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In the course of our work evaluating the invest-
ment company status of operating companies, 
we have noticed a disconnect between the way 

that common sense and the Investment Company 
Act of 1940, as amended (1940 Act), view certain 
operating companies—that is, some companies 
that clearly do not operate an investment company 
business fi nd themselves unable to avoid meeting 
the defi nition of an investment company. As fre-
quent readers of this publication likely are aware, 
it can be problematic for an operating company to 
discover that it meets the defi nition of an invest-
ment company in Section 3 of the 1940 Act. Absent 
an exemption from this defi nition, the operating 
company fi nds itself subject to the full panoply 
of regulations imposed by the 1940 Act, includ-
ing requirements and restrictions related to capital 
structure, corporate governance, borrowing, and 
transactions with affi  liates. In this article, we pro-
pose that the Securities and Exchange Commission 
(Commission) considers adopting a new exemptive 
rule under Section 3 that would codify what we view 
to be routine concepts in exemptive orders that have 
previously been granted by the Commission under 
that section of the statute. Model language for this 
proposed rule is included at the conclusion of this 
article (the Proposed Rule).

The Commission Has a History 
of Adopting New Exemptive Rules 
Under Section 3 of the 1940 Act

Due to the nature of their operations and owner-
ship, operating companies usually are unable to rely 
on the statutory exemptions from the defi nition of 
investment company contained in Section 3(c), such 
as the private fund exemptions in Sections 3(c)(1) 
and 3(c)(7). Th us, for an operating company that 
does not hold itself out to be engaged primarily in 
the business of investing or trading in securities, 
the question of whether it meets the defi nition of 
an “investment company” in Section 3 is relatively 
formulaic—if more than 40 percent of the value of 
its total assets (excluding Government securities and 
cash items) on an unconsolidated basis are “invest-
ment securities” (that is, bad assets) then the operat-
ing company is a prima facie investment company 
(the 40 percent test). Conceptually, the 40 percent 
test and indeed all quantitative investment company 
status determination tests, are more easily discussed 
by referring to good assets, which are those that do 
not count toward the limits of the particular test, 
and bad assets, which are those that do count toward 
the limits imposed by the particular test. Many prac-
titioners refer to an operating company whose bad 
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assets exceed the 40 percent limit as an “inadvertent” 
investment company.

Th e Commission has the authority to issue an 
exemptive order under Section 3(b)(2), in which the 
Commission determines that an issuer is primarily 
engaged in a business other than that of investing, 
reinvesting, owning, holding, or trading in securi-
ties and, therefore, is not an investment company 
within the meaning of the 1940 Act. To receive an 
order from the Commission under Section 3(b)(2), 
an issuer initially must establish that it is engaged 
in a non-investment business. If an identifi able non-
investment business exists, the inquiry becomes 
whether that business is “primary.” In Tonopah 
Mining Co., the Commission stated that its determi-
nation of an issuer’s primary business under Section 
3(b)(2) would be based on fi ve principal factors: 
(i) the issuer’s historical development; (ii) its pub-
lic representations of policy; (iii) the activities of its 
offi  cers and directors; (iv) the nature of its present 
assets; and (v) the sources of its present income.1 
Th e two most important factors are the composition 
of the issuer’s assets and the sources of its income.2 
In total, the Commission has issued dozens of 
these exemptive orders, but only a handful in the 
past 15 years. 

Th e time is ripe for the Commission to codify 
certain aspects of its prior Section 3(b)(2) exemptive 
orders into a new exemptive rule. Th is would not 
be the fi rst time the Commission undertook such 
an exercise, having adopted Rule 3a-1 in 19813 and 
Rule 3a-8 in 20034 to provide operating companies 
additional fl exibility to avoid becoming inadvertent 
investment companies in light of exemptive orders 
granted under Section 3(b)(2).

Rule 3a-1 was proposed by the Commission in 
1979 to “obviate the need for issuers to apply for, and 
the Commission to grant, [Section 3(b)(2) exemp-
tive] orders on a case-by-case basis.”5 Rule 3a-1 
was not intended to provide an exemption for all 
companies that might qualify for an exemptive order 
under Section 3(b)(2), rather it was designed to 
provide an exemption for companies “whose asset 

composition and sources of income would pro-
vide conclusive evidence that such companies are 
not investment companies.”6 Notably, Rule 3a-1 
allowed an operating company to treat subsidiaries 
that it controls primarily as “good assets,” so long 
as it engages in non-investment company business 
through such subsidiaries. To alleviate the regulatory 
burden on the Commission and companies, Rule 3a-1 
allows a company that meets its requirements to self-
determine that it is primarily engaged in a business 
other than being an investment company.7 

Rule 3a-8 was adopted in recognition that the 
40 percent test and Rule 3a-1 do not adequately 
account for the business model of research and 
development companies, which often have inter-
nally developed intellectual property that is not 
recognized as an asset on the issuer’s balance sheet, 
that may make investments to fund their opera-
tions and may make strategic non-controlling 
investments in other companies in furtherance of 
their research and development business.8 As with 
Rule 3a-1, the Commission adopted Rule 3a-8 to 
codify exemptive orders that had been granted to 
such companies to avoid the need to weigh in on 
similar companies’ investment company status in 
the future.

Why Is a New Exemptive Rule 
Necessary?

In recent years, certain types of operating 
companies—online/e-commerce companies, as 
just one example—are surprised to fi nd that their 
business models raise 1940 Act status concerns, 
and may be incompatible with the 40 percent test 
and Rules 3a-1 and 3a-8. One of the main rea-
sons these types of companies run into investment 
company status issues is that their strategic invest-
ments in other companies frequently count as bad 
assets.

Strategic investments increasingly have become 
an important tool for companies with innovative 
business models, both as investor and investee, but 
they can pose signifi cant challenges for a parent 
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company that does not intend to operate as an 
investment company. Th e 40 percent test treats a 
strategic investment as a good asset for an operat-
ing company only if the strategic investment is a 
majority-owned subsidiary.9 A majority-owned 
subsidiary is one in which the operating company 
owns at least 50 percent of the voting securities.10 
Voting securities are those that entitle the owner to 
elect directors.11

Th e fact that the 1940 Act equates ownership 
with the right to elect directors is problematic in 
the context of strategic investments because such 
investments generally do not involve an operating 
company acquiring majority control of the board of 
the strategic target. Consider an e-commerce com-
pany that makes a strategic investment in a com-
pany that fi ts within its ecosystem. Th is could be an 
electronic payment company, an online advertising 
company, or a shipping/delivery company. Such a 
strategic investment may be predicated upon a vari-
ety of business rationales, but passive investment 
for speculative purposes is highly unlikely to be the 
primary purpose. In such investments, the operat-
ing company may have the right to elect one or 
more directors (but generally less than a majority 
of the board) and likely has signifi cant economic 
rights (possibly reaching or exceeding 50 percent). 
Th ose facts, however, do not allow the operating 
company to treat the strategic investment as a good 
asset for purposes of the investment company anal-
ysis.12 Th is discourages an operating company from 
deploying (and raising) capital for such strategic 
investments.

As explained in more detail below, the current 
1940 Act regulatory framework presents a poten-
tially insurmountable hurdle for US companies 
with innovative business models, such as internet 
companies, that may strategically invest in com-
panies within their ecosystem and may prevent 
similarly situated non-US companies from enter-
ing into transactions or conducting off erings in 
the United States. Th ese regulatory impediments 
to capital markets and innovation would seem to 

harm companies and investors alike, and fl y in the 
face of the principles espoused by SEC Chairman 
Jay Clayton and his goal of reinvigorating US capi-
tal markets.13

The Foundations of the 
Proposed Rule

We propose that the Commission consider 
adopting a new exemptive rule under Section 3 
that codifi es the more routine aspects of exemp-
tive applications that have previously been granted 
under Section 3(b)(2). Akin to Rule 3a-1, the main 
goal of the Proposed Rule is to allow companies 
that clearly are not investment companies to avoid 
unnecessary and impractical regulation under the 
1940 Act.

We are acutely aware that a sticking point for 
the Commission will be ensuring that any rule it 
adopts does not allow a company that is engaged in 
an investment company business to avoid regula-
tion under the 1940 Act. With this in mind, the 
elements of the Proposed Rule are based on circum-
stances where the Commission has been comfortable 
that a company clearly is not primarily operating an 
investment company business. Th e Proposed Rule 
borrows extensively from Rules 3a-1 and 3a-8, 
both in terms of structure and mechanics, as well 
as exemptive orders the Commission has issued 
to individual operating companies under Section 
3(b)(2) of the 1940 Act. Similar to Rules 3a-1 and 
3a-8, the Proposed Rule requires an issuer to dem-
onstrate both quantitatively and qualitatively that 
it is primarily engaged in a non-investment business. 
Th e treatment of majority-owned and primarily 
controlled subsidiaries as good assets also has been 
carried over from Rule 3a-1. We borrowed from 
Rule 3a-8 certain defi ned terms, the notion of treat-
ing capital preservation instruments as good assets, 
and concepts such as an issuer’s board adopting 
policies as a prerequisite to qualifying for the safe 
harbor. We also drew from other sources, includ-
ing regulations governing Business Development 
Companies (BDCs). 
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Rule, whereas such securities are treated as bad 
assets under Rule 3a-1. 

2. While the thresholds concerning the allowable 
amount of an issuer’s assets and net income that 
remain unchanged, an alternative to the net 
income metric based on revenue derived from 
bad assets has been introduced.

Rationale for Treating Certain Strategic 
Investments as Good Assets

Th e Proposed Rule incorporates a modifi ed ver-
sion of the strategic investments concept used in 
Rule 3a-8 and numerous Section 3(b)(2) orders. For 
many operating companies, the traditional quan-
titative tests under Section 3 of the 1940 Act and 
the rules thereunder yield unfavorable results as it 
becomes increasingly common for companies to 
rely on strategic collaborations with other fi rms as a 
pathway towards driving the growth of their primary 
business. Companies rely on strategic collaboration 
with other fi rms to, among other reasons: achieve 
cost and risk sharing; obtain or exploit research, 
technology, or expertise; obtain fi nancing, manage-
ment, marketing, distribution assistance; to enter 
or access new markets; eff ect synergies; or to share 
complementary business skills.14

While strategic collaboration is commercially 
valuable for a variety of reasons, it is problematic 
from a 1940 Act perspective because strategic col-
laborations often involve the exchange of securities 
as opposed to merely being contractual relation-
ships. A common scenario under which a strategic 
collaboration will arise is one where a large, well-
funded corporation will take a minority equity 
position in a smaller, start-up company. Th e invest-
ing company is, in many cases, motivated more by 
strategic reasons, such as obtaining the ability to 
infl uence or control the smaller company’s business 
plan in a manner that is benefi cial to the invest-
ing company’s primary business, than it is moti-
vated by speculatively obtaining fi nancial rewards 
from its equity investment. Similarly, a start-up 
company may approach a larger company with a 

(a) No more than 45 percent of the value (as 
defi ned in section 2(a)(41) of the 1940 Act) 
of such issuer’s total assets (exclusive of 
Government securities and cash manage-
ment investments) consists of, and no 
more than 45 percent of such issuer’s net 
income after taxes, or 10 percent of such 
issuer’s revenue (for the last four fi scal quar-
ters combined) is derived from, securities 
other than;
(i) Government securities;
(ii) Strategic investments;
(iii) Capital preservation investments;
(iv) Securities issued by employees’ securi-

ties companies;
(v) Securities issued by majority owned 

subsidiaries of the issuer which:
(A) are not investment companies, and
(B) are not relying on the exception 

from the defi nition of investment 
company in section (c)(1) or (c)(7) 
of the Act (15 U.S.C. § 80a-3(c)(1) 
or 80a-3(c)(7)); and

(vi) Securities issued by companies:
(A) Which are controlled primarily by 

the issuer;
(B) Th rough which such issuer engages 

in a business other than that of 
investing, reinvesting, owning, 
holding or trading in securities; 
and

(C) Which are not investment companies;

Elements of the Proposed Rule

With respect to element (a), the Proposed Rule 
departs from Rule 3a-1 in two key ways: 
1. Strategic investments and capital preservation 

instruments, concepts borrowed from both Rule 
3a-8 and prior Section 3(b)(2) orders, would be 
categorized as good assets under the Proposed 
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robust library of intellectual property or a well-
established platform and negotiate a deal whereby 
it, the smaller company, will acquire access to intel-
lectual property or a platform, which often conveys 
valuable market insights, vendor relationships, and 
distribution support to the smaller company.15 In 
many cases, the smaller company will ask to pay 
license fees, milestone payments, or other compen-
sation using its stock in lieu of cash. For the larger 
company, allowing a cash-poor company access to 
its intellectual property or its platform is, in many 
instances, motivated more by a desire to grow its 
primary business, rather than a plan to bet specula-
tively on big investment returns.

Most strategic investments are not controlling 
interests and are, thus, treated as bad assets under 
the traditional tests for determining investment 
company status. Th e high valuations the market has 
given to many start-up companies in recent years 
exacerbates this problem. Th e issue has become 
more noticeable as an increasing number of com-
panies build themselves as technological platforms, 
rather than as traditional companies that make spe-
cifi c products or provide services directly to consum-
ers. As a result of the 1940 Act concerns involved 
in making strategic investments, many operating 
companies are concerned about their status because 
they may have to carefully monitor their balance 
sheets to avoid becoming an inadvertent investment 
company (or fi nd that they already have that issue). 
Th ese concerns become practical barriers to opera-
tions and expansion when companies are faced with 
the potential inability to access capital markets or 
engage in ordinary course corporate transactions 
because they cannot assert with a high degree of cer-
tainty that they are not an investment company.16

With respect to certain research and develop-
ment companies, Rule 3a-8 provides some fl exibility 
regarding strategic investments, but the relief is too 
limited to fully address the issues discussed above. 
Under Rule 3a-8, where an otherwise qualifying 
research and development company adopts a policy 
providing that at least 75 percent of its investments 

in bad assets will be made pursuant to a collabora-
tive research and development arrangement (an 
arrangement that approximates a strategic invest-
ment relationship), the issuer is permitted to have 
15 percent more bad assets than is otherwise permit-
ted while still remaining under the rule’s safe harbor. 
Essentially, under Rule 3a-8 strategic investments are 
still treated as bad assets, but issuers that utilize them 
frequently are permitted to maintain a higher ratio 
of bad assets before falling out of the safe harbor’s 
protections. Notably, if a parent company’s stake 
in a subsidiary rapidly increases in value as a result 
of a high valuation of the subsidiary at some point 
down the road, the parent could suddenly become 
an investment company simply because it had a stra-
tegic investment that has become unexpectedly valu-
able, notwithstanding the fact that the vast majority 
of its operations, employees and expertise will remain 
concentrated in its primary, non-investment busi-
ness. In our view, this is an absurd result.

Th e Proposed Rule would relieve this tension by 
allowing companies to treat certain non-controlling 
strategic investments as good assets for purposes of 
determining their investment company status.

Defi nition of Strategic Investments That 
Qualify as Good Assets

Th e proposed defi nition of strategic investments 
that would qualify as good assets is included in 
Section (f )(5) of the Proposed Rule, copied below:

(5) Strategic Investment means a non-control-
ling investment in securities issued by an 
affi  liated person (as such term is defi ned 
in Section 2(a)(3)(A)), to which the issuer 
makes available signifi cant managerial 
assistance (as that term is defi ned in Section 
2(a)(47)), through which the issuer com-
plements or enhances its primary business 
or businesses, provided that such affi  liated 
person is not an investment company.
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Th e requirement that a strategic investment is a 
good asset only if it relates to an affi  liated company 
is designed to ensure a certain amount of meaning-
ful relationship with the strategic ally, and to ensure 
that the defi nition of “good” strategic investments is 
not over inclusive. As an initial proposal, we are sug-
gesting that the investing company must own at least 
5 percent of the target’s voting securities at the time 
the analysis under the Proposed Rule is conducted. 
In practice, this likely means that a strategic invest-
ment that gives an operating company the right to 
elect a director would qualify as a “good” strategic 
investment.

In the same vein, the Proposed Rule would 
require that the investing company make avail-
able signifi cant managerial assistance to the target 
of a strategic investment. Th e concept of signifi -
cant managerial assistance is borrowed from BDC 
regulations and is meant to serve as an indicator 
that an investing company is actively involved in 
the investment (and is not merely a passive inves-
tor).17 It can be satisfi ed through any relationship 
whereby an investing company, through its direc-
tors, offi  cers, employees, or general partners off ers 
signifi cant guidance and counsel concerning the 
management, operations, or business objectives, 
and policies of the investee. It may also be satis-
fi ed through the exercise by an investor of signifi -
cant controlling infl uence over the management or 
policies of the investee. With respect to BDCs, the 
requirement that they make available signifi cant 
managerial assistance to portfolio companies is a 
prerequisite to treating such companies as quali-
fying investments for purposes of the quantitative 
test that determines eligibility for BDC status. Th is 
element is required in the BDC context because, 
unlike typical registered investment companies, 
BDCs are not intended to be merely passive inves-
tors. In the context of the Proposed Rule, the ele-
ment would serve the same purpose by further 
establishing that any strategic investments that are 
intended to be treated as good assets are not merely 
passive investments.

Th e proposed defi nition of strategic investment 
would also require that a good strategic invest-
ment complement or enhance the issuer’s primary 
business. Th is component is derived from Section 
3(b)(2) applications and orders discussing strate-
gic investments.18 Yahoo!, for instance, stated in 
its 3(b)(2) application that it entered into strate-
gic, non-controlling investments in companies that 
could complement or enhance its Internet and new 
media businesses as a means to solidify relationships 
and outsourcing research and development.19 Th e 
requirement here is intended to codify that type of 
representation.

Rationale for Treating Capital 
Preservation Investments as 
Good Assets

Th e proposed rule also incorporates the con-
cept of capital preservation investments, which has 
been discussed in several Section 3(b)(2) orders 
and is codifi ed in Rule 3a-8. Under Rule 3a-8, 
a capital preservation investment is “an invest-
ment that is made to conserve capital and liquid-
ity until the funds are used in the issuer’s primary 
business or businesses,” and issuers may essen-
tially treat them as good assets. In Yahoo!’s 3(b)(2) 
application, the company stated that it would 
“hold predominately short-term high quality 
instruments that are consistent with its [board 
approved] policy of preserving its capital until the 
capital is needed to fund operations, research and 
development, future acquisitions and other bona 
fi de business purposes.”20

Importing a similar carve-out into the Proposed 
Rule is valuable and necessary for several reasons. 
First, many companies have signifi cant amounts of 
cash on hand that they intend to use in their pri-
mary business, but for a variety of reasons cannot 
do so immediately. Under the status quo, many of 
these companies are forced to invest a signifi cant 
amount of their cash into government securities or 
similarly low-yielding cash items that are excluded 
from the traditional investment company status 
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determination tests.21 In crafting and ultimately 
adopting Rule 3a-8, the Commission accepted that 
it did not make sense to restrict the ability of certain 
companies to invest in the high-quality debt instru-
ments with higher yields than government securities. 
Similarly, when granting Section 3(b)(2) orders to 
Yahoo! and Microsoft, the Commission accepted 
representations from those companies that they 
would invest their capital conservatively in order to 
preserve it until it can be deployed.22 Th is fl exibility 
should be extended to similarly situated companies 
through the Proposed Rule as well.

Definition of Capital Preservation 
Investments That Qualify as Good 
Assets

Th e proposed defi nition of capital preserva-
tion investment is included in Section (f )(4) of the 
Proposed Rule, copied below, and is identical to the 
defi nition provided under Rule 3a-8.

instance, Rule 3a-1 follows this rule of thumb, as 
does Section 3(c)(5). 

Th e Proposed Rule introduces a slight modifi -
cation to this well-established practice, and would 
permit that the net income prong may be alterna-
tively satisfi ed by a demonstration that 90 percent of 
the issuer’s revenues is derived from non-investment 
sources (styled as a 10 percent limit on revenues 
derived from bad assets). Notwithstanding the well-
established 55 percent interpretation of primarily 
engaged, the Commission has issued Section 3(b)(2) 
orders to companies that derive less than 55 per-
cent of their income from investment securities 
when the factual context warranted such fi ndings. 
For instance, in the case of an issuer with signifi cant 
pretax deductions relating to its primary business 
that skewed their net income toward investments, 
the Commission accepted the applicant’s argument 
that “rather than focusing upon after-tax earnings, 
[the issuer’s] status as an operating company, rather 
than an investment company, can be more appro-
priately ascertained by comparing its investment 
income with total revenues.”23 Th e Proposed Rule 
would codify the same concept in recognition of the 
fact that certain operating companies might, for a 
variety of reasons that are a natural result of their 
primary business, face similar problems with respect 
to net income providing a skewed picture of their 
business.24 

Th e traditional tests for determining investment 
company status essentially compare the amount of 
income an issuer derives from its bad assets to the 
amount of income it derives from its good assets 
and if the company’s primary business is not yet 
profi table, even a small amount of income gener-
ated by bad assets can potentially cause it to fail 
the test. Revenue, alternatively, provides a clearer 
picture of the scale of the issuer’s primary business 
relative to its investment revenues generated by any 
bad assets.

By way of example, in three previously granted 
Section 3(b)(2) orders, the applicants reported 
that income derived from “bad assets” made up 56 

(4) Capital Preservation Investment means 
an investment that is made to conserve 
capital and liquidity until the funds are 
used in the issuer’s primary business or 
businesses; 

Rationale for Providing the Ability 
to Consider Revenue Instead of 
Income

Element (a) of the Proposed Rule, in keeping 
with element (a) of Rule 3a-1, essentially satisfi es 
what the Commission has identifi ed as the most 
signifi cant of the Tonopah factors, the composition 
of an issuer’s assets and the sources of its income. 
In numerous contexts under the 1940 Act, the 
Commission has determined that an issuer may 
be deemed to be primarily engaged in a certain 
activity or business when 55 percent of its assets and 
income are derived from a particular source. For 
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percent, 49 percent, and 45 percent of their respec-
tive total incomes, whereas the same companies 
reported that just 14 percent 1 percent and 1 per-
cent of their respective revenues were attributable 
to “bad assets.”25 Out of a sampling of eight of the 
more recently granted Section 3(b)(2) orders, the 
average revenues attributable to bad assets was 7.375 
percent.26

Under the Proposed Rule, we have suggested 
that a company whose percentage of revenue attrib-
utable to bad assets is below 10 percent would 
not also need to satisfy the 45 percent net income 
test. If the Proposed Rule were considered by the 
Commission, it would need to conduct a more thor-
ough economic analysis to determine whether a 10 
percent threshold would be appropriate to achieve 
investor protection goals (or if the threshold should 
be higher or lower), but conceptually it is important 
to provide an alternative option to the income test to 
account for companies whose primary business may 
not yet be profi table.

Board Responsibilities Serve 
as a Check on Abuse of the 
Proposed Rule With respect to elements (b) (c) and (d), the 

Proposed Rule borrows the concept of prereq-
uisite board-adopted resolutions or investment 
policies from Rule 3a-8 in order to introduce an 
element of accountability and as additional safe-
guards against abuse—that is, to ensure that the 
Proposed Rule is aligned with the Commission’s 
responsibility to protect investors. Pursuant to 
element (b), a company that intends to rely on 
the Proposed Rule would need to make a fi nd-
ing at the board level that its business operations 
are consistent with the remaining three Tonopah 
factors (other than the nature of its assets and 
income), similar to the representations that the 
company would have to make to the Commission 
if it sought a Section 3(b)(2) order. Pursuant to 
elements (c) and (d), a company that intends to 
rely on the Proposed Rule would need to adopt 
an investment policy that ensures it is counting 

(b) Th e issuer is primarily engaged, directly, 
through majority-owned subsidiaries, or 
through companies which it controls pri-
marily, in a business or businesses other 
than that of investing, reinvesting, own-
ing, holding, or trading in securities, as 
evidenced by:
(i) Th e activities of its offi  cers, directors 

and employees;
(ii) Its public representations of policies;
(iii) Its historical development; and
(iv) An appropriate resolution of its board 

of directors, which resolution or action 
has been recorded contemporaneously 
in its minute books or comparable 
documents.

(c) Th e issuer’s board of directors adopt and 
record a resolution or written investment 
policy based on its fi ndings that such issuer 
intends to make strategic investments:
(i) which will be or are being carried on 

the issuer’s balance sheet as long term 
assets, rather than for short-term or 
speculative purposes; 

(ii) which will be or are primarily being 
held as a means to enter into or solidify 
business relationships with companies 
that complement or expand its pri-
mary business or businesses; and

(iii) which will involve the off er of signifi -
cant managerial assistance to the target 
company.

(d) Th e issuer’s board of directors has adopted 
a written investment policy with respect to 
the issuer’s capital preservation investments.
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investments as “good” strategic investments or 
capital preservation investments only if they are 
consistent with the defi nitions provided in the 
Proposed Rule. 

The Potential Benefi ts of the 
Proposed Rule Clearly Outweigh 
Any Potential Costs

Considering that the Commission would need 
to engage in a cost-benefi t analysis with respect to 
the Proposed Rule, as with any other rulemaking, 
it is worth noting that the Proposed Rule off ers a 
number of potential benefi ts with few potential 
downsides. Th e Proposed Rule would reduce unnec-
essary burdens on operating companies that clearly 
engage primarily in non-investment business, reliev-
ing a potentially signifi cant burden on new and 
growing companies with innovative business mod-
els and facilitating capital formation. Additionally, 
the Commission would no longer need to consider 
exemptive applications from companies that clearly 
fi t within existing precedent set by numerous Section 
3(b)(2) orders.

Any exemptive rule carries a risk that it could be 
too broad and be abused to the detriment of inves-
tors, but we have attempted to build in signifi cant 
safeguards against that risk. Th e Commission (and 
commenters) will likely have additional thoughts on 
possible safeguards, but given the existence of Rules 
3a-1 and 3a-8, and the body of existing Commission 
guidance as precedent in this area, this risk should 
not prevent the Commission from adopting a form 
of the Proposed Rule. 

In Jay Clayton’s fi rst public speech as 
Commission chairman, he noted that one of the 
principles that should guide the Commission is 
that “regulatory actions drive change, and change 
can have lasting eff ects.”27 In connection with this 
principle, he raised the concern that companies have 
been avoiding US public markets, to the detriment 
of “Main Street” investors that are deprived of the 
ability to participate in their growth. Th e Proposed 
Rule has the potential to help address this concern, 

and the Commission should give it meaningful 
consideration.
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Proposed Text of New Exemptive Rule under Section 3 of the 1940 Act 

(i) Th e activities of its offi  cers, directors and 
employees;

(ii) Its public representations of policies;
(iii) Its historical development; and
(iv) An appropriate resolution of its board of 

directors, which resolution or action has been 
recorded contemporaneously in its minute 
books or comparable documents; and

(c) Th e issuer’s board of directors adopt and record 
a resolution or written investment policy based 
on its fi ndings that such issuer intends to make 
strategic investments:
(i) which will be or are being carried on the issu-

er’s balance sheet as long-term assets, rather 
than for short-term or speculative purposes; 

(ii) which will be or are primarily being held as 
a means to enter into or solidify business 
relationships with companies that comple-
ment or expand its primary business or 
businesses; and

(iii) which will involve the off er of signifi cant 
managerial assistance to the target company.

(d) Th e issuer’s board of directors has adopted a 
written investment policy with respect to the 
issuer’s capital preservation investments.

(e) For purposes of this section:
(1) Th e percentages described in paragraphs 

(a) and (b) of this section are determined 
on an unconsolidated basis, except that the 
issuer shall consolidate its fi nancial state-
ments with the fi nancial statements of any 
wholly-owned subsidiaries; 

(2) Board of directors means the issuer’s board 
of directors or an appropriate person or per-
sons performing similar functions for any 
issuer not having a board of directors;

(3) Cash Management Investments means 
investments that consist of only certain 
high-quality predominately short-term debt 
instruments (together with cash items and 
government securities);

Rule
Notwithstanding section 3(a)(1)(C) of the Act 

(15 USC § 80a-3(a)(1)(C)), an issuer will be deemed 
not to be an investment company under the Act; 
Provided, Th at: 

(a) No more than 45 percent of the value (as 
defi ned in section 2(a)(41) of the Act) of such 
issuer’s total assets (exclusive of Government 
securities and cash management investments) 
consists of, and no more than 45 percent of 
such issuer’s net income after taxes, or 10 per-
cent of such issuer’s revenue (for the last four 
fi scal quarters combined) is derived from, secu-
rities other than; 
(i) Government securities;
(ii) Strategic investments;
(iii) Capital preservation investments;
(iv) Securities issued by employees’ securities 

companies;
(v) Securities issued by majority owned subsid-

iaries of the issuer which:
(A) are not investment companies, and
(B) are not relying on the exception from 

the defi nition of investment company 
in section (c)(1) or (c)(7) of the Act (15 
USC § 80a-3(c)(1) or 80a-3(c)(7)); and

(vi) Securities issued by companies:
(A) Which are controlled primarily by the 

issuer;
(B) Th rough which such issuer engages in 

a business other than that of investing, 
reinvesting, owning, holding or trading 
in securities; and

(C) Which are not investment companies;
(b) Th e issuer is primarily engaged, directly, through 

majority-owned subsidiaries, or through compa-
nies which it controls primarily, in a business or 
businesses other than that of investing, reinvest-
ing, owning, holding, or trading in securities, as 
evidenced by:
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(4) Capital Preservation Investment means an 
investment that is made to conserve capital 
and liquidity until the funds are used in the 
issuer’s primary business or businesses; 

(5) Strategic Investment means a non-
controlling investment in securities issued 
by an affi  liated person (as such term is 
defi ned in Section 2(a)(3)(A)), to which 
the issuer makes available signifi cant man-
agerial assistance (as that term is defi ned 

in Section 2(a)(47)), through which the 
issuer complements or enhances its pri-
mary business or businesses, provided that 
such affi  liated person is not an investment 
company; and

(6) Controlled Primarily means controlled 
within the meaning of Section 2(a)(9) of 
the Act (15 U.S.C. § 80a-2(a)(9)) with a 
degree of control that is greater than that of 
any other person.
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