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ROLE OF THE VENTURE CAPITAL INDUSTRY IN THE
AMERICAN ECONOMY

THURSDAY, SEFTEMBER 30, 1882

Congress OF THE UNITED STATES,
SuscoMMITTEE ON INTERNATIONAL
Trapg, Finvance, axp Securiry Econowmics
oF THE JoiNT EcoxoMic COMMITIER,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room 2212,
Rayburn House Office Building, Hon. Gillis W. Long (chairman of
the subcommittee) presiding.

Present: Representative Long,

Also present: Louis C. Krauthoff IT, assistant director; Charles H.
Bradford, assistant director; and Kent H. Hughes and Robert Pre-
mus, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE LONG, CHAIRMAN

Representative Long. The hearing will come to order.

The Chair would like to make a brief opening statement which will
perhaps set the tenor for this hearing today,

High technology has captured the imagination of everyone from
the American investor to the American filmmaker. Properly applied,
robots and microprocessors can help maintain the competitive
strength of America’s basic industries at the same time as they change
the lifestyles of all Americans.

Many factors have played a part in the emergence of America’s
high-technology success stories. The exploration of space and research
on new weapons systems led to a number of innovations that had com-
mercial applications. In many cases, the research activities of large
corporations were also important. A large pool of scientifically
trained people facilitated the rapid spread of new technologies.

What has often been overlooked is the crucial importance of the
venture capital industry in this process. It takes more than a dream
and an insight to bring a new technology to market. Fortunately a
small group of businessmen have been willing to take large risks for
the promise of even larger gains. Tn many cases, the venture capital-
ist must separate the good 1deas from the bad, make a sound assess-
ment of the business and scientific judgment of the people involved
in it, and take a sounding of future market trends. The investments
that have been made now are benefiting all of us and are our hope for
the future.

Venture capitalists come in a variety of sizes and shapes. About 130
private venture capital companies and around 360 small business
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investment companies make up the bulk of the industry. More recently,
large corporations, bank holding companies, and even pension funds
have begun to set up venture capital subsidiaries.

In terms of dollars, the venture capital industry is not large. For
many years the various venture capital firms managed a pool of $2.5 to
$3 billion. Over the last 5 years, the pool of funds has almost doubled
in size. Changes in the taxation of capital gains, new sources of funds,
and the influx of some venture capital from overseas have all con-
tributed to growth in venture capital.

Although small in terms of dollars, relatively speaking, the venture
capital industry is large in terms of its impact on the American econ-
omy. The new high technology firms stimulated by venture capital
contribute directly to growth, employment, and, of course, to exports.
These firms are also often the source of innovations that raise the level
of productivity of large segments of American industry. Venture cap-
ital is not just important to new high-technology industries. Thou-
sands of new ideas, or whole new businesses look to the venture capital
market for funds, for management, and for direction. America’s ven-
ture capitalists are a vital resource in our effort to maintain the com-
petitiveness of the American economy and to rebuild the dream of
economic opportunity shared by all Americans.

Despite the pivotal role played by the venture capitalist, govern-
ment policies in the past have been set with relatively little regard for
their potential impact on the venture capital industry. This neglect
cannot continue without adverse consequences, I believe, for all of us.

Today we are very fortunate to have with us four leading venture
capitalists. I’m not sure our fourth gentleman is here.

Here he is. Mr. Heizer, will you join us at the table.

Mr. Hexzer. Sorry to be late.

Representative Lone. Don Gevirtz is, of course, chairman of the
board and chief executive officer of the Foothill Group, Inc.; Mr.
B. K. Hagopian is founder and general partner of Brentwood Asso-
ciates; E% Heizer, Jr., is chief executive officer of Heizer Corp.; and
Brent Rider is president and director of Union Venture Corp.

I have asked all of them to speak about the general role of venture
capital and its importance to new high-technology firms. I have also
asked them to assess the current and future problems of the industry
and to suggest what changes should be made in public policy to alle-
viate those problems.

Thank you.

Senator Hawkins, although unable to attend today, has provided an
opening statement for the record. I will submit the statement for the
record at this point, without objection.

[The opening statement of Hon. Paula Hawkins follows:]

OPENING STATEMENT OF SENATOE HAWKINS

Venture capital markets play a pivotal role in the growth dynamics of the
American economy. Venture capitalists serve the public by backing aspiring
entrepreneurs who are willing to incur the market risks of introducing new
products and services. The excess of business starts and expansions over busi-
ness failure and contractions is the primary source of job growth in the U.S.
economy. Venture capitalists contribute to job growth by stimulating business
starts and expansions.
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Venture capitalists also stimulate technological innovation in the U.S. economy.
A large portion of the new companies that venture capitalists spawn are engaged
in developing new process technologies, for example, computer aided design,
industrial applications of lasers and robots, and computer numerically controlled
tools. It is process technologies such as these that American industry is adopt-
ing to remain competitive in international markets. Economists estimate that
technological innovation is responsible for about one-balf of the growth in reat
GNP and about all of the growth in per capita output. Americans can expect a
growing level of affluence only if American industry continues to innovate,

For these reasons, how well the venture capital markets perform their func-
tions is of vital interest to the Nation, This hearing can serve a very useful
purpose by bringing focus to the problems confronting the venture capital indus-
try. A public discussion of these problems can lead to public policles to alleviate
these problems and continued prosperity for the American economy.

Representative Lo~e. First, why don’t we ask you if you'd be good
enough to start off, Mr. Gevirtz, and if any of you would like any of
your prepared statements to be made part of the record, without
objection they will be made part of the record, and you can proceed

either directly from that or in whatever manner you choose.

STATEMENT OF DON L, GEVIRTZ, CHAIRMAN AND CHIEF EXECU-
TIVE OFFICER, FOOTHILL GROUP, INC.,, LOS ANGELES, CALIF,

Mr, Gevirtz. Mr. Chairman, my name is Don Gevirtz. I am the
chairman of the board and chief executive officer of the Foothill
Group, Inc., a Los Angeles-based financial institution with assets of
approximately $300 million. The company provides credit to over
12,000 small and midsized businesses throughout the United States.
T am also 2 member and director of the American Business Confer-
ence. Increasingly, through our lending activities, we have hecome
involved with companies in which venture capitalists hold significant
equity investments.

Venture capitalists are a remarkable group of people, and they
have played a crucial role in the development of many of our most
successful entrepreneurial companies. Yet, for all their foresight and
entrepreneurial skills, they cannot be expected to bear single-handedly
the highly risky task of financing entreprencurs, who in my opinion
constitute this Nation’s best hope for restoring national prosperity
and competitiveness in the world marketplace.

Like most speakers who come before you, T do have in my pocket
some suggestions which might facilitate the capital flow to entrepre-
neurs. However, my first priority here today is to address my col-
leagnies in the different segments of the financial industry. I believe
deeply that there must be much closer cooperation between the venture
capital industry and those asset-based lenders ready to help share the
risks for entrepreneurial companies, or what T call venture lending.
Venture lending simply means providing loans for expansion, work-
ing capital, or the purchase of equipment in companies where venture
capitalists hold equity.

This kind of lending, in this context, can prevent dilution of venture
investments—in essence, allowing the venture capitalist more equity
bang for the buck. In other words, venture lending will provide incen-
tives to the venture capitalists by sharing the burden of risk without
taking a share of his or her investment. It will also provide entrepre-



4

neurs with three essential weapons needed for survival, particularly
through the current economic gales: working capital, equipment leas-
ing, and long-term credit.

Venture, by assisting venture capitalists and the companies in which
they invest, can significantly contribute to reawakening the entrepre-
neurial spirit in America. Last year venture capitalists invested a rec-
ord $1.4 billion in entrepreneurial companies, some $500 million for
startups alone. Over the past few years, venture capital has midwifed
some of the Nation’s most spectacularly successful new companies,
including Atari, Apple Computers, Tandem, and Prime Computers.
These firms have been among the few bright spots in our Nation’s
dreary economic picture. Creating an atmosphere which encourages the
financing of more such companies should be a No. 1 priority for anyone
concerned about this Nation’s long-term economic health.

But to contribute to our overall economic recovery, the venture
capital industry cannot stand still and simply repeat the policies
which have served it so long in the past. For historical reasons too
complex to delve into here, venture capital has tended to concentrate
in companies in areas related to high technology, such as computers,
communications, and biotechnology. It has also displayed a distinct
regional bias, favoring in particular States like California, Colorado,
and Massachusetts. Thus, we have the odd situation of complaints of
too much venture capital in places like Palo Alto in California and a
complete dearth of such funds in towns like Kokomo, Ind., where I

TeW up.

. Thesg imbalances, I believe, must be addressed. One contribution
venture lenders, such as Foothill, could make to the venture capital
industry is that we have long had highly profitable relationships with
old-line industrial firms in regions like the Midwest. We know that
entrepreneurship and innovation knows no State boundaries. By pro-
viding capital for firms outside the high-tech hotbeds, I believe ven-
ture lenders could make certain entrepreneurial companies more at-
tractive to venture capitalists for equity investments.

Although it is a wonder to behold such venture capital creations as
Apple Computer, this Nation’s long-term economic future lies with
the unsung thousands of small- and medium-sized entrepreneurial
companies which can be found in every industry and every State of
this Nation. This is particularly true in the area of job creation. Firms
employing under 500 workers created more than 86 percent of all new
jobs in the United States between 1969 and 1976, according to studies
conducted by MIT’s Prof. David Birch. These figures are very valid.
Perhaps even more remarkable, even in such economically hard-hit
areas as Michigan, Birch has found that these small- and medium-
sized firms have continued to create thousands of new jobs in recent
years.

Similarly, small- and medium-sized firms long have been the Nation’s
most efficient producers of industrial innovations. Studies by the Office
of Management and Budget, the National Science Foundation, and
others have confirmed that individual inventors and small companies
have produced far more-of the major industrial innovations than large
corporations over the last 50 years,

The implications of these statistics are clear. Small- and medium-
sized entrepreneurial companies are perhaps our greatest national



5

asset in combating our current debilitating unemployment and our
increaingly desperate position in international competition, partic-
ulwg with respect to Japan.

ile Japan sorely lacks the entrepreneurial spirit of our small-
and medium-sized firms, their companies have been able to outlast
their American competitors through hard times due to their access to
long-term capital. The Japanese Government, unlike our own, con-
siders assuring capital to businesses--including small- and medium-
sized firms—an important economic priority. This policy allows them
to purchase the latest equipment and plan for the long run, much to
the disadvantage of American companies.

The most glaring recent example of this deficiency in our capital
markets occurred during the mid-1970’s. As the economy faltered, the
entrepreneurs in the American semiconductor industry found them-
selves unable to raise the capital necessary to modernize their facilities.
The Japanese, on the other hand, were able to use long-term credit to
withstand short-term losses, and they pressed ahead with the develop-
ment of new technologies and ended up capturing the bulk of the
lucrative 64K RAM market.

Today, history as usual, may be repeating itself. As the current
recession has deepened, America’s biotechnology companies have
found themselves forced to scale back their research and develop-
ment efforts. The Japanese, meanwhile, with their access to long-term
capital, have been pressing ahead with their biotechnology projects
and may soon surpass us in this field as well. This is according to re-
cent information provided by Japan Pacific Associates in Palo Alto.

Venture lending could greatly assist meeting the needs of Ameri-
can companies—whether in biotechnology, computers, or steel fabri-
cation—by providing credit to temporarily distressed entrepreneurs.
Supplementing this, we should also turn to one of our most grossly
underutilized potential capital sources—long-term debt. This kind
of debt can be for terms as long as 20 years, and it's erucial in par-
ticular for the high technology companies with their massive equip-
ment costs.

So far, I have concentrated on what the financial community should
do to meet the needs of America’s entrepreneurs. But we do not oper-
ate in a vacuum, and there is much the Government can do in helping
us with our task. In other words, we could use a shove, as long as it's
in the right direction.

Already in the State of California we have adopted some new
approaches which might prove useful as the basis of future congres-
sional action. The State, for instance, recently enacted legislation
eliminating all capital gains taxes on small business investments held
for at least 3 years. This new legislation could stimulate investment,
as did the 1978 congressional capital gains reduction, and at the same
time assure that those dollars are steered into productive purposes
rather than into speculation or investments in collectables like paint-
ings or 50-year-old wine bottles,

Another major thrust we are making in California relates to in-
vestments from pension funds, which nationally hold $800 billion in
assets. Traditionally, due to some rather archaic and arcanc percep-
tions of risk formulas, pension funds have been virtually prohibited
from investing in small- and medium-sized companies and also ven-
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ture capital pools. In recent legislation and on proposition 6, a meas-
ure on the November California election ballot, we have worked to
open at least the $27 billion in public pension funds in our State to
significant investments in venture capital and small entrepreneurial
businesses. Given the experience of the last 10 years, if these invest-
ments are made in these businesses and venture funds, not only will
California’s economy flourish but the pension funds themselves will
enjoy returns far in excess of what they have been receiving.

Indeed, in thinking about the primary importance of the entrepre-
neurs in our society, I think perhaps we should all look back to the
history of economic progress since the beginning of the first indus-
trial revolution in Great Britain. Tn that great economic transforma-
tion and the ones which followed it, the French historian Ferdinand
Braudel has noted, the entrepreneurs, the small companies, have
played the leading role. It was the lone-wolf manufacturer, not the
aristocratic merchant prince, who brought the full weight of indus-
trialism to Britain. So, too, was it the outsiders and tinkerers, men like
Carnegie and Ford, who forged the age of steel and cars. And, more
recently, it was individual entrepreneurs and venture capitalists who
have within recent memory created the electronic revolution that in-
creasingly dominates our life today.

Where the next great economic transformation will lead us, history
cannot yet tell. But if we are to learn anything from Braudel, and
from the past, it is likely that the coming economic revolutions will
find their origins with small companies and entrepreneurs of today.
Given that pattern, it seems imperative that both the financial com-
munity and this body dedicate ourselves to creating an environment
conducive for those entrepreneurs so that when the tide of progress
rises, it rises first and highest here in America. Thank you.

Representative LoNe. Thank you, Mr. Gevirtz. I appreciate your
statement.

Mr. Heizer, we are glad that you made it.

Mr. Herzer. Again I apologize for being late.

Representative Loxg. Not at all. We are glad that you did make it,
and you go ahead and proceed in your own manner.

Mr. Hexzer. Could I perhaps suggest, not because I was late, but I
think Mr. Rider would be a good person to speak next because he’s
chairman of the National Association of Small Business Investment
Companies. In reading his statement he plans to put in the record
some of the factual information on the industry. And I think if you
had that base, then Mr. Hagopian and myself could shorten our
remarks.

Representative Long. It is perfectly acceptable. Go ahead, Mr.
Rider. I think you had a good suggestion, Mr. Heizer.

STATEMENT OF BRENT T. RIDER, PRESIDENT, UNION VENTURE
CORP., LOS ANGELES, CALIF.

Mr. RoEr. I am Brent T. Rider, president of Union Venture Corp.,
a small business investment company which is wholly owned by Union
Bank and is located in Los Angeles. I am also chairman of the Na-
tional Association of Small Business Investment Companies, a trade
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associgtion which represents the overwhelming majority of all
SBIC’s.

Thank you for this opportunity to testify today as one of the rep-
resentatives of the venture capital industry. As you know, Mr. Chair-
man, SBIC’s are privately capitalized and privately managed venture
capital firms which provide equity capital, Jong-term subordinated
loans, and mangement assistance to new and growing small business
concerns., SBIC’s are licensed and regulated by the Small Business
Administration under the Small Business Investment Act of 1958.

I shall begin with just a few words on SBIC’. Over the past 23
years, our industry has disbursed well over $4 billion to more than
50,000 small businesses. I am pleased to be able to tell you that our in-
dustry is more active than ever before. During 1981, SBIC’s put out
$333 million—up 12 percent from 1980, the previous biggest year, In
the first 6 months of 1982, we invested $177 million, so we're ahead of
last year’s record pace.

So, despite the problems facing all segments of the economy, hun-
dreds of SBIC’s and thousands of small business owners are clearly
bullish about the long-term future.

Representative Loxe. Say that again, would you please, Mr. Rider,
the cgmpm‘ison with the 1980 and the 1981 and what you’re doing this
year?

Mr. Riper. Yes, sir. In 1981 the number was $333 million, which was
up 12 percent from 1980, the previous biggest year. In the first 6
months of 1982, we have invested $177 million so we are still ahead of
last year’s record pace. :

So despite the problems facing all segments of the economy, hun-
dreds of SBIC’s and thousands of small business owners are, as I said,
clearly bullish about the long-term future. Those who supply venture
capital and the entrepreneurs who utilize it believe that they can show
a profit over the next 5 to 10 years. Both groups believe that innova-
tive, well-managed small business can grow and be profitable.

The SBIC is a major component of the entire venture capital indus-
try which also includes venture capital partnerships and corporations,
and venture capital divisions of financial and industrial corporations.
SBIC’s have total resources of more than $1.5 billion, out of the indus-
try’s total of approximately $6 billion in private capital. Many SBIC’s
operate in exactly the same way as other venture capital firms, so I will
seldom differentiate between them in my statement.

Union Venture Corp. was licensed in 1967 and today has total
assets of $20 million. T have been its president and chief executive
officer for the past 10 years after serving my apprenticeship with
another SBIC in New York.

I might mention here that therc is absolutely no relationship
between our SBIC and the commercial loan department of the bank.
Union Venture was formed for the sole purpose of earning a profit for
its parent through venture capital financing and not for rounding up
business for other parts of the banks. I am pleased to be able to tell you
that Union Venture’s operations have been highly profitable, partic-
ularly over the past half-dozen years.

W¢ lean heavily to start-up and early-stage investments in high-
technology firms, even though we have provided capital for firms in
more mundane industries. Over the past 10 years, Union Venture has
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invested $18,250,000 in 69 different small firms. Of this total, almost
$10 million was invested in 89 high-technology concerns. We disbursed
$12 million in start-up situations. As you can see, 75 percent of our
dollars went to begin new businesses. Of this amount, $8.7 million was
invested in the start-up of 85 new high-tech companies.

I’d like now to depart from my prepared statement, first to sum-
marize some statistics about the industry, and then to tell you about
some of the companies that Union Venture has financed.

The venture capital industry, as I said earlier, today is a $6 billion
industry, and is investing over $1 billion in emerging new businesses
every year, an investment rate four times that of 7 years ago. We don’t
finance the totally unproductive multibillion-dollar megamerger
fights. Instead, we finance productivity.

A study prepared a few years ago concluded that $100 of venture
capital returns $15 in Federal corporate income taxes, $5 in State and
local taxes, and $15 in employee taxes every year.

Another study concluded that my industry’s help led to companies
producing 10 times the employment growth of other small companies,
6 times the Federal tax payments, and 11 times the growth in sales and
assets, as compared to other small companies.

Still a third study on the SBIC industry showed that it produces
a job for an expenditure by the Federal Government of $312 versus a
far greater number for such programs as CETA and other programs,

Now I’d like to briefly mention three companies which we have
invested in to characterize the kind of things we do.

The first of these, Micro Peripherals, Inc. in California——

Representative Long. Excuse me again, Mr. Rider, because it’s
rather technical, and when we get into a general discussion I want to
be able to ask the questions properly. Go back to what you were dis-
cussing with respect to the amount of Federal dollars invested in
creation of the job, and how that worked, and explain to me if you
would how those jobs are actually created by those firms related to
you and how the Federal dollars are involved in it.

Mr. Rmer. A study by Deloitte, Haskins & Sells concluded that the
total expenditure of the Federal Government for the SBIC program
was approximately $4 million per year. The total number of jobs pro-
duced resulted in their conclusion that it cost the Federal Government
approximately $312 to produce one job.

Incidentally, as I said, that is considerably lower than is the
$25,000 to $30,000 estimate that it costs the Government in other
programs.

Representative Loxa. How is the Federal Government spending its
money in the SBIC program now? I’m familiar with the beginning
of the program and, as Mr. Stults knows, who was on the committee
at the time that part of the legislation was being drawn, am fully
supportive of it, but I had the understanding at the time that it was
supposed to become self-supportive. Is this on the overhead that is
required to carry the agency ?

Mr. RpEr. Yes, sir. It is composed of two components, Congress-
man Long. One, roughly half of it consists of the administrative costs
of the program, which T believe are roughly $2 million. The other $2
million is the average loss experience that the Government has expe-
rienced over the 23 years that the loans have been made to SBICs.
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Representative Lonc. Could you give me offhand what that runs
percentagewise ?

Mr. Stours. Mr. Chairman,

Representative Long. Mr. Stults.

Mr. Storts. In 1979 when these figures came up, SBA had out-
standing loans of SBIC’s of $500 million, and it lost $2 million that
year. So it was $2 million out of $300 million that it had at risk
through its loans to SBIC's.

Representative Loxe. Do you know how that has fluctuated, and
does your organization, Mr, Rider, keep figures on that?

Mr. Storts. SBA keeps all those figures, Mr. Chairman, and we
just pulled them off the official Government report.

Representative Loxge. Thank you.

Go ahead, Mr. Rider.

Mr. Rmer. Thank you, Congressman Long. Again T thought I
could tell you, hopefully briefly, about three companies in which we
have made investments which I think would be of interest to the
subcommittee.

Representative Long. If you would.

Mr. Rmer. The first of these, Micro Peripherals, Inc., was estab-
lished in 1978 as a manufacturer of small computer peripheral equip-
ment. It had $50,000 of sales in the year ending September 1978
when we made our investment. We put $1.25 million in that company
at that time, along with three other partners. Subsequently we and
other venture capital firms contributec{) another $1 million, for a total
of a little bit over $5 million. That company, 4 years later, now has
$42 million in sales, growing at a T0O-percent per year rate, and Is,
incidentally, solidly profitable. It is competing successfully against
two multibillion-dollar United States companies, & large Japanese
company—and, incidentally, several more Japanese companics are
about ready to enter the same market—a large German company, and
many other American companics.

It'is very successful. It is growing very rapidly, but it is starving
for capital, and we are becoming tapped out. I would anticipate that
although we will probably keep that company surviving, it may very
well have to be sold to another company unless we have the good
fortune of being able to take it public. Perhaps we’ll have to sell it
to the Japanese.

Another company, Gradco, is a manufacturer of sorters and col-
lators for copying machines, selling to companies like Xerox in the
United States and, in a unique twist, also to Minolta and Canon and
C. Itoh from Japan. It was essentially a start-up when we invested a
little over a year ago, and it’s now selling its products at a rate of over
$20 million a year. Incidentally, it is quite profitable.

Most of Gradco’s money has come from United States venture capi-
talists, but we needed more and turned to Japan to get it. Incidentally,
our experience with these Japanese investors, contrary to the popular
press’ portrayals, has been extremely good. They have been totally fair
with us, and have been a very critical factor in this company’s current
suceess.

The final story is that of a company called Integrated Device Tech-
nology. Mr. Gevirtz mentioned the 64K RAM. This company does not
make that particular product but something quite similar. It was
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absolutely a start-up when we invested. IDT at that time consisted of a,
topnotch integrated circuit designer from Hewlett-Packard, a top-
notch process engineer from Ziglog, and literally nothing else, not
even the proverbial garage from which these companies are customar-
ily produced.

The company is now one of only three successful producers of 16K
CMOS static random access memory chips in the world. The others
are Hitachi and Toshiba. We are not afraid of their competition be-
cause our products are faster and better. These chips are critical for
several det%nse projects, such as the Cruise Missile program, as well as
for large numbers of civilian industrial applications. Companies like
this take many millions of dollars to start, and IDT is not unusual. It’s
already taken nearly $12 million and will need at least another $3 mil-
lion before it gets to a break-even.

We are ready to put in some of that money but will need to find
other sources, too. And this, once again, is one of those companies that
might have to turn as a last resort to Japan or at least to overseas
sources for some of its money.

Representative Loxe. This is attacking the same problem about
which Mr. Gevirtz was speaking—long-term venture lending,

Mr. Riper. Whether it be in the form of loans, Congressman Long,
or be in the form of equity capital, as long as it’s a long-term invest-
ment, the company would, I think, achieve its ultimate goals. I sus-
pect in this case the money will go in the form of equity. However, it
could be a loan as well.

These companies and others, we feel, will help to keep us strong
and productive, and we certainly think should be encouraged. Yet,
recent tax legislation is making the incentive stock option less attrac-
tive. The budget process is reducing Federal funds available for
SBIC’s. The SBA is promulgating senseless regulatory changes, and
the Treasury is dabbling in academic and destructive definitions of
debt and equity. ,

If you read GAO’s report to Senator Bentsen on venture capital,
you will see why I think that venture capital is good for all of us. And
I would suggest to you that perhaps we ought to be careful that we do
not kill the goose that continually lays the golden egg.

Representative Lone. Go back over these four activities of which
you are critical and talk a little bit more about those for a moment, if
you would.

Mr. Rmer. Yesterday afternoon I was, for the first time, made
aware that recent tax legislation, contrary to the earlier change that
we as an industry had been fighting for so long, had included the gains
from the incentive stock option as part of the minimum tax prefer-
ences. Unfortunately, I am not completely aware of all the details of
that since, as I say, it was just yesterday afternoon that I was made
aware of it. T was, frankly, astounded.

The budget process in the case of SBIC’s—even though the funds
that SBIC’s borrow are primarily with the Government’s guarantee
as distinguished from a direct loan—are nevertheless included as part
of the budget authorization. The administration’s proposals are to
cut that authorization rather substantially in a way that we think
would be detrimental to the venture capital process.
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In addition to that, the SBA has recently promulgated regulations
and administrative decisions which we believe will lead the venture
capital industry, or at least the SBIC segment thereof, toward mak-
ing its investments in the form of debt instead of in the form of equity,
which we believe is contrary to the national interest as well as to the
interests of the Congress.

And finally, the Treasury, as it has been now for several years, has
been dabbling in attempting to define debt and equity. The definitions
that the academics and the Treasury Department have come up with
so far we believe would be totally destrncture to small companies of
the high-technology varicty as well as those of the low-technology
variety.

[The prepared statement of Mr. Rider, together with the studies
referred to, follows:]
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PREPARED STATEMENT OF BBENT T. RIDER
MR. CHAIRMAN AND MEMBERS OF THE SUBCOMMITTEE:

I .am Brent T. Rider, Presiden: of Union Venture
Corporation, a small business investment company which
is wholly-owned by Union Bank and 15 located in Los
Angeles. I am also Chairman of the Nat;onal
Association of Small Business Investment Companies, a
trade association which represents the overwhelming
majority of all SBICs.

Thank you for this opportunity to testif§ today as
one of the representatives of the venture capital
industry. As you know, Mr. Chairman, SBICs Qre
privately-capitalized and privately-managed venture
capital firms which provide equity capital, long-ferm
subordinated lo;ns, and management assistance to new

and growiqg small business concerns. SBICs are
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licensed and regulated by the Small Business Administration under

the Small Business Investment Act of 1958.

Background on SLIC Industry

I shall begin with just a few words on SBICs. Over the past
23 years, our industry has disbursed well over $i-billion to more
than 50,000 small businesses. 1 am pleased to be able to tell
you that our industry is more active than ever before. During
1981, SBICs put oui $333-million -- up 12% from 1980, the
previocus biggest year. 1In the first six months of 1682, we
invested $177-million, sc we're ahead of last year's record
pace.

So, despite the problems facing all segments of the economy,
nundreds of SBICs and thousands of small business owners are
clearly bullish about the long-term future. Those who supply
venture capital and the entrepreneurs who utilize it believe that
they can show a profit over the next five to ten years. Both
groups believe that innovative, well-managed small businesses can
grow and be profitable.

The SBIC is a major component of the entire venture capital
industry which also includes venture capital partnerships and
corporations, and venture capital divisions of finanecial and
{ndustrial corporations. SBICs have total resources of mere than
$1.5-billion out of the industry's total of $6-billien in private
dapital. Many SBICs operate in exactly the same way as othe}
venture capital firms, so I will seldom differentiate between

them in éy.statement.

12-655 0 - 83 - 2
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Union Venture Corporation

Union Venture Corporation was licensed in 1967 and today has
total assets of $20-million. I have beeﬁ its President and Chief
Executive Officer for the past 10 years after serving my
apprenticeship with another SBIC in New York.

I might mention here that. there is aboslutely no
relationship between our SéIC and the commercial loan department
of the bank. Union Venture was formed for the sole purpose of
‘making a profit for its parent through venture capital finanéing,
not for rounding up business for other parts of the bank. I am
pleased to be able to tell you tﬁat Union Venture's operations
have been highly profitable, particularly over tﬁe past haf-dozen
years. ‘

We lean heavily to start-up and early stage investments in
high technology firms, even though we have provided égpital for
firms in more mundane industries. Over the past 10 years, Union
Venture has invested $18,250,000 in 69 different smgll firms. Of
this total, almost $10-million was invested in 39 high tech
concerns. We disbursed $12~-million in start-up situations -- so
you can see that 75% of our 6011ars went to begin new
businesses. Of this amount, $8.7-million was invested in the

start-up of 35 new high tech companies.

‘Vénture Capital and the U. S. Economy

Those of us in the business point with pride to the fact

"that the organized venture capital industry invested an estimated
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$1.2-billion in 1981 and we expect to put about the same amount

to work this year. That's impressive to us, because we remember
that we disbursed only $250-million in 1975 and only $550-million'
fn 1977. On the other hand, when we're operating in a $3-
trillion national economy, the number of dollars committed to
venture capital pales into insignificance. As a matter of fact,
venture capital's entire capitalization of $6-billion wouldn't be
enough to get us into some’of the megamerger fights.

Nonetheless, I belieQe venture capital has a far greater
impact on the economy than mere numberslwould suggest. Almost
every new business entering the high tech field during the pasi
20 years has recelved backing from one or more venture‘capital
companies. A mere recital of the names gives an impression:
Teledyne, Intel, Amdahl Computer, American Microsystems, Data
General, Cray Research, Apple Computer, Genentech -- those are
only a few from the hundreds which could be cited.

Calling the names of the big winners is dramatiec, but
certainly more.persuaslve are the results of several studies
completed during the past four years, because the surveys
demonstrate that venture capitalists are more than lottery
players Qho occasionally come up with the one out of a million
winning ticket.

The American Electronics fssociation (AEA) conducted a study
of its members in 1977 and 1978 and found that $100 of venture
capital