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July 12,2007 

By Hand and bv PDF 

Douglas J. Scheidt, Esq. 
Associate Director and Chief Counsel 
Division of Investment Management 
Securities and Exchange Commission 
100F Street, N.E. 
Washington, D.C. 20549 

RE: Request for Interpretive Guidance under Rule 3a-8 under the Investment 
Company Act of 1940 ("Rule 3a-8") 

Dear Mr. Scheidt: 

We are writing on behalf of Cooley Godward Kronish LLP ("Cooley"), a leading law 
fm in representing technology and life sciences companies, many of which rely on Rule 3a-
8, to request the concurrence of the staff of the Division of Investment Management (the 
"Staff') with our view that a ratio of research and development expenses to total expenses, 
including cost of goods sold, during a company's last four fiscal quarters combined ("R&D 
Expense Ratio") of at least 20% constitutes a "substantial percentage" for purposes of Rule 
3a-8. We are seeking the Staffs concurrence with our interpretation of "substantial 
percentage" under Rule 3a-8 as set forth above, or alternatively, assurance that the Staff will 
not recommend enforcement action against clients advised by Cooley that rely on Rule 3a-8 
on the basis of the foregoing interpretation, provided that such companies satisfy all other 
requirements of Rule 3a-8. Specifically, we find it necessary to obtain the requested relief in 
light of the uncertainty faced by many Internet and technology companies regarding their 
investment company status and the subsequent need to rely on opinions of counsel to 
alleviate any investment company status concerns. 

"Substantial" Research and Development Expenses 

Rule 3a-8 provides that an issuer will not be deemed to be an investment company, as 
defined in Sections 3(a)(l)(A) and 3(a)(l)(C) of the Investment Company Act of 1940, as 
amended (the "1940 Act"), if, among other factors, its research and development expenses 
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are a "substantial percentage" of its total expenses for the last four fiscal quarters combined.' 
The Securities and Exchange Commission (the "Commission") has noted that the Rule 
"leaves the determination of 'substantial' undefined in order to allow R&D companies to 
take into account fluctuations in the composition of their expenses over time."' 

We believe that a company with an R&D Expense Ratio of at least 20% should be 
deemed to have a "substantial percentage" of research and development expenses within the 
meaning of Rule 3a-8. As a practical matter, a company that devotes 20% or more of its total 
expenses, including the cost of goods sold, to research and development, and that otherwise 
meets the conditions of Rule 3a-8, generally faces precisely the types of issues that caused 
the Commission to adopt the safe harbor for research and development companies under 
Rule 3a-8. Such a company likely would need to raise or amass large amounts of capital in 
order to fund its research and development expenses, to invest such capital in a responsible 
fashion pending its use and to use the principal and return on these investments to fund its 
research and development activities. We also believe that, because the cost of goods sold is 
included among total expenses in determining a company's ratio of research and 
development expenses to total expenses, an R&D Expense Ratio of 20% is more substantial 
than if the cost of goods sold were excluded from total expenses. 

A company seeking to rely on the foregoing interpretation would, we believe, be 
engaged in a non-investment business as its primary purpose,3 as evidenced by its R&D 
Expense Ratio of at least 20% and the fact that it would comply with all other requirements 
of Rule 3a-8. Specifically, (I)  its net income derived from investments in securities, for the 
last four fiscal quarters combined, would not exceed twice the amount of its research and 
development expenses for the same period; (2) its expenses for investment advisory and 
management activities, investment research and custody, for the last four fiscal quarters 
combined, would not exceed 5% of its total expenses for the same period; (3) its investments 
in securities would be capital preservation investments, except as otherwise permitted by 
Rule 3a-8; (4) it would not hold itself out as being engaged in the business of investing, 
reinvesting or trading in securities, and it would not be a special situation investment 
company; ( 5 )  it would be primarily engaged, directly or indirectly, in a business other than 
that of investing, reinvesting, owning, holding, or trading in securities, as evidenced by the 

1 "Research and development expenses" are defined in FASB Statement of Financial Accounting 
Standards No. 2, Accounting for Research and Development Costs. 

2 Certain Research and Development Companies, Investment Company Act Release No. 25835 (Nov. 
26,2002) [67 FR 71915 (Dec. 3,2002)] ( "ProposingRelease"). 
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activities of its officers, directors and employees, its public representations of policies, its 
historical development, and appropriate resolutions of its board of directors; and (6) its board 
of directors would have adopted a written investment policy with respect to the company's 
capital preservation investments. 

Our position is consistent with the interpretation of the term "substantial" of 20% or 
less in other contexts under the federal securities laws. For example, Rule 3-16 of 
Regulation S-X uses a 20% threshold in its definition of "substantial portion of collateral'* 
and Rule 902 of Regulation S uses the 20% threshold in the definition of "substantial U.S. 
market interest."' In addition, there are a number of instances where even lower thresholds 
appear to be significant for purposes of the federal securities laws. For example, a "principal 
stockholder" of an issuer that beneficially owns more than 10% of any class of equity 
securities of the issuer is required, among other persons, to report information concerning its 
beneficial ownership and is also subject to liability for profits realized on certain short-term 
trading in the issuer's common stock pursuant to Sections 16(a) and 16(b) of the Securities 
Exchange Act of 1934 and the rules promulgated thereunder (collectively, the "Exchange 
Act"). Sections 13(d) and 13(g) of the Exchange Act impose significant reporting 
requirements on persons who beneficially own more than 5% of any class of "equity" 
securities, as defined therein. We note also that Regulation S-X defines a "si nificant 
subsidiary" by reference to 10% of the total assets or income of the parent company.g 

4 Rule 3-16 of Regulation S-X defines "substantial portion of collateral" to be where "the aggregate 
principal amount, par value, or book value of the securities as carried by the registrant, or the market value of 
such securities, whichever is the greatest, equals 20 percent or more of the principal amount of the secured class 
of securities." 

5 "Substantial U.S. market interest" for a class of foreign equity securities is defined, in relevant part, to 
be where "20 percent or more of all trading in the class of securities took place in, on or through the facilities of 
securities exchanges and inter-dealer quotation systems in the United States and less than 55 percent of such 
trading took place in, on or through the facilities of securities markets of a single foreign country in the shorter 
of the issuer's prior fiscal year or the period since the issuer's incorporation." Regulation S, Rule 902(i)(l). See 
also, the adopting release, Investment Company Act Release No. 17458 (April 24, 1990) (stating that an issuer 
"may reasonably believe there is not a substantial U.S. market interest in [a] class of securities where less than 
20 percent of the class is held" by securityholders). 

6 As defined in Rule 3-16 of Regulation S-X, the term "significant subsidiary" means "a subsidiary 
which meets any of the following conditions: (i) the registrant's and its other subsidiaries' investments in and 
advances to the subsidiary exceed 10percent of the total assets of the registrant and its subsidiaries consolidated 
as of the end of the most recently completed fiscal year.. .; or (ii) The registrant's and its other subsidiaries' 
proportionate share of the total assets (after intercompany eliminations) of the subsidiary exceeds 10 percent of 
the total assets of the registrant and its subsidiaries consolidated as of the end of the most recently completed 
fiscal year; or (iii) The registrant's and its other subsidiaries' equity in the income from continuing operations 
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In an interpretive request of the term "substantial" for purposes of Rule 3a-6 under 
the 1940 ~ c t , ~Seward & Kissel LLP represented that certain members of the securities bar 
generally have been comfortable opining that a threshold of 20% or more satisfies the 
"substantial" standard in Rule 3a-6. While declining to set forth a minimum percentage, the 
Staff granted the requested relief and stated that, to satisfy the "substantial" standard in Rule 
3a-6, the banking activities of a foreign bank "clearly must be more than nominal," while 
also recognizing that "various percentages" could meet the "substantial" threshold. The 
Seward & Kissel interpretive request letter also cites various instances under the federal 
securities laws where the term "substantial" has been interpreted to mean a percentage of 
10% or less.8 

In proposing and adopting Rule 3a-8, the Commission acknowledged that, while 50% 
of total expenses would be a substantial percentage,9 a lower percentage of research and 
development expenses might also suffice. As explained in the Adopting Release, "there are 
circumstances when research and development expenses that constitute less than a majority 
of the company's total expenses, notwithstanding nonrecurring items or unusual fluctuations 
in recurring items, also may be considered ~ubstantial."'~In granting an exemptive order to 

before income taxes, extraordinary items and cumulative effect of a change in accounting principle of the 
subsidiary exceeds 10 percent of such income of the registrant and its subsidiaries consolidated for the most 
recently completed fiscal year." 

7 Seward & Kissel, SEC No-Action Letter File No. 132-3 (October 12, 2005). 

8 See Incoming Letter (Oct. 12, 2005) at 6-7 (citing, e.g., a line of no-action letters concerning 
reorganizationsrelying on the exemption in Section 3(a)(10) of the Securities Act of 1933, as amended; Guides 
for Preparation and Filing of Registration Statements; Proposing Release for Rule 203A-3 under the 
Investment Advisers Act of 1940, as amended; Concept Release on takeovers and contests for corporate control; 
and certain interpretationsof the self-regulatoryorganizations. See also, the Federal Reserve Act. 

The Staff also acknowledged the definition of the word "substantial" in Black's Law Dictionary as cited by 
applicants: "Belonging to substance; actually existing; real; not seeming or imaginary; not illusive; solid; true; 
veritable. Something worthwhile as distinguished from something without value or merely nominal." Black's 
Law Dictionary 1428 (6th ed. 1990). 

9 As explained in the Proposing Release and the Adopting Release (as hereinafter defined), "research 
and development expenses that constitute a majority of a company's total expenses certainly would be 
considered substantial." 

lo  Certain Research and Development Companies, Investment Company Act Release No. 26077 (June 
16, 2003) [68 FR 119 (June 20, 2003)l (hereinafter, "Adopting Release"). 
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Applied Materials, Inc." ("Applied"), the Commission seemed to indicate that, for purposes 
of the "substantial percentage" determination, the minimum R&D Expense Ratio fell within 
a range of 16% to 22%.12 

Since the Applied exemptive order was issued, a number of practitioners and others 
appear to be taking the position that a company with an R&D Expense Ratio of 20% fulfills 
the "substantial percentage" requirement under Rule 3a-8. In order for Cooley to provide its 
clients with greater certainty that this is the case, including giving Cooley the ability to 
provide greater comfort in its legal opinions, we respectfully request the concurrence of the 
Staff that an R&D Expense Ratio of 20% would be a substantial percentage within the 
meaning of Rule 3a-8, a conclusion consistent with the order granted in Applied. 
Alternatively, we request that the Division of Investment Management provide assurance that 
it will not recommend the Commission take enforcement action against clients advised by 
Cooley that rely on Rule 3a-8 on the basis of the foregoing interpretation, provided that such 
companies satisfy all other requirements of Rule 3a-8. 

Please call me at (202) 778-9464 if you have any questions regarding the relief 
requested herein. I look forward to hearing from you or from a member of the Staff. 

Sincerely,

[L 
v 
Robert H. Rosenblum 

11 Investment Company Act Release No. 27064 (Sep. 13, 2005) [70 FR 181 Sep. 20, 200.51. 

12 Applied's R&D expenses during the previous four fiscal years "varied, ranging from approximately 
16% to 22% of its total expenses, including cost of goods sold." See Amendment No. 3 to, and Restatement of, 
Application for an Order Pursuant to Section 3(b)(2) of the Investment Company Act of 1940 Declaring that 
Applied Materials, Inc. Is Not an Investment Company under the Act (Sep. 6,2005) at 16. 


