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Investment company status cases are few and far between, and have generally been decided at the lower-court
level. Recently, the Seventh Circuit visited the issue in SEC v. National Presto Industries (Presto)' and added a
new gloss to the SEC’s historical interpretation of what it means to be “primarily engaged” in the investment
company business.

The SEC’s longstanding interpretation is In re Tonopah Mining Co. (Tonopah)* Tonopah set forth five factors to
determine whether a company was operating as an inadvertent investment company—the company’s history, its
public representations, the activities of its officers and directors, the nature of its assets, and the sources of its
income—all of which serve as a proxy for what a “reasonable investor” would believe to be an investment
company. Tonopah identified 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 trading and
investing in securities.” This approach produced a relatively mechanistic, bright-line test that provided some
degree of certainty in analyzing whether a company was an inadvertent investment company.

However, in the Presto decision, the Seventh Circuit instead interpreted Tonopah'’s five factors as being
subordinate to a relatively subjective factor: the perception of a reasonable investor. In other words, the court
flipped the Tonopah test around to make the perception 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
Circuit chastised the SEC for not producing “even one confused investor” who believed that Presto was an
investment company.

The Seventh Circuit’s decision produces two significant results. First, given the inherently subjective “reasonable
investor” perception test, companies now have a potential shield to protect them from being considered an
inadvertent investment company, particularly if they do not meet the five-factor Tonopah test. Second, it
introduces the possibility 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 to be an inadvertent investment company
under the Tonopah test, the SEC might then seek out reasonable investors to attest that they believe the
company is an investment company.

However, unfortunately from the standpoint of 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 the Presto
decision 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,
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most of which are currently manufactured by subcontractors. Presto also manufactures and distributes absorbent
products and munitions. Over the past 30 years, Presto had sold its subsidiaries and decreased its manufacturing
operations, subcontracting much of its product manufacturing to others. This left Presto, in 1993, with a large
supply of cash, most of which it used to acquire refunded bonds and variable rate demand notes to build up a
“war chest” for future acquisitions. Presto also acquired intellectual property that, consistent with accounting
principles, was not carried on its books at its full economic 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 investment company, which Presto
characterized as “a strained interpretation 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 investment company, which it did a few
weeks later.

Presto sustained a nasty fallout 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 to 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 it.

The Court’s Analysis

Presto’s troubles stemmed from the fact that more than 40% of its total assets were invested in investment
securities, and it was not otherwise excepted from the definition of “investment company.” Under the Investment
Company Act of 1940 (Investment Company Act), an “investment company” is defined as “any issuer which ... is
engaged or proposes to engage in the business of investing, reinvesting, owning, holding, or trading in securities,
and owns or proposes to acquire investment securities having a value exceeding 40 per centum of the value of
such issuer’s total assets (exclusive of Government securities and cash items) on an unconsolidated basis.”

Many of Presto’s assets were invested in refunded bonds and variable rate demand notes. Presto argued
unsuccessfully that these should be considered government securities and cash items, respectively, and therefore
should not be included in the 40% total assets test. The Seventh Circuit strictly construed the definitions of
government securities and cash items, and pointed out that Presto had bought those securities because they
produced a higher rate of return, which helped compensate for their increased risk. As a result, the refunded
bonds and variable rate demand notes were included in both the numerator and the denominator used in
calculating Presto’s 40% total assets test.

Presto then asserted that, assuming it failed the 40% total assets test, it nonetheless was entitled to be excepted
from the definition of investment company because it was not “primarily engaged in investing, reinvesting, 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 activities, in practice many issuers with substantial amounts of
securitiessassets (such as Microsoft and Yahoo) apply for an SEC finding that they are not engaged in such
activities.

“Primarily engaged” is not defined by statute or rule. The SEC'’s interpretation was developed 60 years ago in
Tonopah. As noted earlier, Tonopah’s five factors were (1) the company’s history, (2) its public representations of
policy, (3) the activities of its officers and directors, (4) the nature of its assets, and (5) the sources of its income.
Over the years, the Tonopah test has served as a somewhat formulaic proxy for whether a reasonable investor
would believe a company to be an investment company. The SEC staff views the assets and income factors to be
the most important.

In reviewing the Tonopah factors, the Seventh Circuit dispensed easily with the first three Tonopah factors, finding
that Presto’s history and public representations had always been that of an active business selling consumer and
military products, and that Presto’s directors were primarily engaged in running Presto’s operating business. The
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court also chastised the SEC for arguing that a firm “with such a substantial ongoing presence in product markets
is an inadvertent investment company.”

However, the Seventh Circuit, in a significant departure from longstanding SEC positions on the assets and
income tests, treated them as a single test, focusing on whether the company’s assets and income would lead an
investor to believe that the company was an investment company. The SEC has typically viewed these factors as
separate inquiries. Although more than 60% of Presto’s assets were in investment securities, the Seventh Circuit
said that 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 sheet. As to income, over 90% of Presto’s gross income
was derived from its sales of goods such as popcorn poppers and puppy pads. However, the SEC and the
Seventh Circuit disagreed about Presto’s net income, and in the end, the Seventh Circuit decided that 60% of
Presto’s 2005 net income was derived from its sales.

The Seventh Circuit stated that Tonopah identified 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 trading and investing in securities” [emphasis added].6 In other words, the Tonopah test was not a proxy for
what a reasonable investor would believe to be an investment company, but was simply a set of factors that could
be outweighed by a reasonable investor’s perception. To this end, the court somewhat 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 investment company. The court then found that although Presto’s assets and income generally
exceeded the thresholds for a noninvestment company, Presto was nonetheless not an investment company,
simply because no “reasonable investor” would think Presto was actually an investment company.

The court was irritated by what it saw as the SEC’s attempt to steamroll Presto. It characterized the SEC as being
“in a snit” because Presto refused to seek an order and chastised it for forcing Presto investors to bear the
“unnecessary costs” of Presto’s registration as a closed-end fund, asking “Why is the SEC bent on grinding 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 company?”

Bad facts often make bad law. The court created uncertainty in a relatively settled area of law, as it subordinated
the relatively straightforward Tonopah factors to the ambiguous “reasonable investor” perception test. In so doing,
the court did not provide any guidance on how the SEC or companies should assure themselves of what a
reasonable investor would believe. For example, should the “reasonable investor” perception test resemble other
reasonable investor inquiries (e.g., Rule 10b-5 actions, prospectus disclosures, and Regulation FD disclosures) or
should companies conduct focus group tests?

Conclusion

There is no clear answer on whether the Presto decision’s net effect will be positive or negative for issuers or
whether it will be followed by other jurisdictions. On one hand, the decision might give companies with Investment
Company Act status problems a shield in defending their status. If they can demonstrate that no reasonable
investor would view them as the equivalent of a mutual fund or closed-end fund, the inquiry is over—at least in the
Seventh Circuit. On the other hand, the SEC might try to use that weapon against a company by producing
reasonable investors who hold the opposite view. Practitioners may find it more difficult to give clean opinions on
a company'’s status, given the murkiness of the “reasonable investor” test.
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