January 19, 19838

The Small Corporation and the Capital Market

Has the small corporation zdequate credit facilities? As to short
time commercial loans, yes. As to medium or long-tern credit, no.

The following are the difficulties that confront the smell corpora-
tion:

l. The undistributed profits tax prevents the use of earnings for capi-
tal expansion or debt payment except under heavy penalties. 4n evemption
from the swrtax for small corporstions would be beneficiczl,

2. The local bonk will not lend to the smell industriel corporztion for
capital purposes. Such "capital loans" have always been criticized by
bank examiners snd while there is less basis for criticism today, the
attitude of the examiners and the banker is still lostile tovard such
loans.

5. Can the small corvoration get an industriel loan from the Federal re-
serve bank? Yes, in some cases, but the statute is cuite recirictive
since it limits the purpose to "working capital" and requires the loan

to be made on a "sound and saticsfectory" basis vhich hes been interpreted
Lty the reserve bznks to mean & high clzss risk. 4 re-vamping of the whole
industrial lozn mechanism would be desirable.

4. Having failed to procure a cspital loan from a local bank :nd from &
regerve benk, cen the smell corporation go to the cenital merket? o,
since the cost ic prohibitive and the restrictions in the Securities sct
of 1933 and in the Comptroller oi the Currency's Reguletion on Investment
Securities practically meke it imnoseitble.

(&) 4s to the cost, the fee paid to the SEC for registration is
nominal but there sre heavy expences in order to accomplish the
registretion. 'Therce include legel, auditing, orinting, engrav-
ing, trustees' fees, wndervriters' expenses (in zddition to his
"spread"), trovel, long distunce telephone znd telegrsph, the ag—
gregate being extremely heavy iwhen the security issue is smzll,
Even moderate sized issues encounter sn unreecsonsbly heavy bur-
den. 4 recent lesue of 433 million of ecuipment trust certifi-
cates iesued by & west coast transit corporation cost approxi-
metely $47,000 for expenses plus the undervriters' commission of
£105,000, a total of £152,000 or roughly 4.5 percent cdditional
burden on top of the interest.
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(b) Can these excessive costs be avoided by short circuiting
the registration recuirementt o, except in & very few cases.
The statute does provide for certzin exemvtions btut they sre
unduly restrictive and do not atfford any substanticl relief to
a small cornorztion, Thece exemptions are zc follows:

(1) Securities which sre part of zn issue sold only to
persons residing in the State where the corporution va
incornorated and in which it is doing business. liany
smzll and medium sized corporctions are incorporszted
under the laws of a Stute other than vhere they do busi-
ness.

(2) 4n exemption as to "transactions by zn issuer . . .
not involving any public offering.” Thie would afford
relief if the issuer had a staff with sufficient techni-
cal ano financicl experience to handle &1l the detsils

of en issue of securities. This is not a simple maiter
since it involves the entire mechsnics of drawing the
obligation itself, negoticting with the trustee, aos well
as the sctual selling of the securities. In other vords,
it vould require thet the emall corporution should be
virtuelly as experienced in the isgsuing and distribution
of securities zs is the {typical undervriter. Why cen't
the undervriter serve the small corporztion in this situa-
tion? Here the restrictions in the stztute reise grave
doubts, since the exemption under discussion relates only
to trunsactions "by an issuer" and the underviriter zand
dealer is effectively barred from participation since he
cannot use the mails or telephone or telegraph communice-
tions across a Stzte line to market unregistered issues.
This situstion would indicate thet without cacrificing
the genersl principle of protecting the public against
fraud by the registration requirement, the exemptiocn
above noted might be extended so as to permit a smell is-
sue of securities to be purchered by a local undervriter,
including & memper bank, for private distribution to mem-
ter banks only.

(¢) 4 broadening of the exemption zs to private offerings sug-
gesved above would have to be accompanied by an amendment to the
Comptroller's Regulation on Investment Securities. This regula-
tion as now drawn prevents member banks from invecting in any
security vhich is not Y"reedily merketeble" and which is "pre-
dominately speciluative in character." In defining “readily
marketable" emphagis is pleced upon ratings and upon wide dis-
tribution and frecuent transactions in the market. This
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obviously eliminates local issues since such issues cannot get a
rating in the first plsce and furthermore their smallness prevents
wide distribution and freguent transactions.

Summary

The smell cornporastion today is seriously hendicezpped for additional
capital and a continuation of the existing situation will accelerate the
trend toward bigness in industry. A program to combat this trend snd to
afford needed relief to small corporations would require:

(1) The exemption from surtax of say $15,000 of the net earnings
of any corvorastion.

(2) The encouragement of capital loans by banks with savings ac-
counts and the creation of a new agency for industrial loans free
from the present restrictions in section 13{b) of the Federal Re-
serve Act.

(8) 4 broadening of the exemptions in the SEC statute as to regis-
tration and distribution of local securities purchased privately by
member banks.

(4) Concurrently with (3) above, an amendment to the Comptroller's
Regulsation on Investment Securities.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis





