Sectio 61.—Goss Incone Defined

26 CFR 1.61-1 Gross Income (Also 8§ 851,
856, 895, 7701, 1.851-2 1.856-2 1.895-1
301.7701-13A.)

SBA guarantead paymen rights; par-
ticipating securities The Smal Busi-
nes Administration (SBA) is the pri-
maity obligor of the guaranted payment
rights tha are createl unde its partici-
pating securiy progran and investos in
those rights are treatel as owning SBA
debt.

Rev. Rul. 97-3
ISSUE

For federd tax purposesis the Small
Busines Administration (SBA) the pri-
mary obligor of certan guaranted pay-
mert rights tha are createl unde its
participatirg securiy program?

FACTS

The SBA is an independenhageny of
the United States Its activities include
regulating and providing financid assis-
tane to smal busines investmen com-
panies (SBICs) which furnish venture
capitd to smal busines concerns One
way SBICs raise moneg for investment
is by issuirg participatirg securities to
the SBA. See 15 U.S.C 88 683 and
687() (1994) Participatig securities
may take the form of preferral stock,
preferrel limited partnershp interests or
similar instruments 15 U.S.C § 683(g)
(1994).

Regardles of their form, or the rights
they may provide unde stak and local
law, all participatirg securities shae the
following characteristics Evely partici-
pating securiy entitles the SBA to both
a retum of capitd (Redemptio Pay-

mentd ard priority distributiors that
equel a fixed percentage of the

unreturned capital (Prioritized Pay-

ments) Redemptio Paymerg hawe to

be mack by the final due date which in

mog cases is approximatef 10 years
from the day the participatirg securiy is

issued Before the final due date a
SBIC may make Redemptio Payments
at its discretion or may be requira to

make Redemptioa Paymend for reasons
sud as its insolveng. Prioritized Pay-
ment are scheduld to be mack at least
annualy, but are due only to the extent
that the SBIC has suficient profits. Any

scheduld amoun tha goes unpai ac-
cumulates Evely participating security
alo entitles the SBA to receivw a por-

tion of the SBIC's remainirg profits

(Profit Participatioln Paymenty and

gives the SBA the right to bar any
changs affecting its interests.

Once evel quarte, the SBA acquires
new paricipating seaurities and as
sembles them into a pod to be
securitized Evely securiy in a newly
formed pod has the sane final due date
for makig Redemptia Paymeng and
uses the sane percentag for calculating
Prioritized Payments The percentage
usal to calculae the Prioritized Pay-
mens is establishd with referene to
currert interes rates.

To securitiz a pool, the SBA assigns
the Redemptio Paymenté amd Priori-
tized Paymers to a group of underwrit-
ers and simultaneougl entes into a
guarante relating to the assignd pay-
mens (the Paymenh Guarantee) All
rights in the participatig securities,
othe than the Redemptio Payments
ard Prioritized Payments are retained
by the SBA, ard the SBA has no duty
to exerci® them for anyore elsés ben-
efit. The underwrites transfe the as-
sighed paymens and the Paymemn Gua-
antee to a trust In exchange the
underwrites receive a single clas of
marketabé trug certificates that in form
evidene beneficia ownershp of the
transferrel assets Proceed from the
underwriters sak of the trug certificates
are paid to the SBICs whos patrticipat-
ing securities make up the pool.

Unde the Paymen Guaranteg the
SBA mug disbure quartery the amount
by which (1) the Prioritized Payments
mack by the SBICs ard availabk to the
trug fall shot of (2) the Prioritized
Paymendg tha would be due if Priori-
tized Paymend had to be mack regard-
less of financid condition and were paid

in quartery installmens rathe than an-
nually. 15 U.S.C § 683g) (1994.

Thus if a SBIC's profits are so low that
the SBIC has no obligation to make a
Prioritized Payment the SBA neverthe-
less has to pay, in quartery installments,
the amoun tha would be owed if the
SBIC's profits were unlimited Making a
paymen in this cae does not entitle the
SBA to se& immediat restitutian from

the SBIC. Instead the SBA has to

recove the paymen from whateve fu-

ture Prioritized Paymerg the SBIC may
generate.

The Paymem Guarante also obligates
the SBA to pay ary shortfal in apools
Redemptio PaymentsThe SBA, there-
fore, has to make up ary Redemption
Paymenm tha a SBIC fails to pay on the
final due dae or cannd pay when
forced to redeen a participatirg security
(for instance in the ca® of insolvency
or commencemdnof receivershp pro-
ceedings) Unde thes circumstances,
the right to receive the Redemption
Paymenm from the SBIC is releasd by
the trug in favor of the SBA.

By the terns of the Paymen Guaran-
teg the obligatiors of the SBA are
unconditiond and mug be performed
despie ary legd or equitabé defense.
Ead time a new pod is created the
SBA will reasonabyl exped¢ to disburse
ard not recove, during the pool's first
three years an amoun exceedig 15
percen of the Prioritized Paymens that
would be due on the participatirg secu-
rities in the pod if Prioritized Payments
had to be mack regardles of financial
condition and were paid in quarterly
installmens rathe than annualy. The
Paymen Guarante cannd be trans-
ferred separatgl from the rights to the
Redemptio Paymers and Prioritized
Payments.

The trug tha holds the Payment
Guarante ard the rights to the Redemp-
tion Paymerdg and Prioritized Payments
is authorizel by statute 15 U.S.C.
§ 687(a) (1994) and governel by an
agreemen amory the SBA, the SBA's
fiscd agent and an independentrustee.
Thes parties may amend the agreement
without the consem of the certificate
holders provided the amendmeh does
not adversgl affecd paymens on the
certificates.

In form, ead trug certificake repre-
sens a fractiond undivided ownership
intere$ in the transferrd assets The
SBA guaranteg (the Passthroug Gua-
ante@ tha the certificae holdes will



receive timely an amount equal to theimused for calculating the Prioritized Pay-the taxpayer (rather than the issuer) is
proportionate share of all amounts rements on each replacement security mustxpected to pay the instrument. Under
ceived by the trust. 15 U.S.C. § 687 be no less than the percentage used fauch facts, the taxpayer may be, in
(1994). The Passthrough Guarantee isalculating the Prioritized Payments orsubstance, accepting primary (rather
enforceable regardless of the defensdhe redeeming security. than secondary) responsibility for the
available to the SBICs or the trustee. There are common situations in whichinstrument. Lang v. Commissioner32
Although the certificate holders can enthe SBA can benefit from using theB.T.A. 522 (1935);seeRev. Rul. 94-42,
force the Passthrough Guarantee, thesubstitution power. For example, if a1994-2 C.B. 15. As another example,
cannot enforce any obligation of thepool holds a 6 percent security that isunder the terms of a “guarantee” and
SBICs. Specifically, the certificate hold-about to be redeemed, the SBA camny related agreements, a taxpayer may
ers have no right to enforce the Prioriteplace it with an 8 percent securityhave to pay regardless of any default on
tized Payments or Redemption Payfrom an older pool. Certificate holdersthe “guaranteed” instrument and may
ments, and the underlying SBICs owen the older pool, after receiving theenjoy beneficial ownership of the instru-
no duty to the certificate holders. Redemption Payment from the 6 perceninent. Beneficial ownership may be evi-
The trustee has no duty or authoritysecurity, will no longer be entitled to denced by, among other things, a power
to enforce collection of the trust assetsrioritized Payments on the redeemeth the taxpayer to replace the instrument
other than the Payment Guarantee. Iramount. Certificate holders in the 6or to exercise for its own advantage any
stead, the SBA services (at its expensedercent pool will receive Prioritized privileges inherent in the instrumergiee
the Redemption Payments and PrioriPayments from the 8 percent securitySchoellkopf v. Commissione82 B.T.A.
tized Payments and has the sole right tbut only at a 6 percent rate. Conse88 (1935);cf. Rev. Rul. 77-137, 1977-1
take action and assert claims with requently, the exchange will advance theC.B. 178. Under such facts, the taxpayer
spect to the Redemption Payments angtrmination of the older, higher interestmay be, in substance, issuing its own
Prioritized Payments. As servicer, therate pool, and allow the SBA to retainprimary obligation and using the “guar-
SBA can waive or agree to amend anghe extra 2 percent of Prioritized Pay-anteed” instrument to secure that obliga-
term of any participating security; thosements that are not required to servicgion. Rev. Rul. 78-118, 1978-1 C.B.

modifications, however, cannot decreasthe 6 percent pool. 219; see Schoellkopf v. Commissioner
or defer the aggregate payments to the Different facts may support other char-
trust. No federal or state law may limit LAW acterizations. No single fact is conclu-

the exercise by the SBA of its owner- The economic substance of a transasive, and all aspects of a transaction
ship rights in the participating securitiestion generally governs its federal taxmust be considered to determine its
15 U.S.C. § 68I{e)(2) (1994). consequencesregory V. Helvering293  substance.

Because the SBA forms a new poolU.S. 465 (1935), XIV-1 C.B. 193. Af-
of participating securities each quarterfixing a label to an undertaking (for ANALYSIS
several pools may exist at any time. Thexxample, referring to an arrangement as _
SBA has the right (but not the obliga-a “guarantee”) does not alone decide its, 1ne trust holds a group of inseparable
tion) to replace Redemption PaymentgharacterSun Oil Co. v. Commissioner Mights consisting of the rights to the
and Prioritized Payments due on ongg2 F. 2d 258, 263 (3d Cir. 1977);Redemption Payments, the Prioritized
pool with Redemption Payments andDesterreich v. Commissione226 F. 2d° Payments, and the amounts paid under
Prioritized Payments due on another79g, 801-02 (9th Cir. 1955)Boulez v, the Payment Guarantee. Based on all of
Specifically, if the SBA believes a par- Commissioner83 T.C. 584, 591 (1984); the facts and circumstances, this group
ticipating security in a pool is about tosee also Commissioner v. P.G. Lakedf rights (the Guaranteed Payment
make a Redemption Payment, the SBAnc, 356 U.S. 260 (1958), 19581 C.B.Rights) constitutes, in substance, a pri-
can exchange the rights to all or part 0516. mary obligation of the SBA. It does not

that Redemption Payment (and related . ¢ st o represent an ownership interest in SBIC
Prioritized Payments) for the rights to ~ 9guaranieé ol an instrument IS asecurities backed by an SBA guarantee.

all or part of the Redemption Payment econdary and collateral promise to paymong the reasons for this conclusion
and Prioritized Payments due on particitl€ amounts due under the instrument igre not only the differences between the
pating securities in other pools. the event the primary obligor (ordinarily payment obligations of the SBA and the

The SBA can exercise the right oftn€ issuer) defaultsZappo v. Commis- payment obligations of the SBICs but

substitution at any time rovided threeSIOner;.BJ: T.C. 87-88 (1983)Perry V. also the Continuing interest of the SBA
y P Comm|SS|Oner47 T.C. 159, 163 (1966) in the participating securities.

conditions are met. These conditions en_-Eh C o h eri
sure an adequate match between the'® “OMMISSIONEr may recharaclenze tnqo nayment obligations of the SBA

payments relinquished on a redeemin%ﬂybtrﬁns‘?‘aion that hasbtrt\e ptrgcedirggnd the SBICs differ in that the SBA
security and the payments to be receive rbutés In_appearance but not N SUbRag 4 make payments even if the SBICs

in exchange from any “replacement’ sftance.%geTEétat;(S;)f gg;kinlgégon;mis-are not in default. A SBIC has to make
securities. First, the sum of the Redemps'°"€* N ' (1992). HOW o “prinritized Payment only if it has
the transaction may be rechacterized des'ufficient profits, but the SBA must

tion Payments to be received with re- d the facts. including the t
spect to the replacement securities muf€NdS ON e 1acls, including € 1erMyish rse an amount equivalent to that

equal the amount of the Redemptio! e “%uaragt?r?” and ar:y related p i itized Payment in all events. Also,

Payment relinquished with respect to th@gree;rrtlﬁn? anth e cwcungs ances %X'%' SBIC has to make Prioritized Pay-

redeeming security. Second, the final dud'9 at the ime the “guarantee IS Mace. ;o g only on an annual basis, but the

date for each replacement security must For example, at the time a taxpayelSBA must make payments quarterly.
place y ple, axpay / p

be no later than the final due date for théguarantees” an instrument, the financesThese differences are more than a mat-

redeeming security. Third, the percentagef the issuer may be so precarious thaer of form. Each time a new pool is



created the SBA will reasonaby expect
to disbure and not recove, during the
pool's first three years an amoun ex-
ceedig 15 percert of the Prioritized
Paymend that would be due on the
participating securities in the pod if
Prioritized Paymerg had to be made
regardles of financid condition and
were paid in quarterly installmens
rather than annually.

In addition the SBA retains beneficial
ownershp of the participating securities.
Although in form, the rights to the
Redemptio Paymend and Prioritized
Paymend are transferred to the trust,
neithe the trust nor the certificate hold-
ers enjoy any rights of beneficid owne-
ship in the participating securities No
federd or stat law can limit the exe-
cise of the SBAs ownershp rights in
the participating securities and the SBA
makes no promie to exercie these
rights for the trusts benefit 15 U.S.C.
8§ 687(e)(2 (1994) The SBA never
transfes its interess in the Profit Par-
ticipation Payment and continue to
servie (at its expensg the Redemption
Paymens and Prioritized Payments
Moreove, neithe the trustee nor the
certificate holders can force the SBICs
to male thee payments The SBA en-
joys aright to replace Redemptin Pay-
mens and Prioritized Paymerg due on
one pod with Redemptin Payments
and Prioritized Paymerd due on an-
othe. This right allows the SBA to
exerci® contrd ovea a participating se-
curity for its own rathe than the certifi-
cate holders benefit It also demon-
strates that a certificate does not
represen an intereg in any identifiable
participating securit.

HOLDING

For federd tax purposesthe SBA is
the primary obligor of the Guaranteed
Paymenm Rights created unde its partici-
pating securiyy program and the trust
certificate holders are treated as owning
indebtednes of the SBA.

This revene ruling is predicatal on
the law governirg the SBA participating
securiy program as of Decembe 24,
1996 Therefore before relying on this
revenee ruling, taxpayers Servie per-
sonne] and others are cautional to de-
termire whethe the law referred to has
materially changel since that date See
§ 7.01(6) Res. Proc. 89-14 1989-1
C.B. 814.

DRAFTING INFORMATION

The principal autha of this revenue
ruling is Kenneh Christman of the
Office of Assistah Chief Counsé (Fi-
nancid Institutionrs & Products) For
further information regarding this rev-
ente ruling contad¢ Mr. Christman on
(202 622-39® (not a toll-free call).




