% ourr cases involving invesrment
L company scatus are few and far
berween and generally have been
decided at the lower-court level.
Recently, the Seventh Circuir visited
this issue in SEC v Nasional Presto
Industries, 486 F3d 305, (CA-7,2007)
{Presto). Presto adds a new gloss to the
SECTs historical interpretation of what
it means to be “primarily engaged” in
the investment company business.
The SEC's longstanding interpre-
tation is /n re Tonopah Mining Co., 26
S.E.C. 426 (1947) (Tonopah). Tonopah
set forth five facrors to determine
whether a company was operating as
an inadvertent investment company:

Company’s history.

. Its public representations.

3. Activities of its officers and
directors.

4. Nature of its assets.

-Sources of its income.
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All of these factors served as a proxy
for what a “reasonable investor”
would believe to be an investment
company. Tonopabidentified the most
important factor as whether “the
nature of the assets and income of the
company...was such as to lead
investors to believe that the principal
activity of the company was frad'zw
and investing in securities.” This
approach pfoduced arelatively mech-
anistic, bright-line test that provided
some degree of certainty in analyzing
whether a company was an inadver-
tent investment company.

In Presto, however, the Seventh
Circuitinstead interpreted Tonopal's
five factors as being subordinate to a
relatively subjective factor: the per-

ception of a reasonable investor. In
other words, the court flipped the
Tonopal test around to make che per-
eption of a reasonable investor the
leading inquiry, rather than letting the
Tonopah test serve as the proxy for
what a reasonable investor would
believe. To this end, the Seventh Cir-
cuit chastised the SEC for not pro-
ducing “even one confused investor”
who believed thar Presto was an
investment company.

The Seventh Circuir’s decision pro-
duces two significant results. First,
given the inherently subjective “rea-
sonable investor” perception test,
companies now have a potential shield
to protect them from being consid-
ered an inadvertent investment com-
pany, particularly if they do not meet
the five-factor Tonopah test.

Second, it introduces the possibil-
ity that the SEC will try to develop
the “reasonable investor” test as an
additional weapon in its enforcement
artillery. For example, if a company
is not deemed an inadvertent invest-
ment company under the Tonopah
test, the SEC might then seek out rea-
sonable investors to attest that they
believe the company is one.

Unfortunately for practitioners, the
court did not provide any guidance
on the contours of the reasonable
investor perception test. Therefore, it
remains to be seen how much Presto
helps or hurts issuers with investment
COMPAny status issues,

FACTS

Presto, a New York Stock Exchange-
listed company, designs and markets
small appliances and housewares,
most of which are currentdy manu-
factured by subcontractors. Presto
also manufactures and distributes
absorbent products and munitions.

Over the past 30 years, Presto sold its

subsidiaries and decreased its man-
ufacturing operations, subcontracting
much of its gr@dmz manufacturing
to others. This lefr Presto, in 1993,

vith a large supply of cash, mose of
Wind} it used to acquire refunded
bondsand variable rate demand nores
to build up a “war chest” for furure
acquisitions. Presto also acquired
intellectual properey that, consistent
with accounting principles, was not
carried on its books ar its full eco-
nomic value. As a result, while Presto
had substantial operating income, its
operating assets consisted mostly of
securities.

The SEC filed suit against Presto
in 2002, alleging that it was an invest-
ment company, which Presco charac-
terized as “astrained interpretarion of
an obscure section in a 62-year-old
law.” The district court granted the
SEC an injunction, and the SEC
ordered Presto to register as an invest-
ment company, which it did a few
weeks later.

Presto then sustained a nasty fall-
out from the SEC’s injunction. The
company’s auditor resigned due to the
SEC’s concern about its certification
of Presto’s financial statements. The
auditor then refused to allow Presto
o use any of its certified financial
statements. As a result, Presto could
not file any of its required financial
reports, and the NYSE threatened to
delist ir.

COURT'S ANALYSIS

resto’s troubles arose because more
than 40% of irs toral assers were
invested in investment securities, and
it was not o{humzqe excepted from
the definition of “investment com-
pany.” Under the Investment Com-
pany Act of 1940 (Investment
Company Act), an “investment com-
pany” is defined as:
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Manv of Presto’s
invested in refunded bonds and vari-
able rare demand nores. Presto argued

cesstuily that these should be

e

const d ered government securitiesand
cash items, rcspeuavd}a and therefore
nor included in rthe 40% rotal assers
test. The Seventh Circuit stricdy con-
strued the definitions of government
securities and cash items, and pointed
out thar Presto had bought those
securities because they produced a
higher rate of return, which helped
compensate for their increased risk.
As a resuls, the refunded bonds and
variable rate demand notes were
included in both the numerator and
the denominator used in calculating
Presto’s 40% roral assets test,

Presto next asserred that, assum-
ing it failed the 40% total assets test,
it nonetheless was entitled to be
excepted from the definition of invest-
ment company because it was not
“primarily engaged in investing, rein-
vesting, owning, holding, or trading
in securities.”? Although issuers may
self-determine that they are not an
investment company because they are
not “primarily engaged” in these activ-
itles, in practice; many issuers with
substantial amounts of securities
assets (such as Microsoft and Yah{;o}
apply foran SEC finding thar they as
not engaged in such activities.®

*Primarily engaged” is not defined
v statute or rule. The SEC's inter-
pretation was developed 60 years ago
in Jonopah. As noted earlier, Tonopah's

o

¢

five fia'{om were H} the company’s
history, (2} its public representations
of policy, (3) activities of its officers

and direcrors, (4) nature of its assers,

its income

ic representations had

li

tory :md pub
always been that of an active business
selling consumer and milicary prod-
ucts, and that Presto’s directors were
primarily engaged in running Presto’s
operating business. The courtalso chas-
tised the SEC for arguing that a firm
with such a substantal ongoing pres-
ence in product markets is an inadver-
tent investment company.”

The Seventh Circuit, however, in
asigniticant departure from long-stand-
ing SEC positions on the assets and
income tests, treated them as a single
test, focusing on whether the com-
pany’s assets and income would lead
an investor to believe that the com-
pany was an investment company.
The SEC typically has viewed these
factors as separate inquiries, Although
more than 60% of Presto’s assers were
in investment securities, the Seventh
Circuir said rthar the balance sheet
had “a potential to mislead,” given that
Presto had substantial patents and
trademarks that were not carried at
market value on Presto’s balance
sheer. As for income, over 90% of
wcome was from its
sales of goods, such as popcorn pop-
pers and puppy pads. Nevertheless,
the SEC and the Seventh Circuir dis-
agreed about Presto’s net income, and
intheend, che Seventh Circuir decided
that 60% of Presto’s 2005 net income

Presto’s gross inc

was from its sales.

The Sevench Circule stated rhat
fonopah identitied the most impor-
rant facror as whether “the nature of

Coim-

income (Js
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a reasonable

a proxy for
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tment compa zz}f, but was sim-

uld be out-

ve
gi}z etof factors cha

wvfg hed by a sea:&azsabﬁﬂ investors
pgzuprwﬂ. To this end, the court

somewhar indignantly pointed out
that the SEC “did not identify even
one confused investor who bought
stock in Presto thinking that he was
making an investment” in an invest-
ment company. The court then
found that although Presto’s assets
and income generally exceeded the
thresholds for a noninvestment com-
pany, Presto was nonetheless not an
investment company, simply because
no “reasonable investor” would
think Presto was actually an invest-
ment company.

The court was irritated by what it
saw as the SEC’s attempt to steam-
roll Presto. It characterized the SEC
as being “in a snit” because Presto
refused to seek an order and chastised
it for forcing Presto inv restots to bear
the “unnecessary costs” of Presto’s
registration as a closed-end fund, ask-
ing “[wlhy is the SEC bent on grind-
ing down a corporation that it appears
to acknowledge would not mislead or
otherwise injure investors by using the
governance and reporting devices
appropriate to an operating com-
pany?”

Bad facts ofren make bad law. The
court created uncertainey in a rela-
tively settled area of law, as it subor-
dinated the relatively straightforward

+ Section 3{aH1iC).

2 Section 3{bi(lL

Appicants may request such an order under
tion 3iby 2y,

58
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CONCLUSION

COMPAanics win
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pany Act status problems a shield in

defending their starus. It they can
demonstrate that no reasonable
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recent decision of the Second
Circuit Court of Appeals, Roth v
Jennings, 2007 WL 1629889 (CA-2,
June b6, 2067 .
nificant new uncertainties for persons

&

creates potentially sig-

who may be deemed insiders for pur-
poses of the short-swing liability pro-
wammofxccf%@n 16 of the Securiries

y - W g
Act of 1934, a5 amended

being part of a “group
- meaning of section 1304}

ot of New }(,g 2006
)té\}{‘ ;\\( ’ sl(\,/; %~,

dismissed a shareholder’s suit under
section 16 for a’iisgm‘gcmu‘x{ ot shore-
swing profits. The specitic legal inter-

pretation on which the decision turns

had not previously been decided in a
published opinion.

The case involves two persons—
T. Benjamin Jennings (“Jennings”)
and European Metal Recycling, Lid.
(EMR)—who were presumed to con-
stitute a group at the time that Jen-
nings purchased securities of Meral
Management Inc. (MMI). When the
purchase was made, Jennings and
EMR rtogether beneficially owned
more than 10% of the MMI stock.
Jennings Subqequemh sold MMI
stock at a profit within six months of
the purchase, when he individually
beneficially owned less than 10% of
MMM s srock. The Sec ond( ircuit held
v that, for purposes

rarter {}; §

sy
L
-

ofderermining whe:n er }*’»‘zﬂ. nings was
srofits under
116 as a resulr o f his sales of

; %{3(¢ irwas irre is«’;«m{ Vw’h{‘;’{’h?i'
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Mmmm and ? MR continued rocon-
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rative h(}.dlﬂg, the circutt
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court also stared thar dhe districr
court’s determination that fennings
and EMR ceased to constiture a group

at the time of the sales was, in the con-
text of a motion to dismiss, improper
as a procedural matter.

FALTS

In May 2003, Jennings, the former
Chairman and CEO of MMI, pur-
chased shares of MMI stock repre-
senting 8.3% of MMI's outstanding
stock with an unsecured $10 million
loan from EMR, a company that owned
at that time 14.3% of MMI's our-
standing stock. On Seprember 8, 2003,
EMR and MMT signed a standstill
agreement stipulatin g that EMR would
not buy additional MMI shares, orsell
15 MM holdings, mi! the companies

(}pis :

nati

Tulv 14 i

nings sold the majoricy i MAMT
- I

shares ar a profic of approximarely
$4.25 million.
Roth broughrash:

ative action against | ,
MMI for disgorgement of proh
from Jennings short-swing rransac-

tons, alleging thacalt
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