis, after the exercise
‘of all options, warrants, rights and conversion privileges
acquired by the business development company).

This approach, in our view, is desirable for several
reasons. First, by requiring the entity making the investment
to acquire more than 10% of the investee's voting securities
at the time of the initial investment, it virtually assures
the active involvement by that entity in the operations of
the investee, which (as we stressed in our submission to
.éongress of December 20, 1978) is a characteristic peculiar
to venture capital companies which are engaged in business
development. Second, the floor of 10% will preclude, as a
practical matter, the acquisition of securities of larger
issuers that may not be in need of development capital.

Third, the provision is objective, thereby permitting both
the staff and the securities bar readily to determine com=-
pliance.

Finallyl it is, we think, rigidly exclusive--few if
any entities other than those that are in fact furnishing
capital to young or developing businesses will be able to
use it. For example, as you well know, the investment policy
of virtually every mutual fund or closed-end investment company
prohibits it from acquiring more than 10% of the voting securities

of any one entity, so that it may qualify for the pass-through
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tax treatment granted by Subchapter M of the Internal Revenue
Code.* Similarly, because SBICs, in addition to relying on
Subchapter M, are prohibited by the SBA from exercising "control"
over their investees, they too would be reluctant in many cases
to acquire more than 10% of the voting securities of any one
issuer.

Our proposal retains the subjective "definition" of
business development company in substantially the form adopted
by Congress as Section 12(e) of the Act. In order to narrow
our proposed definition still further and assure that needed
capital is furnished directly to the emerging enterprise, we
have also retained our earlier suggestion that at least 80%
of the net assets of the defined business development company
consist of securities acguired in private placements (see
subparagraphs (1), (2) and (3) of paragraph (b) of Exhibit A).
Here, too, the definition is not only objective but also

applicable to only a very small class of investment entities.**

The only relevant exception to this 10% ceiling (which applies
to 50% of the company's assets) allowed by Subchapter M is accorded
a company "principally engaged in the furnishing of capital to
other corporations which are principally engaged in the development
or exploitation of inventions, technological improvements, new
processesg, or products nor previously generally available." (I.R.C.
§851(e)). This provision is similar to clause (a) of our pro-
posed definition of business development company, which, as noted
above, is itself taken from Section 1l2(e) of the 1940 Act. It
should be noted that this exception in the Code (which was added
in 1951) is operative only upon a certification by the Commission
under regulations issued by it, which, to our knowledge, have
never been promulgated.

** The only other entities that might conceivably meet this

private placement criterion are SBICs and the private placement
bond funds that were popular a few years ago. None of these
bond funds, though, would meet the standard set forth in sub-
paragraph (4) of our definition.
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Proposed Rule 3¢-4. Definition of Beneficial Ownership of

Securities of Business Development Companies Acgquired in

Non-public Qfferings
Proposed Rule 3c-4 (Exhibit B hereto), as we have dis-

cussed in previous meetings, would provide significant relief
to defined business development companies in their start-up stages.
Because you have already indicated your general agreement with
this concept and because we understand the staff is currently
formulating a new rule along these lines, we shall not dwell
upon our proposal here except to note that we have deleted

the reference to Rule 146 that appeared in our earlier pro-
posal to the staff and substituted a reference to Section

4(2) of the 1933 Act. This has been done in order to provide
securities lawyers with a broader basis on which to opine

that a transaction did not invelve any public offering. As

a practical matter, Rule 146 is infrequently used as the

leg;l basis for a non-public offering. Moreover, it would

be difficult, if not impossible, for counsel for a third

party to conclude, sometimes long after the fact, that an
offering complied with each of the requirements of Rule 146.
If a business development company is also a venture capital
company as defined for purposes of the $150,000 rule, there
will, of course, be no need for a separate rule under Section

3(c) directed toward business development companies.
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Proposed Rule 6c-4. Exemption for Established Business Development

Companies

It is likely that all of us are in general agreement with
the proposition that there is a serious shortage of business
development capital for emerging enterprises in this country.
There is likewise little doubt that business development com-
panies can help to alleviate this shortage significantly. As
we stressed in our submission of December 20, 1979, however,
unless a means can be found to provide the initial investors
in a business development company with real liquidity on
their investments while at the same time relieving the
company of the constraints of the Act that make its operation
as a registered investment company impossible, every business
development company must ultimately terminate its operations '
as such. That result is plainly contrary to the public interest.
Our problem, then, has been to combine what is in the public
interest--the continuation of established business development
companies and the encouragement of new ones-~with the protection
of investors. We think we have done so in our proposed Rule
6¢-4 (Exhibit C hereto).

This Rule, which is patterned closely after the Commission's
proposed Rules 10f-3 and l17e-2, recognizes the enhanced role of
disinterested directors in safeguarding the interests of share-
holders. We think it succeeds in preserving the investor pro-
tections mandated by the Act while achieving the social and
economic good that would flow from allowing business develop-

ment companies to function on a long-term basis.
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The Rule would be applicable only to that narrow group
of issuers meeting the definition of "business development company"
and then only to those that have operated continuously as
such for at least five years. It goes beyond Section 10(a)
of the Act by requiring that no more than 40% (not 60%) of
the business development company's board of directors be interested
persons as defined in the Act.

The key element of the Rule would obligate the disinter-
ested directors to adopt and continuously review procedures
designed to ensure the protection of investors. Subparagraph
(c)(2) of the Rule would require that these procedures flatly
prohibit any transaction between the business development company
and any of its directors, officers, employees, partners or co-
partners if the transaction would violate Section 10(f) or Section
17(a) or (d) of the Act (except as otherwise permitted by the Com-
mission's rules), assuming the business development company were
a registered investment company. Similarly, subparagraph (c)(3)
would bar a transaction between any of these persons and any
other affiliate of the business develcpment company if the trans-~
action would be violative of Section 10(f), 17(a), or 17(d) and
the rules thereunder. Subparagraph (¢)(4) of the proposed Rule
would condition the exemption upon the adoption of a procedure
designed to prohibit any transaction between the business develop-~
ment company and any person (or its affiliate) controlling it.

Most important, subparagraph (c¢)(5) of the Rule would
prevent any other transaction that would be prohibited by

any provision of the Act unless a majority of the business
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development company's disinterested directors, or a committee
thereof, renders its prior approval of the transaction. This
portion of the proposed Rule, then, would extend not only to
transactions prohibited by Section 10 or Section 17, but to
the entire Act, including Sections 18, 22, and 23. Consistent
with the increésed reliance that the Commission is placing upon
an issuer's disinterested directors to ensure investor protection,
these directors would be responsible for determining in advance
that every transaction entered into by the business development
company that would otherwise require an exemptive order under the
Act is fair and reasonable to the shareholders, is in their best
interests, and does not involve overreaching of the business
development company or its shareholders. We are confident that
such a format would achieve the full measure of investor protection
required the Act.* |

As an added measure of protection for the shareholders,
subparagraph (6) of our proposed Rule 6c-4 would require that
the business development company's independent public accountants
be ;elected and approved by both its disinterested directors and
its shareholders. Further, an independent appraiser, who would
opine annually upon the portfolio valuation, would be selected

and approved by the disinterested directors and the shareholders.

* We note that a reliance upon the approval of the outside
directors in this context is not an idea original with us but
was advanced by others more than three years ago. Rosenblat
and Lybecker, "Some Thoughts on the Federal Securities laws
Regulating External Investment Management Arrangements and
the ALI Federal Securities Code Project,' 124 U.Pa.L.Rev.587
(1976). Moreover, as already noted, it is consistent with
the framework urged by the Commission in proposed Rules 10£-3
and 17e-2.
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The effect of these procedures, in our view, would be
to provide investors in business development companies with real
protections against self-dealing and unsound capital structures
while at the same time according these entities at least a
neutral environment in which to function in the public in-
terest. This framework, we should reiterate, is not new
but is based upon standards that have previously béen
endorsed by the Commission or members of its staff.

We think the procedures will work. However, should it
be desirable to augment them with supervisory powers of the
Commission, it would be possible to condition the exemption
upon an initial filing, which would "perfect" the exemption,
followed by periodic reports confirming the continued existence
of.the facts upon which the exemption is based. Likewise,
the initial filing by which the exemption is perfected could
include the consent of the issuer to rights of inspection
comparable to those the Commission has with respect to
registered investment companies.

We look forward to discussing the foregoing proposals
with you at our meeting in wWashington on Friday, April 20, 1979,
at 10:00 a.m.

Very truly yours,

Ray Garrett, Jr.
RGjr/PHD/jah

cc: Chairman Harold M. Williams
Martin E. Lybecker, Esq.
Sidney L. Cimmet, Esq.
Lawrence R. Bardfeld, Esq.

becc: E. F. Beizer, Jr., Esq.
John H. McDermott, Esq.
John M. Lison, Esq.
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EXHIBIT A

Rule 2a-5. Definition of "business development company."

"Business development company" means any company that
meets each of the following conditions:

(a) It is engaged or proposes to engage principally in the
business of furnishing capital to industry, financing pro-
motional enterprises, purchasing securities of issuers for which
no ready market is in existence, or reorganizing companies or
similar activities; and

(b) At least 80% of its net assets (exclusive of
securities issued by such issuer, Government securities,
short-term paper and other cash items) consists of securities
vwhich were:

(1) Acquired directly from the issuer thereof

(the Yinvestee") in a transaction or transactions not

involving securities registered under the Securities

Act of 1933 or pursuant to the exercise of options,

warrants or rights a;quired in such transactions; or

(2) Received in exchange for securities acquired
pursuant to subparagraph (1) above in a reorganization
described in sections 368 or 371 of the Internal Revenue

Code of 1954, as amended, or in any exchange offer; or

(3) Distributed on or with respect to any such
securities; and

(4) 1Issued by an investee or any successor thereto
more than 10% of whose voting securities became bene-
ficially owned by the company as a result of the

initial acquiéition by the company of securities of

the investee.
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For purposes of subparagraph (4) above, a beneficial owner
of a security includes any company which, directly or indirectly,
through any contract, arrangement, understanding, relationship,
or otherwise has or shares (i) voting power which includes the
power to vote or to direct the voting of, such security, or
(ii) investment power which includes the power to dispose, or
to direct the disposition of, such security. A company shall
likewise be deemed to be the beneficial owner of a security for
purposes of subparagraph (4) above if that company has the right
to acquire beneficial ownership of that security, as defined
above, within sixty days,'including but not limited to any right
to acquire (i) through the exercise of any option, warrant or right
or (ii) through the conversion of a security. Any securities
not outstanding which are subject to such options, warrants,
rights or conversion privileges shall be deemed to be outstanding
for the purpose of computing the percentage of outstanding
securities of the class owned by such company but shall not be
deemed outstanding for the purpose of computing the percentage

of the investee's securities owned by any other person.
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EXHIBIT B

Rule 3c-4. Definition of beneficial ownership of securities
of business development companies acquired in

non-public offerings.

For the purpose of computing the number of persons who

beneficially own securities under section 3(c)(l) of the Act,

a person shall not be deemed a beneficial owner of securities
issued by a corporation engaged or proposing to engage in the
business of a “"business development company" as defined in Rule
2a-5 if the person purchased the securities in a transaction or
transactions not involving any public offering within the meaning
of section 4(2) of the Securities Act of 1933 and for an amount

of not less than $150,000 for each transaction.
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EXHIBIT C

Rule 6c-4. Exemption for established business
development companies.

An company shall be exempt from section 7 of the Act
if each of the following conditions is met:

(a) The company is engaged and has been engaged continu-
ously for at least the five prior calendar years in the business
of a "business development company" as defined in Rule 2a-5
hereunder;

(b) At least 60% of the members of the company's board of
directors are not "interested persons" of the company as defined
in section 2(a)(9) of the Act ("disinterested directors");

(c) The company's board of directors, including a majority of
the disinterested directors, have adopted procedures which are
reasonably designed to provide that:

(1) the conditions of this rule in
paragraphs (a) and (b) have been complied with;
(2) the company does not effect any

transaction with any of its directors, officers,

employees, partners, or copartners that would be

prohibited by section 10(f), 17(a) or 17(d) of

the Act and the rules thereunder if the company

were registered as an investment company under

the Act;
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(3) none of the directors, officers, em-
ployees, partners, or copartners of the company
effects a transaction with any other party that
would be prohibited by section 10(f), 17(a) or
17(4) of the Act and the rules thereunder if the
company were registered as an investment company
under the Act;

(4) the company does not effect any trans-
action with a person controlling the company
within the meaning of the Act, or with any
affiliated person of such person, that would be
prohibited by section 10(f), 17(a) or 17(d) of
the Act and the rules thereunder if the company
were registered as an investment company under
the Act;

(5) the company does not effect any other
transaction that would be prohibited by any pro-
vision of the Act and the rules thereunder if
the company were registered as an investment
company under the Act unless a majority of the
issuer's disinterested directors, or a committee
thereof, renders its prior approval of such
proposed transaction and concludes that

(i) the terms of the proposed transaction,
including the consideration to be paid or re-

ceived, are reasonable and fair to the shareholders
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of the company and do not invelve overreaching

of the company or its shareholders by another party,

and
(ii) the proposed transaction is in the

interests of the company's shareholders and -

is consistent with the policy of such company

as recited in its articles of incorporation and

any other documents made available to its share-

holders generally; and

(6) the company prepares and furnishes annually
to each of its shareholders of record no later than

120 days after the end of its fiscal year an annual

report containing the information required of an issuer

by section 13(a) of the Securities Exchange Act of
1934 and the rules thereunder, which information
includes:
(i) financial statements that are signed
or certified by an independent public accountant
selected and approved by a majority of the dis-

interested directors and the shareholders of the

company in the manner set forth under section 32(a)
of the Irvestment Company Act of 1940 if the company
were registered as an investment company under that
Act, and

) (ii) a schedule of its portfolic securities
valued in a manner approved by a majority of
the disinterested directors and accompanied

by an opinion of an independent appraiser selected’
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and approved at least annually by a majority
of the disinterested directors and the share-
holders of the company to the effect that such
resulting valuations are reasonable;
(d) The company's board of directors, including a majority
of the disinierested directors,
(1) review no less frequently than annually
the procedures referred to in paragraph (c) above
for their continuing appropriateness, and
(2) review no less frequently than quar-
terly whether all transactions of the issuer during
the preceding quarter were effected in compliance
with the procedures; and
(e) The company maintains and preserves permanently in
an easily accessible place a written copy of the procedures
(and any mocdifications thereto) described in paragraph (c) of this
rule and maintains a written record of each tramsaction to which
the procedures required by paragraph (c) of this rule were
applicable and preserves the record for a period of not less than
six years from the end of the fiscal year in which any such trans-
action occurred the first two years in an easily acé¢essible place;
the written record shall set forth the parties to the transaction,
the terms of the transaction, and the information or materials
upon which any determination described in paragraph (c) of this

rule was made.



457

. EXHIBIT VI
McDegrMOTT, WILL & EMERY
11l WEST MONROE STREET
CHICAGO, ILLINOIS 60603

casLz a00ALSS 3i2-372-2000 700 BRICRELL avENUE

TMILAMT MIAM), FLORIOA 313}
TELEX NuUMBER 308-338-8030

as~-3888 O] CONNECTICUT AVENUE, N. W,

TeLEComER WABHINGTON, 0. C 20036

312-372-2022 202-223-94%0

April 13, 1979

Sydney H. Mendelsohn, Esq.

Director, Division of Investment
Management

Securities and Exchange Commission

Washington, D. C. 20549

Re: Proposed Application by Heizer Corporation for
an Order of Exemption Pursuant to Section 6(c)
of the Investment Company Act of 1940

Dear Mr. Mendelsohn:

At our meeting on March 2, you indicated a willing-
ness to further discuss a proposed application by Heizer
Corporation for an order of exemption pursuant to Section
6(c) of the Investment Company Act of 1940. A draft applica-
tion in summary form is enclosed for this purpose. The con-
ditions upon which the proposed order would be based are
intended to conform with the proposed rules of general appli-
cability which Heizer's special counsel, Mr. Ray Garrett, is
sending to you on this date.

I look forward to discussing this alternative with
you at our meeting in Washington on Friday, April 20, 1979,
at 10:00 a.m.
Very truly yours,
———
u.mw \
hn H., McDermott

JHM:ds
Enc.

ce: Chairman Harold M. Williams
Martin E. Lybecker, Esq.
Sidney L. Cimmet, Esq.
Lawrence R. Bardfeld, Esq.

55-753 0 - 80 o 30



DRAFT: 4/13/79

SECURITIES AND EXCHANGE COMMISSION

Washington, D. C. 20549

APPLICATION FOR

ORDER OF EXEMPTION FROM THE INVESTMENT COMPANY ACT OF 1940

PURSUANT TO SECTION 6(c) OF

THE INVESTMENT COMPANY ACT OF 1940

HEIZER CORPORATION
20 Yorth Wacker Drive
Chicago, Illinocis 60603

Comments and Questions Directed to:

Corporate Counsel:

John H. McDermott
McDermott, Will & Emery
111 West Monroe Street
Chicago, Illinois 60603
(312) 372-2000

E. P. Heizer, Jr.,
President and Chairman
of the Board, or

John M. Lison, Vice
President - Legal

Heizer Corporation

20 North Wacker Drive

Chicago, Illinois A0N606

(312) 641-2200

Special Counsel:

Ray Garrett, Jr.,

or
Paul H. Dykstra
Gardner, Carton & Douglas
One First National Plaza
Suite 4600
Chicago, Illinois 60603
(312) 726-2452

1120 Connecticut Ave., N.W.
Suite 325

Washington, D. C. 20036
(202) 833-5710



459

Administrative Proceeding
File No.
UNITED STATES OF AMERICA
before the

SECURITIES AND EXCHANGE COMMISSION

APPLICATION FOR AN ORDER OF
EXEMPTION FROM THE INVEST-
MENT COMPANY ACT OF 1940
PURSUANT TO SECTION 6(c) OF
THE INVESTMENT COMPANY ACT
OF 1940.

In the Matter of

HEIZER CORPORATION
20 North Wacker Drive
Chicago, Illinois 60606

Under the
Investment Company Act of 1940

PR,

Heizer Corporation ("Heizer"), hereby appvlies for an
order of the Securities and Exchange Commission (the "Commission”),
pursuant to Section 6(c) of the Investment Company Act of 1940,
as amended (the "Act"), exempting Heizer from Section 7 of the

Act on the conditions set forth herein.

It is anticipated that the next two parts of the appli-
cation will consist of sections describing the background of
Heizer and reasons why the application should be granted. Since
practically all of this information has been previously furnished
informally as part of the submission of Gardner, Carton & Douglas
dated December 20, 1978, the letter of McDermott, Will & Emery
to Sydney H. Mendelsohn dated February 15, 1979, or has been
discussed in meetings with the staff, it is not set forth in
detail in this draft application.

Background

[This section will describe the history of Heizer
since it was organized in 1969, its capital structure, a list
of its investors, the types of investments made, the manner in
which investments are made, how investments are valued, financial
statements which include the current value of its investments,
a description of Heizer's directors, officers, employees and

partners, their interests in Heizer, how they are commensated,
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any current transactions or interests which would cause a director
to be deemed an "interested director" or cause Heizer not to
be in compliance with the proposed conditions upon which the
application is based, etc.]
Reasons for Exemption

[This section will describe the inability of Heizer
to engage in the business of supplying early stage development
capital if it is not exempt from the Act, the requirement of
Heizer's investors for liquidity with respect to their invest-
ments in Heizer, and the inability of Heizer to satisfy investor
demands for liquidity other than through its own liquidation if
Heizer is not exempt from the Act. This section will also demon-
strate that the exemption being requested is necessary and
appropriate in the public interest. It will cite the need for
business development capital in the U.S. economy and current
governmental policies with respect to capital formation and will
make reference to the White House capital formation task force,
being headed by E. F. Heizer, Jr. Finally, the section will
demonstrate that the exemption being requested is consistent
with the protection of investors because of the conditions upon
which it is based, the history of Heizer and the procedures
adopted by it to prevent abuse, and will show that the exemption
is consistent with the purposes fairly intended by the policy
and provisions of the Act.]

Proposed Conditions of Exemption

Heizer requests that the order of exemption applied for
hereby be made subject to Heizer's compliance with the following
conditions when the order is entered and that it be subject to
revocation by order of the Commission if thereafter Heizer ceases
to be in substantial compliance with such conditions:

(a) Heizer shall be engaged in the business of and

is a business development company as defined in Appendix A hereto.
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(b) At least 60% of the members of Heizer's Board
of Directors are not "interested persons" of Heizer as defined
in Section 2(a) (19) of the Act ("disinterested directors”);
provided that, if at any time subsequent to the order, Heizer
shall fail to comply with this condition because of the death
or resignation of a director or for any other reason beyond its
control, Heizer shall be deemed to be in continuing compliance
herewith for a period of up to 180 days so long as Heizer uses
its best efforts during such period to cause to be elected a
Board of Directors at least 60% of whose members are disinter-
ested directors.

(c) BHeizer's Board of Directors, including a
majority of the disinterested directors, have adopted by-laws
containing provisions which establish policies relating to
the business of Heizer and the conduct of its affairs substan-
tially as follows, which provisions shall be in force and shall
not have been modified in any material respect:

(1) It is the policy of Heizer (i) that it

be engaged in the business of and be a business

development company as defined in Appendix A hereto,

and (ii) that its Board of Directors consist at all
times of persons at least 60% of whom are dis-
interested directors;

' (2) Heizer shall not effect any transaction
with any of its directors, officers or employees

that would be prohibited by Sections 10(f), 17(a)

or 17(d) of the Act and the rules thereunder if

Heizer were registered as an investment company

under the Act:;

(3) Heizer shall not knowingly permit any of
the directors, officers or employees of Heizer to

effect any transaction with any other party that
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would be prohibited by Sections 10(f), 17(a) or
17(d) of the Act and the rules thereunder if Heizer
were registered as an investment company under the
Act;

(4) Heizer shall not effect any transaction
with a person controlling Heizer within the meaning
of the Act, or with any affiliated person of such
person, that would be prohibited by Sections 10(f),
17(a) or 17(d) of the Act and the rules thereunder
if Heizer were registered as an investment company
under the Act;

(5) Heizer shall not effect any other trans-
action that would be prohibited by any provision of
the Act and the rules thereunder if Heizer were
registered as an investment company under the Act
unless a majority of Heizer's disinterested direc-
tors, or a committee thereof, shall have rendered
their prior approval of such proposed transaction
and shall have concluded that (i) the terms of the
proposed transaction, including the consideration
to be paid or received, are reasonable and fair to
the shareholders of Heizer and do not involve over-
reaching of Heizer or its shareholders by another
party, and (ii) the proposed transaction is in the
interests of Heizer's shareholders and is consistent
with the policies of Heizer as recited in its articles
of incorporation, by-laws, and any other documents
made available to its shareholders generally:

(6) Heizer shall prepare and furnish annually
to each of its shareholders of record no later than

120 days after the end of its fiscal year an annual
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report containing the information which would be
required of Heizer by Section 13(a) of the Securi-
ties Exchangg Act of 1934 and the rules thereunder,
if Heizer were subject thereto, which information
includes: . i
(1) financial statements as required by
said Section 13(a) of the Securities Exchange
Act of 1934 and the rules thereunder which are
signed or certified by an independent public
accountant selected and approved by a majority
of the disinterested directors and the share-
holders of Heizer in ;he manner set forth under
" Section 32(a) of the Investment Company Act of
1940 if Heizer were registered as an investment
company undér that Act, and
(ii) a schedule of its portfolio securities
valued in a manner approved by at least a majority
of Heizer's disinterested directors and accompanied
by an opinion of an independent appraiser selected
and approved at least annually by a majority of
the disinterested directors and the shareholders
of Heizer.
(d) Heizer's Board of Directors, including at least
a majority of its disinterested directors, shall adopt such
further procedures as it deems necessary or appropriate to
implement the by-law provisions set forth in paragraph (c¢)
above and shall:
(1) review no less frequently than annually
such by-~law provisions and further procedures for
their continuing appropriateness, and
(2) review no less frequently than quarterly

whether all transactions of Heizer during the
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preceding quarter were effected in compliance with

such by-~law provisions and further procedures.

(e} Heizer shall maintain and preserve permanently
in an easily accessible place a written copy of the by-law
provisions and further procedures (and any modification
thereto) described in paragraphs (c) and (d) hereof and shall
maintain and preserve for a period of not less than six years
from the end of the fiscal year in which any transactions
occurred, the most recent two years in an easily accessible
place, a written record of each transaction to which such by-
law provisions or further orocedures were applicable, setting
forth the parties to such transaction, the terms of the trans-
action, and the information or materials upon which any
determination described in paragraph (c¢) hereof was made.

BREIZER CORPORATION

By
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STATE OF ILLINOIS )
)

COUNTY OF COOX )

The undersigned being duly sworn deposes and says thas e
has duly executed the attached Application dated
1979 Zor and on behalf of Heizer Corporation: that he i1s the
Vice President -~ Legal of guch corporation; and that all action
by stockholders, directors, and other bodies necessary to
authorize him to execute and Zile such instrument has been
taken. The undersigned further says that he 1s familiar with
such instrument, ané the contents thereoZ, and that the Zacts
therein set fZorth are true to the best of his knowledge, infor-
mation and belief.

John M. Lison

Subscribed and Sworn to

before me a Notary Public this
day of ., 1979.
My commission expires

[NOTARIAL SEAL]

Pursuant to Rule 0-2 of the General Rules ané Regulations
under the Investment Company Act of 1940, Heizer Corporation
declares that this Application is signed by John M. Lisen, Vice
President - Legal of said corporation, pursuant to the general
authority vested in him as such by Section of its 3r-Laws
and by the resolution attached hersto as SxhiSit _.

HEIZER CORPORATION

By

Secretary
DATED: Clicago, Illinois .
;s 1979
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APPENDIX A

Definition of "business development company."”

"Business developﬁent company” means any company that meets
each of the following conditions:

(a) It is engaged or proposes to engage principally in the
business of furnishing capital to industry, financing promotional
enterprises, purchasing securities of issuers for which no ready.
market is in existence, or reorganizing companies or similar
activities; and

(b) At least 80% of its net assets (exclusive of securities
issued by such issuer, Government securities, short-term paper
and other cash items) consists of securities which were:

(1) Acquired directly from the issuer thereof in a
transaction or transactions not involving any public offer-
ing within the meaning of Section 4(2) of the Securities
Act of 1933 or pursuant to the exercise of options, warrants
or rights acquired in such transactions,

(2) Received in exchange for securities acquired
pursuant to subparagraph (1) above in a reorganization
described in sections 368 or 371 of the Internal Revenue
Code of 1954, as amended, or in any exchange offer, or

(3) Distributed on or with respect to any such
securities; and

(4) 1lssued by a person or any successor thereto
(the "investee"”) more than 10% of whose voting securities
became beneficially owned by the company as a result of
the initial acquisition by the company of securities of
the investee.

For purposes of subparagraph (4) above, a beneficial owner
of a security includes any company which, directly or indirectly,
through any contract, arrangement, understanding, relationship,
or otherwise has or shares (i) voting power which includes the
power to vote or to direct the voting of, such security, or

(i1) investment power which includes the power to dispose, or
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to direct the disposition of, such secarity. A company shall
likewise be deemed to be the beneficial owner of a security
for purposes of subparagraph (4) above if that company has the
right to acquire beneficial ownership of that security, as
defined above, within sixty days, including but not limited to
any right to acquire (i) through the exercise of any option,
warrant or right or (ii) through the conversion of a security.
Any securities not outstanding which are subject to such
options, warrants, rights or conversion privileges shall be
deemed to be outstanding for the purpose of computing the
pefcentage of outstanding securities of the class owned by
such company but shall not be deemed outstanding for the pur-~
pose of computing the percentage of the investee's securities

owned by any other person,
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ganizod and they have even developed
ln"xslalne vehicles of thelr own Also,
the burden for new leglslation has
saifted Thanks to the actions of Presi-
dent Carter, it is the forces of unbridled
development, not the forces of conserva.
ton, which cannot ablde the statuy quo.

But, for all that has changed, the cen-
tral issue in this debate remains the
samne and it Is this: Will we surrender
our Nation's last large holding of un.
spolled land to ummmneled de\e!op-
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we work to develop new, altertative
energy sources, such as solar and geo~
thermmal But the essentlal Iact remains,
that, while there are aliernative sources
of energy, there are no alternative
sources of porcupine caribou. And, while
it is probably true that most of mv con-
stituents will nex er see 2 caribou, I do not
believe—and I am convinced that my
constituents do niot beliese—that wa Kave
the right to rob our children and our
children's children of any possibiity of

ment and

ever that facet of nature’s

will we, instead, lesrn from our put
mistgkes here in the “lower 48" apnd
treat natural majesty with the respect
it deserves? Will we finally meet legiti-
mate peeds for mineral extraction and
other development in a balacced and
ratianal way?

‘We were wamed about the dangers of
thoughtliess exploitation of our patural
resources hy our first conservationist
,» *ho said

elrly in t.th centwry that—

Wo bave become grest because of the
lavish use of our resources and we Lave
Just resson to be proud of our growth. But
the time bas come to tnquire seriausly what
Will happen when our forests are gone, when
iha coal, the iron, the ofl, and the gus ate
etbausied. when the solls have been sult
further lnpoverished snd wrahed into the
streams, polluting the rivers.

{ Hewarned: -

These Questions do not relats ooly to u:-
next century or to the next generation It
is time for us now a3 & nation 10 exercise
the same reasonabls foresight in qealing
With QU gTeat natural resources that would
e sho 43 by any prudent map Io conserv-
Ing . lhe property which contalns the
AT3Urance of well-deing for himself and his
chidren.

3ut ne 15 a peorle ¢id not heed Theo-
dore Roossselt’s words of some 70 years
239. Instead, we of the generation ap-
voaching the next century threaten our
g-andchildren with the same lack of
foresizht which bequeathed to us smog-
choked citt es, unfishable streams, and
strio-mined Jands. We may, with time
and skill and at great expense, recover
tron the consequences of our past lack
of foresight, but In Alaska, we have the
ce—truly our last chance—to do
s right the first time,

The o] s of the Udall-4 8
hill huve leveled many charges against it,
bue onie that I feel particularly compelled
to oridress ty this: that, in choosing
Udusil-Arderson over its compet:tors, we

‘i1 eaten to sucrifice our Nation's pressing
¥ heeds on lhe altar o( ensiron-

c!s :xs nme Tt 15 asked.
e of a cammaling.
ou not be
the vital
An.m Nattonal
th pratecting 1ts
caritou? After all, the
. YOLr corstitie nis use oll
i fewof thom w Il ever crven
«tihog

I [t} cn'*e'-nd ahodl ere

wonder,

The Udall-Anderson bill affords us the
opportunity to exercise the kind of fore-
sight which Theodore Roosevelt urged
uzon us nearly three-quarters of a cen-
tury ago. In this House, we have {requent
opportunities to do things for the benefit
of one interest group or another in our
society. But this blll affords us the rate
apportunity to do something for a group
of Americans who do not lobby us, can.
not petition us, cannot even vote for us:
the generations of Americans yet unborn.
They cannot vote for us. but I am con=
fident that they will remember us well
§f we act in their interest tocay. I
strongly urge support for the Udall-
Anderson Alaska lands bill so that we can
do it right the first time—for them.®

0 1935
The SPEAKER pro tempore (Mr.
Grpraxpr). Under a previous order of
the House, the gentleman from Vermont
{Mr, Jorroros) Is recognized for 10 mn~
utes,
[Mr. JEFFORDS addressed the House.
His remarks will appear hereafter in the
Extensions of Remarks.)

E SMALL BUSINESS INVESTMENT
INCENTIVE ACT OF 197!

he SPEAKER pro temrpore. Under @
previous order of the House, the gentle-
man frem North Caralina (Mr, Baoy-
1) is recognized for 10 minutes.
& Mr, BROYHILL. Mr Speeker, if jou
ever rneed to transyort a small package
to another secticn of the country n a
hurry, you may rely upon a company
es
in oxemi:ht pac)’a-e t‘e ivaries }‘cduul
Express “went publie” in April of 1978
and within a very few months its com-
mon steck was traging at three times 1s
original public oJ:ring price. Tederai
Express is a wildly sauccessful new coms
pany and ocne of the mes: suceessful ve:
ture cagital n nts o! the 1370's

) o' UL‘ Sccu

EXHIBIT VII

May 8, 1979

plied three rounds of equity finaneing be-
fore the company went publie. In ex-
change for their private Nnancings they
receiyed what the Securities and Ex-
change Commission refers to as “res
stricted stock,” As a result of thelr ac-
tions, the venture casitalists gave binth
to an exciting rev enterprise. They were,
Eewever, left with equity securities Jess
lLquid than ihose purchased by public
investors when Federal Express went
pudlic.

The Sacurities Act of 1933, in section
4(2), provides a2 exemption froc regls-
tration for stock offerings which do not
censtitute a “public” offering. Pursuant
to that section, the SEC drafted rule 148
which allows sophisticated Individuals
and individuals of substantial net worth
o invest (generally In gToups not to ex-
ceed 35) In small and new vertures une
der the rule 146 “private placemeat
exemption.”

Although this rule works reasonably
well going into an investment, it places
undue burdess on investors after they
make an investment, since liquldity (or
resalability) s severely I:mpeded.

An investor proceeding under the pri-
vate placement exemption receives “re-
stricted stock,” which means that he is
severely restricted fn the manner in
which he sells those securities,

He is generally bound by rule 144,
shich currently allows him to sell only 1
percent of the outstanding securities of
that class In any 3-month period (or the
average weekly volume over the precede
ing 4-week period, whichever is greater),

‘Thus, the liquidity restrictions which
ultimately result from private placement
stock offerings have unduly hindered the
venture capital formation process in our
country today,

Traditionally, much 2guity capital for
naw and small ventures was grovided Sy
wealthy Individuals and the smalier pub-
he frsastor. Unfasorsdle tax troatment
the past decade, however, caused
ty Lwesters to cmploy their funds
elzevuare.

That tax situation plus a general lack
of cenfidence has driven the small invese
ter Ircm dlretly purchasing stock of
ne— and smell compznies via the public

tock wmariet, What has develop:d, how-
e\er. i1 o new ®at siructure domt-
rated by lnsmu‘ mal investors.

08 w trc.: Enl"" the unnecessary
e e.ner
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J ness Inyestient Incentive Act as law,
sophisticated investors wowld have im-
.duncnts removed and the stnall com-

fo5 seox.ng capital would be able to

v celve tiat capital mare cheaply.

v In sduition, smaller iavestors would

% : nble o invest in professionally mane

;td venlure funds, For the public in-

1or Wno needs protcetion, howeyer, ail

isclosure requirements for securittes
irading in the public markets woyld re.
uain intack.

Furtherpeore, the broad and effective
ontifraud provisions of the Securities
Cachavge Act of 1934 would apply to
anyone dealing fraucdulently in securi-
ties maricts regardless of uhether those
dealings are pyblie or private tronsac-.
uons under the 1933 act.

Thus, the Small Busioess Investment
Iacentive Act would not interfere with
the legal r currently iipbie to
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“For purpctes of this p:u.mpn. £y DRTe
son who sells a limitod sa’e security for his
owm sccousnt or for the accouat of nay other
person shall not de gorsiderad to be sn un
cerwrjter with respact to such wrarsactlon
1€ s.ch sale Is mads to an accredited Investor
or to & person whoem e ullor reasonably
Dbeleves 10 be an eccredited iovmtor”

{b) Seetion 2 of the s~.v-wu Az of 1933
(13 USC 77b) is amended by ad2:ag at the
*nd thereo! the followlug new passgraphs:

't The tem ‘actredited izvestor’
™meacs (A) » bank, Insurance compsay, reg-
15tered !ziestinent company, seall busiess
Iavestment comtpany lictnsed under the
Small Dusizass Tovestment Compaoy Act of
1958, or petson descr.bed 1o the 1sst clause
of saction 3ic)(3) of ihe Iavestant Com-
pany Act ol 1940, & fund, trust, or other ac-,
count With respect to which a bank or jue
surance company exercises invesiTmant dise

cretion, or a person who conlrols or is cose
trolled by any such person, (B) soy per-
son who, on the basls of ‘such facters as

the investar who hus been ded.

net worth, knowl-

The Small Dusiness Investment In-
centive Act is not intended to be an end-
all =olution for the problems which
plazue the venture capital markets. We
must rermember that capital formatlon
13 & complex subject and the hindrances
to U.S. capital formatlon are many and
varied. The Small Business Investment
Incentive Act of 1979 is, howerer, 8 ma-
jor step o the dlrection of reducing the
current “constipation” {n the venture
capital markets. It will optimally bal-
ance the equaily desirable objectives of
venture capital formation and investor
proteciian.

I am subrnitting for the Recoro today
n section.by-section aaalysls of the
Small Eusiness Lovestment Incentive
Act of 1879, along with the language of
thebill,

HR. 3990
d the Sscurities Act of 1923 to
ters to 521l certain securities
10 acoredited fnvestars without fillng &
regiriration statement under such Act, to
amind the Investmaent Company Act of
1040 to £Tant an exesiption from such Ack
10 certaln issuers which engage in the
business of furnishiag espits] or provids
ing fnancing for Lusiness venturcs and
activitizs, a3d for othier parposss
Be 1t enncled by the Se=ale and House of
Representatives of the United Stetey of
America tr CCotgress astem bied,

-« smozt vms

Sccrionw 1. TRIe Act may be cited as the
“Small Business Investinent Inzeniive Act
oI 1973",

TRANRICTIONS INTOLVING LIMITIO SAIE S5~
CGAITITS AND ACCETDITID INVISTOLS

edge and n agd buste
Deus matters, OF ATOUDL of Assets under
1 a8’

1estor under rules sod regulitions which
the Commission akall prescride, sad (C)
80y other person who does not quallfy as an
aceredited tavestor under suc’ rules a34 reg-
ulations but who relles upon ths invest.
mant adrice of 3 person who does 30 Quale

LY. As used 12 this plngtlph ihe term ‘ta~

a8 o given
such term in section 3(:)(31) of the Se-
curities Exchange Act of 1934,

“{16) The term ‘l'mitad sale security”
maans & security which bears a izgend to the
etfect that such securily may not be 5018
of otherwlss transferred except t0 ag accrads
1ted tovestor.”.

ALSALE OF ALSTEICTED SICUNITIES
See. 4, Section 2(11) of the
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t2) by inertlng immediately before the
pesiod at the end thereof the followlng “;
or any issuer eagnhged principally in the
buslpess of furnisling capitsl or providing
faazcing for busizess seatures and actinte
ties, purchasing securities of issuers for
wlich po ready rrariket Is in crislence oOr Te.
c-paazing compaties or similar sctivities
{ar a3y perion that 13 orgacized acd exists
solely for purposes of holding securities \o
sSuch &N issuer), if at least 82 percent at cost
of tiue securitias hetd by such issuer (other
than governmeat cecurities, anort term
paper, and other cosh ltems) conslas of
sscurities which (A) were acquired directly
from such isyuer {including warfanl ot
options acjulred from such lssuer) 10 &
transaction or chaln of tralsaciioos not
invoiving any public ofering or pursuant W
the exercise of warraats or options scquired
12 such s trazsaction, (B) were received as s
result of a reorganization or baukrupkey
proceeding, or (C) Were distridutad on or
witd respect 10 any securitles descrided in
clause (A) or (B}.".

EIYICTIVE DATE

Bt 7. {8) The amendmants made by this
Act shall tais eJect o0 the date of esact:nent
of thls Ach

(2) The Securities and Exchange Commis.
sten shall, within 120 days sfter ihe date of
ecaciment of this Act, prescribe sLch yuies
and regulations as 22y be Decessar) 0 caITy,
out the smendments made by thls Ack.

Trr Saart
AcT ar 1979—8 s A

Sectlon 1. Tivle.

Section 2. Exemptions from Securities Ack
of 1933, This sectlofl sxempts o eale of s~
curitles from full registrstion under tbe =
Securities Act of 1933 If all purchasars of the
$tock are sccredited Investors providad thers
is ©o gcncnl ndv:rﬁunz or solicitation in

©f 1933 (13 U.8 C. TTh(11) ) is artendgde

(i* 1n the Arst rentence, Dy Inserting
“{A)" immedistaly after “shall not include”
and by inserting tmmmedintely before the
riod the followiag: “, or (B) o person engag-
ing in & sale or other distribution of re=
tiricted securitics if such person bas beea
the beriScial owner of tuch sacurities for a
periog of not lesa than five years priar to the
date of such sale of distribution”, sod

(2) by inserting immediately before the
priod at the end of the second seatence
the following: “. and tbe teem ‘restricted
tecurities neans securities scqyulred directly
or indirectly from tie issuer, or from za
ailiate of the lssuer, In a traziaction or
chaia of traniastions not Insolving any pud-
e oftering™.

LINBILITY IN FRIVATE OYTYRINGS

Scc. 8. Section 13 of the Securilies Act of
1533 {25 USC. TT1) is amenced by acding
at the ¢nd thereol the Iolowing ntw aen-
tence: “Notwithsitanding the fo"egoliag pro=
vitons af this section, & pason who selia

£ge. 2. Section 4(2) of the Act of
1933 (15 G SC. 77d(2)) s smendad by m:d-
ug at tra end thirvol the follonlng: “Fol
purpoize of thiz pmagraph, transtciions u
an i33ne? not Involi lagz a publle nering whall
w2 transactions 13 which all of the fol-
£1cLoos uze prewent:
+ Tue tran,action Jy wlely with one of
r307e ars1 121tad -2 " 0rs OF PrIzais that the
1B Foamotiauiy bl o 0 Le ncerecited
3TN

“{Iy Tae "Seur

v 18 the subject of
s transasiion fe 3 ! d saly cequsity.

"€y T la no genesal adveit! ng or
seneral sulizitilisu i conocctizn w.ik the
trafaaction by e lisusr of Anycha acliog
€ et cer & HIGAlLL”,
\LE OF LINTS LAIK SICGRITIES

Sre 3 (1) S.atlnn 4(1) of the Scou;
Ao 1% (15 U SC Tidil)) IS am d~¢
B, 2w’ i 2T the eid thered! the folluuing:

evinting a pood
fath a“tunpt not to Invelve any pubdlic
offering pursuazt to sectlon 4(2), shall not
be liabie to a parchaser of such seécuraizs in
such tranaaction if all congitisas get forth
In sectlon 4(2) or priscrbed in rules nnd
i of the

Zugh A tremsaction Rave hoen mot with Te-
L+ 10 such puichaser, and sich pureh,
M1, not bring a el setlen 16 oS

xu:h tre £
such cenditions Mue not B mel with re-

Lpect o trchacers of s curitics In such

tranmastion .

TXINPT.ON TrO‘f INVENTMENT COMPAKY ACT
or 1940

Sie 6 Sectlza 3(e) {34 of the In.estmens
Compnuy Act of 1840 (15 G S € 8a-3(c)13))
12 en.eided —

{1) by stiiaing cut or™ I~ ~uidiately rliter
“guardian”; and

the

Sectton :. De: xiticn of Terms. This ssce
ton delnes “accrediied invesior” ea any
Snancial jastitution or “fusd, trust, or other
account™ admintstered by 3 Anancial instie
tution, any pesson Cesignated by the Com-
missicn as AR accrediied investor based upon
such factars as 2zadcial sophisticstian, Bet
worth, or business #xpericace, or sny other
perscn who may not quallly as an sccredited
iavestor under Commiszion rules but reiles
on the adrtice of sormicone Wio does.

Section 4 Resale of Restricted Securities
This section prorides that o limitation on
the resale of restricted securities shall apply
after & purchaser has held the securities for
8 pertod of five Fean or more. The Feed for
this sectton arises from the fact that the
Commisslon does tot fecl that it can eiempt
sllisted holders af restricted securitles
from the resalc provisiond ms currently sl
lowed nonefiliates uncer Rule 144. (Re-
stricted securities ars those which Rave beeny .
Ppurchased urder cobditions wild did uot
constitute & publis ofering wurder the See
curities Act of 192). Rule 144 currently
allows the resale of such securitics aftee
R two-year helirg perind at a rate cgual to
one percent of the outstanding recurities of
class in fny taree-month pe od, or the
aversge weexly trading volume otef o four-
week trading period imriediately preceding
such resale, \..n chever i3 greater.)

The Comml
aliliate holder '3
tha aho.e 2esale |!':sl!lll0l‘! Aot aor » three or
Iour-year Me1ng per.od, depend!
which market the secarity 13 trad!
Commisaion do=s not reel ho\-

m the =

T over his v.wuney
rapialyy, the k.!!

weuld ramote lpulitions
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on resale of resiricted securities by afMliates
after th!s perlod.

Scetion S Liadllity In Private OfNerings.
‘This scction Jimits the right of reseission for
purchasers of securitles Current!y under Sec-

CO!
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® Mr. RANGEL Mr. Speaker, as chair-
man of the Subcommittee on Health of
tre Committee on Ways and Mcans I
am today joining several of my colleagues
on the tee 1n introdu: twvo

tion $(2) of the et, 8 p
of secursities isstued pursuant to a limited of-
fering may suc for his investment If e does
not meet the tests of sophistication or sub-
stantial net worth er if he vas not prosidsd
aith zll material Information by the issuer
of such securitle: nder ex'5ing law, how-
ever, the entre ofering may be collapsed
stnce sll purchasers are then granted stand-
1og to sue. Section 5§ would bar other pur-
chosers from recovery ualess they too could
prove 1) that ihey ¢id pot Tecelss all mates
rial informatioa or 2) that they could not, at
the time of tho ofering, meel the tests of
sophistication or net worth ald that thast
was o condition the lssuer should have been
aware of.

Sectlon 68 Exemption from the Investment
Company Act of 1820, This section exempts
venture capltal companies from the Investe

bills which would provide for a number
of administrative and benefit improie-
ments in the medicare program. These
bills gre 1dentical tn jagislation reported
in the previous Congress by the Commit-
tee on Ways and Means and approved by
the House of Representatives—H.R.
13097 and H.R. 12817. Had there been
sufMizient time remaining in the session,
I am confident that the Senate would
have acted favorably on both of these
bills,

I am introducing these bills because
the Subcommittee on Health has ezreed
to consider this year legislation along
the Unes of the bills deseloped last year.
I would want to make :lear, however, that
in

ment Company Act of 1840, The
Company Act of 1040 was passed to regulste
sbuses i3 the mutual fund industry such a3
unscrupulous managers who bad large
smounts of caskh which could be quickly

1 I am rot
suggesting that the subcommittee's de-
liberations w11 be limited to the provi-
stons of these two proposals, T expect
that the of the

shifted a2d to the
of the gutside Investors.

Venture capital companies, bowever, 4o
uvot purchisa stock op public markets but
ather mske private tovestments directly in
small busizesses, Such lavestments are bighe
1y 1tquid and ere often beld for periods of
up to ten years or more At the time the In.
vestment Company Act of 1940 was pa
however, there wero virtually 50 venture
capital irms ln existonce whith wers pube
ety traded Had there been such Arms la
existence it may very well have been dls.
covered that the provisions of the Invest-
meat Company Act of 1540 were unnecess
Eary.

Saction 7. Effective Date. Efectiva date of
enactment and prescribed perfod for the
P of rules and reg by the
Commission @

The SPEAKER pro tempore. Under a
previous order of the House, the gentle-
man {rom Oregon (Mr, WEAVER) is rece
ognized for 10 minutes,

[Mr, WEAVER addressed the House.
His remarks will appear hercafter in the
Extencions of Remzarks.)

The SPEAKER pro terrpore. Under o
previous order of the House, the gentle-
man from lilinofs (Mr, AnNTNZIO) fs
recognized for 5 minutes,

{Mr. ANNUNZIO addressed the House,
His remarks will appear hareafter in the
Extensions of Remarks ]

The SPEAKER pro tempore. Under a
presjous order of the House, the gentle-
man from Texas (Mr. Goxzarir2) is rec-
oznlzed for 5 minutes.

I 1r. GONZAL CZ addrcssed the House,
His remurds vl sppear Liereafier in the
Evterolons of Rema

MEDICARE

The SPEAKER pro tempore. Under a
nm ious order of tre House, the genlle-

«n fiom N York (Mr. Ra.czt) is
|Lcn:mzcd for 5 minutes.

will have additional amendments they
will want to have considered; and I also
cxpect that we would consider the medi-
care smendments recommended by the
President in his fiscal ysar 1980 budgel
recommendations. Although we do not
have specific dates scheduled, I antici-
pate that the subcommittee will be hold-
ing hearings on a wide range of possible
medicare amendments shortly after we
have completed our work on the Presi-
dent’s pronosal for hospital cost con-
tainment. .

Althouzh the subcommittee will be
taking a fresh look at the provisions in-
cluded In Jast year's bill and examining
other amendments for possible inelusion,
1 expect that the leg!slation recom-

d by the will be
very similar in scoze to the bills devele
oped Jast year. As Members will recall,
the subcommittee, in developing that
legislation, was conscientious in con-
forming to the rather tight budgetary
lmitation iImposed by the congressional
budget resolution. And, it is likely that
we will be working under sim:lar budget-
ary limitatione again this year.

1 am cager to bezin working on the
development of the jegislatlon and I am
confident that even though we nil) ence
again ba limited to relatively low-cost
provisions, we can do much 16 make the
megicare prozram rmore responsive to the
needs of beneficiaries,

SUMMARY OF THI NTDICARE AMENDAINTS OF

Zestion 2.—Hcoime health tervices.

‘The medicare home he: beaet would
be llberslized in the follo:
unlimited visits wouid te
hoth parts A and B of medicare;
presunt tnree-day prior hoipli
quiremians under part A v ould be
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the effective administration of the home
health henefit; home henlth aldes wiuld be
required 10 conmplets an appropriate tr:
ing pregmam, the Secrelary would !n di=
rected o reglonal Int ‘aries
for home health agencies, and ke Seocrelary
wouid be authorized 10 estadlith such other
administrative requirements 3s he finds nec.
emsary for the eJective and efMiclent operas
tion ¢f the program

Seciion 3 —Elmination of (e sccond valts

Ing period for recatitled cisa benel-
ctaries.
Entitlement to medicare benefiis would be

provided for individuals who Rate been en-
titled to disabllity payroents for & total of
24 months, regardiess of whether those 24
months were consecutive Ia thet way, an
individual wie has sitlified the 2i-menth
requirement and attempis unsuccessfully to
return to wovk wculd be fmmediately en-
titled to medicare benslits when ke resumes
receiving monthly disadility beceits,

Eecticn 4 —Raciprocal cgreements for cov.
erage outside the United States.

The President would be suthorized o entor
into recip-ocal agreements with other coutie
tries to provide bospital and medical benefity
t0 ltring or
outside the Cnited States,

Section 3 —Dentisis' zervices,

Services performed by centists would be
covered 1f the zame zervices are covered when
furn!shed by physicians Also, hospital stays
for the performance of n noncovered dental
zervice would be covered wmhere the severity
of the dental procedure warrants hospitale
izatton Coveruge for routine denial zervices
would continue ta be excluded.

Secilon 6 —Treatment for plantar warts,

‘The pretent exclusion of services related
to treaiment of plsntar warts (waris on the
feet) would be eliminated,

Section T—~Copununily mental heuth
centers. -

Services in
rsental health centess by physicians or other
qualified personel would be Teirmbhursed un-
der part A of medicare on the bists of the
cost Incurred in protiding the coTe"cd Zorv-
ices A toial of ten autpatient visits per year
would be covered and up to 60 ¢ays of pare
t:al hospitalizatlon. Eevielclaries would exs
change ons diy of thelr 100-day Nfetimo
ltmit on outpatieat psycilatric hospitaliza.
tion far every four dags of partial hospitall-
zatlon In a community mental health ceater.
Mental health services prosided by a come
munity mental health center would not be
sudject to the part B decuctible, colnsure
page, or §250 yearly limit applicable to cute
patient mental health services furnished by
psychlatrists or other M.D.'s.

Section 8 —Comprehensive outpailent re-
habtlitation ceaters.

Certdln comprehensive outpatient reda.
bilitation ceaters would be recogrired as
providers of servites under medicare Such
rehabilitation centers could be pudlic or
private institutions primsrily engijed In
providing dlagnestie therapeutic, and restor-
ative szrvices to outpat that meet spec-
ified conditions of partic'paston.

Seciion § —Optometrists’ sem

Services fumished By cptometsixig
Decilen Wit treatment of aphalkic patlzats
(patlenis without tha natural lens of the
e;e} would be covered, Also, the Secretasy
W5 .ld ke directed 1o report t0 the Conpreas
within rine 1ncatrs as to

13) home health beaehits under pavt O would
15 loager be subject to the $50 deducridle;
end (4) the Fresent reqairament tnat pro-

lezary hume Pizl'h ege~cies be licea.sd
state Jaw In orcer to pirticlpate io
¢ would be el':—:l—.uv.ed

provided a es
standarts ard tefnirce~ent Luidelizcs for

ree tary
for

8¢ IB —DCT.,
Hegplce comvees,

Tie Secrewary wouaid te directed to cor

anation pm,cc quire -

BURS

ithen prejocis for

tore-
3342 20 1m08 uider mels
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Mr. BroyHILL. Thank you, Mr. Garrett.

It was suggested yesterday in testimony by the panel from the
SBIC’s that the 1940 act was so burdensome they would be glad to
register under the 1933 and 1934 acts in order to get out from
under the 1940 act. What would be your reaction to that?

Mr. Gagrrert. The exemption certainly should be further condi-
tioned upon the exempt company being registered under the Ex-
change Act. All of our thinking in this area assumed that it would
be. If a venture capital company with a public market that was not
a 1934 act company could exist, it ought not to be permitted.

Mr. BroyHiLL. We have had some testimony here that would
disagree with the definition of a venture capital firm, the organiza-
tion that is contained in this bill, H.R. 3991.

Could you help us define what a venture capital firm should be?

Mr. GARRETT. In terms of its conduct of its business, I am very
doubtful that you can do a better job. The language in H.R. 3991, of
course, is takrn, with some modifications, from the act itself; from
section 12, which deals with investment company pyramiding.

We tried and the SEC staff has tried too. In their proposed rule
205-3 under the Investment Advisers Act, they define the kind of
company—what they call a business development company—that
can pay a performance fee to its adviser, under certain conditions.
We objected rather strenuously to that definition. They tried to
impose limitations with respect to the size of an issuer in which
investments may be made, a so-called investee company—its earn-
ings, its assets, the lack of a public market for its securities and its
lack of 1934 act registration.

I think the more you try to do that, the more you are likely to
gome to the conclusion, as we did, that it is the wrong road to go

own.

First of all, from the Commission’s point of view, I don’t know, to
be a little flip about it, what business they have deciding what
kinds of companies are worthy of investment as against what kinds
of investor protections should be given up. If you put dollar limits
in the definition, you are almost certain these days, fairly certain,
to be out of date pretty soon. If you put in other obstructions, you
may not anticipate the things that you are cutting out. For exam-
ple, the fact that an investee company must not be registered
under the 1934 act initially sounds good—it doesn’t have any public
market. But some of the most interesting turnaround situations
are companies that did start out in one line of business, did have a
public market, are 1934 act companies, but their original line of
business is kind of pooping out and they develop some new man-
agement, some new lideas, and the venture capital company wants
to come in to help them out. This is true of one or two of the
situations that Heizer Corp. is involved in and I don’t see any
logical reason to categorically cut them out.

Also, I think it reflects the wrong philosophical approach; that is
to say, I don’t think either the Commission or the Congress ought
to be engaged deliberately in the exercise of saying that we love
small business and we will tell you which small businesses we love,
and we are willing to throw small investors to the dogs in order to
help those small businesses. I don’t think that is the right way to
get at this problem. :
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The right way to get at it is to define the exempt company so
that you do not have dangers of abuse to investors that are signifi-
cantly different from those that exist with any other company
whose securities they can buy. Once you have done that, then there
is no reason to say, “Well, you need the extraordinary ministra-
tions of the 1940 act.” Your investors can get along like everybody
else that invests in corporate securities; there is no reason why
they shouldn’t.

I realize we wouldn’t be engaged in all this if we didn’t want to
provide more capital for small business, but I do not encourage any
attempt to go down the road of trying to decide what kinds of small
businesses are good and count, so to speak, and what kinds aren’t,
because you probably would end up saying, “Well, we better leave
it up to administrative agencies that can watch the situation from
time to time.” If you watched the SBA try to decide over the years
what is small and things of that sort, I think it would discourage
you from wanting to do that at all. And I do not think it is
necessary.

Mr. BroYHILL. At one time you attempted to help me come up
with a list of regulatory legal impediments to the proper operation
of a venture capital firm under the 1940 act. I wonder if you could
do that for me again and we would hold the record at this point to
include that.

Mr. GARRETT. I believe our December 1978 memorandum, which
was responsive to your request at the September 1978 hearings, is
about as comprehensive a job as we can do, Mr. Broyhill. If there is
something there that needs explanation or elaboration, we would
be glad to furnish it.

Mr. BroyHILL. I will at least refer to it for the record, pages 49
through—it is rather long.

Mr. Gargrert. Well, if you could find the typewritten copy that
was delivered to you, you would find the exhibit in living color,
which is quite vivid, but the color didn’t survive the Government
Printing Office. We can summarize it for you, if that would be
helpful, cut it down to a few pages.

Mr. BroyHniLL. Page 49 through page 227 of the hearings conduct-
eddon “Small Business Investment,” September 27 and 28, 1978,
and—

N{’r. GARRETT. Would a more digestible summary be helpful to
you?

Mr. BroyHiLL. That would be fine.

Mr. GARRETT. Surely. Be glad to.

[The summary was subsequently received and retained in the
subcommittee’s files.]

Mr. BroyHILL. Mr. Opper?

Mr. OppER. I suppose the most difficult hurdle in finding a solu-
tion to the venture capital company problem, or which there seems
to be universal agreement is real, is, as we continue to discuss it,
the definition of a venture capital company.

The testimony we received in the last 2 days seems to say, Mr.
Garrett, that venture capital companies, as distinguished from
other kinds of closed-end companies, ought to be exempt because
they are really performing in a much different way than the gar-
den variety closed-end fund.
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They become involved sometimes in the management of the port-
folio security companies; they require quite a bit of flexibility with
respect to structurihg securities acquisitions, whether it be equity
kickers, senior securities, or other kinds of embellishments beyond
normal common stock.

In addition, management needs in many cases such things as the
kind of incentive arrangements that the 1940 act really prohibits.
To structure a definition of a venture capital company that would
include these kinds of companies, the kind of company which
Heizer and other generally recognized venture capital companies
are, without including the many other kinds of closed-end funds is
difficult because it seems that any kind of definition would include
closed-end funds that may not be doing any of these things.

Mr. Mann previously suggested it might include letter stock
funds. I am not sure that that would necessarily qualify under
anyone’s definition as a venture capital company.

Mr. GARgrerT. It shouldn’t, and if the worry is severe, there may
be further language, very simple language, if we think about it,
that would exclude these others.

I don’t think it is much of a problem to exclude money market
funds from the exemption. You also have to consider the tax laws,
and the money market fund, for example, can’t run on a taxable
basis and is certainly going to want the exemption provided by
subchapter M of the Internal Revenue Code which it is not going to
get unless it is registered.

Mr. BroyHILL. Would you yield at that point?

I am not quite sure how you could run a money market fund
under this definition since the words say that “these are securities
of issuers for which there is no ready market in existence.”

Mr. GARRETT. I agree with you. '

The worry, however, is based upon the peculiarities of the com-
mercial paper market. '

Mr. BrovHILL. Isn’t there a ready market for commercial paper?

Mr. GARgerT. There better be, if you are the only person that is
an available customer——

Mr. BroyHILL. I could assume that there may be certain securi-
ties of certain companies that may not have a ready market; but
there is a market at least for those types of securities.

Mr. GARReTT. It is even arguable whether buying commercial
paper is furnishing capital or financing.

Mr. OprpeR. Well, the Commission has made this observation and
apparently is relying upon other provisions of section 6, aside from
the one that Chairman Broyhill referred to.

If we could focus a moment on Heizer Corp. There is a certain
irony involved because of Heizer Corp. phenomenal success. As I
understand it 80 percent of the dollar value of your present portfo-
lio as represented by New York Stock Exchange listed companies.
These are not normally the kinds of investments which we think of
when we think of venture capital companies.

As you have explained, you have not, because of the Investment
Company Act and other reasons, been able to do any new deals,
and that has affected your turnover. Any time you are as success-
ful as you have been you might run into this problem.

ee 282 A - RN - 31
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That creates another kind of definitional problem for us, because
you are a mature company which looks very much like the tradi-
tional closed-end investment company, and not the venture capital
company presumably you want to be in the future, once we hope-
fully resolve this problem.

I don’t know, but that seems to create another dimension to the

-problem. : ,

Mr. HEizer. It seems to me, Mr. Opper, that that really should
not bother you, because the issue should be protecting the public. If
you take the type of legislation Mr. Garrett was talking about, the
public is still protected. It does not need the 1940 act.

In other words, we bought all of these securities in private trans-
.actions in orderly stages, and we will distribute them in time under
our plan. If we were public, we would distribute on a tax free basis,
as do other mature companies, as we went along.

Mr. Opper. Perhaps the definition could relate back to some
period of time when you acquired the security.

Mr. Garererr. Well, at some point you have got to be able to
establish the case with the lawyers at the SEC that you are pri-
marily engaged in the business of furnishing capital. If, as Marty
Lybecker has imagined, or as the Commission’s comments on H.R.
3991 suggests, you bought IBM and Polaroid when they were young
and now they look great and you just sit there and hold them, at
some point you can’t make that case. Also, at some point, unless
your shareholders are real inattentive idiots somebody is going to
be suing you, because there is no economic advantage in having an
intermediate corporation sitting there doing nothing more than
holding securities of listed companies. They could not manage the
portfolio under the restrictions that are in the Senate bills, and
they could not buy and sell and play around with their portifolio
securities. In addition, there would come a point when such an
entity could no longer claim it was principally engaged in this
business. ! '

Your question also provides a good illustration of the difficulties
in trying to define what is small. You simply cannot be an IBM
competitor in the manufacture of major basic computer hardware
and be talking about a few hundred thousand dollars. It is tiny if
you compare it with IBM; but if you compare it with other small
businesses it’s a pretty big company.' -

Mr. OppER. Would you leave the definition of “primarily en-
gaged” up to the Commission or would you want to define that in
the statute? -

Mr. GARRETT. I would not have it defined either place.

Mr. Oprper. By what standard would that issue be determined?

Mr. GARrETT. It would be defined when the Commission or some
investor challenged the companies entitled to this exemption.

Mr. OppeR. Wouldn't it be preferable to offer some guidance as to
what “primarily being engaged in the business” means?

Mr. GarrerT. Well, there is a fair amount of case law now under
the 1940 act and some of the other exemptive provisions and else-
where with respect to what “primarily” means, and that is what
got into the Senate bills. Both “principally” and “primarily” are
used in different parts of the 1940 act, and they tend to throw the
balance different ways. It is possible to give the Commission ex-
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press rulemaking power in this area, but I really don’t think it
would be constructive.

Mr. Heizer. The irony you are speaking of cuts both ways, be-
cause if all the company was going to do was sit and hold mature
securities then operating under the 1940 act would be no problem
and you would have the simple tax throughput provisions.

Indeed, that is what caused a lot of companies 10 years ago to try
to, through mutual funds, to hold their securities. The irony of
Heizer Corp., as you put it, because we haven’t been doing new
deals for 5 years, we are now mature. We have to be mature in
order to liquidate.

If we were not going to continue on in the base business where
these companies developed from, then the 1940 act would be no
problem.

Mr. GARRETT. I might say also that, even though legislation does
not come as rapidly as rule changes could come and sometimes do
come, this would strike me as an area in which it would be wiser
to, if this should prove to be the case, overshoot the mark and at
least get a bracket on the problem rather then sneak up on it.

Right now we have got investors so protected that they don't
exist. We ought to create some. If it turns out that under the
legislation you have got some very ingenious thieves abusing the
exemption and running funds that were never intended to be in-
cluded and abusing their shareholders, I presume that remedies
could be found through legislation, and I have a great deal of
respect for the ingenuity of the Enforcement Division of the SEC.

I would imagine that they could do a lot with what “primarily
engaged” means in an enforcement action.

Rather than thinking about every possible ghost under the bed,
because we don’t have any right now, we ought to go forward with
this legislation and then deal with abuses if some do develop on the
periphery.

Mr. BroyHILL. Mr. McMahon, do you have any other questions?

Mr. Opper?

Mr. OppER. No.

Mr. McMaHoON. One quick question.

You mentioned earlier in your testimony that you anticipate
some sort of resolution by the SEC of Mr. Heizer’s particular
problem,

I would like to know what would be the precedential value of
that particular decision?

Mr. Garrert. An SEC exemptive order presumably would be
based on general principles and not entirely upon how Mr. Heizer
parts his hair. On the other hand, it would be based upon consider-
ation of a specific situation that we have worked out with the staff.
Here, I must second what Mr. Heizer said; the staff has devoted a
great deal of effort to study of the problem, has responded quickly
and has shown a genuine willingness to work with us.

We have worked out a rather cumbersome and elaborate resolu-
tion of the section 17 problem dealing with selfdealing, dealings
with affiliates and things of that kind, involving the presence of an
outside board of directors and their passing upon these things.

We have even worked out what we think is a pretty good solu-
tion to inadvertent transactions in this area. We are now hung up
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on several things, but one of the most critical, looking down the
road to what we might need, is the 1940 act’s prohibition against
convertibles and options and warrants.

If we got those exemptions, could the next company come in and
say, well, we are like Heizer, and we want those same exemptions,
will you give them to us.

First of all, they may or may not be like Heizer in some respects.
In addition, you don’t know whether the same staff people will be
there and you don’t know whether the Commission is going to be
the same, so you have all of those things to worry about.

An exemptive order should be like a legal decision—something
you could draw upon as precedent, arguing that you are entitled to
the same thing the other fellow has gotten. But it is by no means
automatic. And because an order does deal with a specific appli-
cant, it is not difficult, if the staff finds it necessary, to find
discrepancies between what the other guy got and what you get. It
does not strike me as an adequate basis to encourage another
businessman to form a new venture capital company and to repre-
sent to his investors that it will be able to get an exemptive order
and go public at an appropriate time.

Mr. McMaHoON. Thank you very much.

Mr. BroyHiLL. Thank you, gentlemen.

You have been very helpful to the committee.

Mr. Heizer. Thank you very much.

Mr. BroyHiLL. Mr. Chambers, we are delighted to have you here,
and I apologize for keeping you so long.

I thought we would get through by 1 o’clock. I thought we would
go ahead instead of breaking it up. Because you are last doesn’t
mean your testimony isn’t important.

STATEMENT OF FRANK G. CHAMBERS, PRESIDENT,
’ CONTINENTAL CAPITAL CORP.

Mr. CHAMBERS. In view of a few growling stomachs I w111 summa-
rize and answer your questions.

By way of background, I have been a venture capltallst for the
last 33 years since World War II. For the last 20 years|I have been
a full-time venture capitalist as president of Continental Capital
Corp. which an associate and I founded in 1959. |

We have made over 100 equity investments; 45 of them have
been startups and I would suppose this is a record number of
startups. I have been involved in a number of other startups on a
personal basis, but of the survivors of those 45 companies, they now
have sales in excess of $500 million. They make profits of over $50
million before taxes, and they pay over $25 million in Federal
taxes and they employ over 10,000 peo

This has been accomplished with §51/2 million and two public
underwritings of which we have returned $4% million, so the
capital remaining in Continental Capital Corp. is only $1% million.

Certainly, this has to be a contribution to society.

Mr. BroyHiLL. Is this exclusive of dividends or other return to
shareholders?

Mr. CaaMBeRrs. Well, we have paid back in two cap1tal distribu-
tions to our shareholders totaling the $4% million. We are a capi-
tal gains organization and have not paid ordinary dividends during
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that time. I think this is an indication of the significance of ven-
ture capital to our society and to our future.

Yet in the face of this record, on August 31, our shareholders
voted overwhelmingly to cease operations and distribute the assets
because of two things: The double taxation at the corporate level
and the onerous burden of the SEC regulation.

I find this a rather astonishing bit of evidence. I was not in
attendance yesterday and some of those figures may have been
recited, but there have been 102 publicly held SBIC’s subject to the
1940 act regulation. There are now 32 on the rolls, but only 15 are
actively traded.

Of that 15 only Continental has specialized in high technology
investments, and with the result of our liquidation there will not
be one single publicly traded SBIC in this Nation specializing in
high technology startups in which the small investor can invest.
We intend to go on.

The principals of Continental intend to go into partnership form
using institutional money and our own funds. We will have a
substantial stake in the limited partnership, but the individual
investor will not be able to participate in our new venture.

In my opinion, the SBIC Act of 1958 was a highly perceptive
piece of legislation, and in my opinion if the drafters of that had
envisioned that we would be subject to the 1940 act and dual
regulation and subject to double taxation, they would have written
in the original act exemption which would have prevented the
present problem with which we are dealing.

It would be proper for you to say, what have you tried to do
about it? We have tried to do a lot of things about it. NASBIC has
been working on this for many years. I have talked with Senator
Williams, with Walter Stults, and he said he would look into it.

He called the then Chairman Garrett who we were happy to
have give this kind of testimony here today, who said he would
look into it and he could handle it administratively. Well, he left
the Commission before it got handled administratively, so we have
continued to be regulated by a bill which was passed 40 years ago
to regulate a completely different kind of organization than we are.

The situation is certainly that the SEC is peopled by intelligent,
educated, vigorous young lawyers, by and large, who are not expe-
rienced in small business. They are not experienced in venture
capital or in the nature of the entrepreneur, so I liken it to trying
to play baseball by football rules using basketball officials.

There is no communication, no understanding with our kind of
vehicle. Furthermore, it has required every single decision that we
have made to be considered in light of the 1940 act implications,
and this has been an expensive and frustrating experience.

Let me give you just capsules of three things that have happened
to me, to us, with the SEC.

When we wanted to raise additional money in 1969 we filed our
registration statement. They questioned whether or not it was
sufficiently complete and they said that it should include what
amounted to registration information on each one of the 24 compa-
nies then in our portfolio.

Well, our lawyers gave up. They could not convince them that
that was illogical, so I came back and met with the SEC staff,



478

found two camps completley at odds with each other on that sub-
ject, but I pointed out if we had to disclose information on privately
held companies we would be in violation of really a trust and that
we couldn’t do it, in fact wouldn’t do it, and I was going to with-
draw the registration statement.

They said, well, you have been successful for 10 years, and we
will relent in this one case. Within the last year we have been
audited by the IRS, the SBA, and the SEC, within 5 months, 27
man-days spent in our office.

The SEC auditors arrived without an appointment, without ad-
vance notice of their intended visit, and they spent 14 days. I don't
know how much they spent outside auditing our five-man organiza-
tion.

Finally, when we made the decision to liquidate and file our
draft proxy statement, no action, no word was heard for 10 days.
Our counsel then called and that resulted in efforts to agree upon
words for another couple of days, at which time they said their
accounting staff wanted to have a detailed review of the financial
information.

Well, you, I am sure, realize that we had filed semiannual re-
p}grtg I}]Ié N-5 R and 468’s, and our audited financial statement with
the

They had 40 reports over 20 years and had spent 14 days audit-
ing us, and they still want to audit the financial information. Well,
this wound up with an all-day conference call on a Friday, and we
had a deadline because of a closing transaction which would have
subjected us to $400,000 in additional taxes if we didn’t hold that
meeting on that day, and at 3:45 California time they signed off to
their credit.

They were willing to work that late and we went to press over-
night on Friday, mailed the proxy statement on Saturday, and on
Monday morning at my home I received a telephone call from a
member of the Disclosure Policy and Review Division, asking if this
was a final proxy s statement and I said yes.

He said, “Has it been mailed?”, and my reply was affirmative.

He said “We will then have to consider going to court and
getting an injunction to prevent you from having your special
stockholders meeting.”

I replied that I would, if they did that, be in Chairman Williams’
office the following morning, and with that they went back to the
telephone with the lawyers and, another day, that resulted in a
new proxy solicitation with two pages of additional information.

That resulted in approximately a dozen telephone calls inquiring
as to why we were doing this, and it clearly had resulted in
confusion rather than enlightenment. Of course, it cost us another
$5,000 or so in additional mailing, printing, legal costs to do this
and all of this to absolutely no avail.

The vote in our special shareholders meeting was 69.08 percent
in favor of dissolution, 2.09 percent against. Obviously, we are not
going to be subject to the 1940 act anymore and you could say, why
am I here?

Well, my associates and I believe that our record shows how
immensely valuable professional visible venture capital can be, and
creating an environment which the entrepreneur can obtain finan-
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cial support and the kind of counsel we can provide serves a vital
national purpose.

Fostering pioneering should have top priority in both Govern-
ment and our society. The individual investor now has no place to
go, and to me this is indeed sad.

The SEC regulations have had a major role in bringing about the
end of the majority of public SBIC’s in the 20 years since the act
was passed.

SBIC shareholders have been protected into extinction and we
believe that this damaging and unhealthy situation should be
changed and that it should be corrected by exempting public
SBIC’s from the dual regulations of SBA and SEC and SBA be
permitted to do the entire regulating job.

[Mr. Chambers’ prepared statement follows:]
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November 8, 1979

TESTIMONY OF
FRANK G. CHAMBERS, PRESIDENT

CONTINENTAL CAPITAL CORPORATION

BEFORE THE SUBCOMMITTEE ON CONSUMER PROTECTION AND FINANCE

CONTINENTAL CAPITAL CORPORATION was founded in April
of 1959,‘one of the first licensed under the SBIC Act of
1958. In these twenty years, more than 100 equity invest-
mehts were made in young enterprises, 45 of them start-ups.
The survivors of these start-up companies now have combined
annual sales exceeding $500 million. They employ more than
10,000 people, they generate pre-tax profits of over $50
million, they pay $25 million in taxes, and have in excess
of $25 million available for reinvestments and dividends.

The original net capital of $5.5 million in Continental,
raised in underwritings of $3 million in 1960 and $2.5 mil-
lion in 1969, is now only one and a quarter million dollars
after two pass—-throughs totalling $4.25 million to share-
holders. Thus, an exceedingly modest amount of capital has
made truly significant contributions to our country.

On August 31, 1979 Continental's shareholders voted over-
whelmingly to distribute the Corporation's assets and cease
operation. The market price of Continental's shares immedi-
ately almost doubled. This could only mean that the cost of
double taxation at the corporate level, and the onerous
burden of SEC regulations, was nearly 50% of the company's

net worth. Is this not astonishing evidence?
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One hundred-two SBICs have been subject to regulation
under the Investment Company Act of 1940. Only 32 remain
and of those only 15 have shares actively trading. None °
of these, except Continental Capital, specializes in
start-ups. As a result of Continental Capital's liquida-
tion, there will be no publicly-traded, professionally-

managed venture capital companies left affording small

shareholders the opportunity to invest in start-up ventures.

The principals of Continental Capital will establish
a private partnership which will make the same type of
start-up investments in high-technology companies as they
have been doing for the past twenty years. Why then have
I traveled from San Francisco to Washington to appear

before this Committee?

The Small Business Investment Company Act of 1958 was
a highly perceptive piece of legislation. Certainly none
of the drafters envisioned that public SBICs would be
subject to the '40 Act which obviously would involve

duplicate regulation by the SBA and SEC.

The National Association of Small Business Investment
Companies (NASBIC) and various SBICs, including Continental,
have made numerous efforts during the past twelve years to

have SBICs exempted from the dual regulation of the SBA and

the SEC. For example, Mr. Stults of NASBIC and I met with
Senator Harrison Williams in 1975 and explained the problemsg_

we faced with SEC regulation under the '40 Act.
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Senator Williams phoned Chairman Garrett. Mr. Garrett

told Senator Williams that "the situation would be handled
administratively and that it was not a large enough problem
to justify legislation." Shortly thereafter, before Chair-
man Garrett could act, he left the Commission, and nothing
was done to alleviate the underlying problems. The regulation
of publicly-held SBICs was perpetuated with rules designed
forty years ago for mutual funds, which SBICs clearly are
not. The situation is closely akin to applying basketball
rules to a football game using baseball umpires as the
officials. The SEC regulation has not only been a major
cause of the demise of the majority of the 102, 1940 Act
SBICs, it also has effectively prevented new publicly-

held SBICs from being established. It has required us to
study the '40 Act implication of every investment decision
we have made. This has been an expensive and frustrating

burden, with no useful purpose served.

Following are specific instances which illustrate our
frustration.

In 1969, we' decided to raise additional capital of
two-and-one~half million dollars. Our draft registration
statement brought forth major policy differences between
various individuals within the SEC. Our attorneys eventually
concluded they could not bring about a resolution of these
differences within the SEC which had stalled our underwriting.
I traveled to Washington and met with the SEC staff. One-

SEC group insisted that we should
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provide basic registration information statements on each of
our two dozen companies. This, of course, would have been tanta-
mount to 24 registration statements. We would have had to dis-
close confidential information since many of the companies were
privately held. It would have been a breach of confidence

which we could never permit. When I refused and said I would
withdraw our statement, the SEC staff reluctantly relented, in

view of our highly successful ten-year history.

Within five months in the last year, we have been audited

by the IRS, the SBA, and the SEC. Twenty-seven man—dayf of
government time in our office were devoted to auditing our five-
person organization. The IRS and the SBA auditors called and
made appointments. The SEC auditors, however, arrived without
notice or appointment; they were responsible for 14 of the 27
man-days spent. All audits were routine. None resulted in

other than trivial questions.

Our draft proxy statement relating to the Special Meeting
of Shareholders to be held on August 31, 1979, to vote on the
distribution of assets of Continental Capital was filed with
the SEC on July 20, 1979. As we did not hear from the Commission,
our counsel called on August 1, 1979. At this stage, after several
days of effort, when the specific wording had been agreed upon,
our counsel was then informed that the accounting staff now wish-
ed to make an in-depth study of the financial data, though the SEC

files contained 20 years of Forms N-5R and 468's, and our audited



484

financial statements. Further, we were audited by the SEC

in April 1979 as stated earlier. This resulted in two more

days of conference calls, and, ultimately, at 3:45 p.m. Cali-
fornia time on Friday, August 3, the fipal call was concluded,
and the proxy statement was sent to press overnight, with a
Saturday mailing arranged, since the August 31 deadline was
crucial to closing of the sale of one of our investees, scheduled
for September 5th. To miss the August 31 date would have re-

sulted in a tax cost of approximately $400,000.

The following Monday morning, August 6, I received a call
at home from a member of the Disclo;ure Policy and Review Divi-
sion of the SEC: "I have in my hand what appears to be a final
proxy statement. - Is it?" My answer was affirmative. He asked
whether "it had been mailed?"” Once again, my answer was affirma-
tive. He then stated that 'they would have to consider going to
court to obtain an injunction to prevent our having our special
shareholders meeting."” I informed him that if he took that action,
I would be in the office of Chairman Williams the following morn-
ing. An entire day was then spent in a series of conference
calls with various members of the SEC's staff. The result was two
pages of supplemental information and a second proxy solicitation,

- this on the 17th day after our draft proxy material was filed.

The cost of this second solicitation exceeded $5,000. The supple-
mental information resulted in approximately a dozen phone calls
reéuesting an explanation of what it meant. Clearly, it confused

rather than enlightened. The vote at the Special Meeting of Share-
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holders was 69.08% in favor of dissolution; 2.09% against.

My associates and I believe our record shows how immensely
effective visible venture capital can be. Creating an environ-
ment in which the entrepreneur can obtain financial support and
the kind of counsel and help we can provide serves a vital
national purpose. The fostering of pioneering should, we believe,
have a top priority in both government and society. The indi-
vidual investor, with the departure of_ our corporation, will not
have one single place to go to invest in a venture capital orga-

nization devoted to high-technology start-ups. This is truly, sad.

SEC regulation of public SBICs has played a major
role in bringing about the end of the majority of the
publicly~-held SBICs. SBIC shareholders have been "pro-
tected” into extinction. We believe that this damaging
and unhealthy situation should be corrected by exempting

SBICs from the Securities Act of 1940.
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Mr. BroyHILL. You heard Mr. Garrett outline some of the provi-
sions that he suggested would be applicable to a venture capital
firm if they were exempt from the 1940 act. They included such
things as requiring a majority of outside directors, certain prohibi-
tions on inside or self-dealing, and so forth.

I assumed you have heard those. If those had been in existence
so that your firm could have taken advantage of them, would you
still be in existence today, do you think?

Mr. CauamBeRs. We might well be, but I think it is very impor-
tant that the principals in a venture capital company are not
asking somebody else to do with their money what they are not
willing to do with their own money, and that is why in our firm
the directors have always owned from a quarter to a third of the
company, and I do not think that should be prevented.

I think that is vital and should be encouraged.

Mr. BroyvHiLL. Certainly. I think that the restriction that he was
talking about was an insider owning part of the firm that you are
investing in.

Mr. CuaMeeRrs. We have lived with it and we can live with it and
I think that would be a reasonable thing to do.

Mr. BroyHILL. Mr. Opper, do you have any questions?

Mr. OppER. Just to clarify your testimony, Mr. Chambers, the
reason for your liquidation was not solely the SEC regulations
although I think we all understand some of the burdens that it
imposes.

Mr. CuamBERS. I made the point in the testimony it was for
taxation and the regulation; it was the dual reason.

Mr. Orper. You have a statement in the first page of your
testimony, that half of your shareholders voted overwhelmingly to
terminate operations. The market value of your shares then imme-
diately doubled. You conclude that this can only mean that the
cost of double taxation at the corporate level and the onerous
burden of SEC regulations was nearly 50 percent of the company’s
net worth, and: “Is this not astonishing evidence?”’ Do you feel that
SEC regulations translated into that kind of a market value?

Mr. CaaMBERs. It certainly happened to us. What could one
conclude other than that this was the kind of price put on it? We
are classed as a mutual fund, which we are not, and as soon as we
take this action we are no longer a mutual fund. Therefore, we are
worth considerably more.

Mr. OppEr. Well, at the time that you liquidated you were selling
at less than book value, is that not right? In looking at the notice
of the special meeting dated August 31 it indicates that the over-
the-counter price was about $12.50 and the net asset value per
share was about $16.24. On top of that there was a tax benefit of a
little more than $3 per share as a result of dissolution which would
raise presumably, the net asset value somewhere beyond $19. Thus,
even without the burden of SEC regulations your liquidating value
is substantially more than 50 percent above your over-the-counter
price.

Am I misinterpreting that? Are you really saying that you are
worth more liquidating than you are operating?

Mr. CHAMEERS. That is true.
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Mr. OppEr. And that operating as an investment company the
market will never give you sufficient recognition of your worth, is
that right? Does this have anything to do with the double taxation
feature which you encountered?

Mr. CuaMBERS. If you sell an investee for cash in our form of
organization, it is taxable income. If you have a public market, if
your Federal Express becomes a public company and you distribute
the shares, then you do not pay the stock; but in this year we will
take four significant profits. One now in registration is effective,
but all of those are for cash.

Mr. Opper. To go back to the question that Mr. Broyhill asked
you, would you consider a public sale of your securities, now, if you
felt the 1940 act would not apply or would you continue to remain
a relatively privately held company?

Mr. CHAMBERS. You have to sof:re both the taxation, the dupli-
cate taxation and the 1940 act problem to make it appealing to
anyone to have a public company. Although the partnership form
is certainly doable, it has obvious disadvantages.

What this country needs is a form of organization which is
designed for venture capital, which is specific for that purpose.

Mr. Opper. What you are saying with respect to SBIC’s is that if
the exemption from the 1940 act is not in tandem with some kind
of amendment to the tax laws, it might not be utilized by SBIC’s?

Mr. CHamBERS. You are now dealing with only 15 effective
SBIC’s. That is not very many in a country the size of ours. You
also have seen no new lé}l'.”IC’s develop public markets.

Mr. Opper. Will we if we don’t have the tax remedy as well?

Mr. CHAMBERS. I would doubt it. :

Mr. OprpER. This is a two-step process?

Mr. Caamgers. This is a two-step process. .

Mr. OppER. The 1940 act, as well as amendments to the Internal
Revenue Code.

Mr. CuaMBERS. And there is legislation in progress for that, I
have been told.

Mr. OppER. Thank you very much.

Mr. BrovHiLL. Thank you very much for coming across the coun-
try, Mr. Chambers, to give us this story.

The subcommittee will stand in adjournment.

{(Whereupon, at 1:31 p.m., the subcommittee was adjourned.]
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