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SEC Adopts New Rules Expanding Eligible Investments for 
Business Development Companies and Proposes Additional 
Rule Allowing Further Expansion 
From the Investment Management Practice Group

Paul Hastings’ nationally recognized 
Investment Management Practice Group 
continues to be highly ranked among the 
top law firms by net assets of all mutual 
fund clients as reported by Lipper, 
a Reuters Company.

I. Introduction and Overview 

On October 25, 2006, the Securities and Exchange Commis-
sion (“SEC”) adopted two new rules under the Investment 
Company Act of 1940, as amended (the “Act”) relating to 
business development companies (“BDCs”). These new rules 
implement long-awaited changes to the definition of eligible 
portfolio company (“EPC”). The rules expand the definition 
of an EPC to provide greater investment latitude to BDCs 
and to provide a BDC with additional latitude to make 
follow-on investments in securities of companies that were 
once, but no longer are, EPCs.1 At the same time, the SEC has 
proposed for comment an additional revision to the definition 
of EPC that would allow certain exchange listed companies to 
fall within the EPC definition.2 These changes are designed to 
facilitate small business capital formation by providing added 
flexibility for BDCs to invest in a broader range of smaller 
companies, consistent with the initial purpose of the Small 
Business Investment Incentive Act (“SBIIA”), which originally 
created the BDC.3

The new rules effecting the change in the definition of an 
EPC and permitting follow-on investments takes effect on 
November 30, 2006. The comment period for the proposed 
expansion of the EPC definition to include certain exchange 
listed companies extends until January 2, 2007.

In 1980, the SBIIA was enacted into law. The SBIIA estab-
lished BDCs as a new type of closed-end investment company 
designed for the purpose of making capital more readily avail-
able to small, developing and financially troubled companies 
that often need capital for growth or development but are ei-
ther unable to borrow money through conventional sources or 
may not have access to the public capital markets. To encour-
age investment in these smaller companies, the Act requires 

BDCs, at the time of making a new investment, to have at 
least 70% of their portfolio invested in certain assets (“70% 
Basket”), which assets included securities of EPCs. EPCs were 
defined in Section 2(a)(46) of the Act to include domestic op-
erating companies that satisfy a number of conditions. One of 
these conditions, found in section 2(a)(46)(C)(i) of the Act, 
was that the company “does not have any class of securities 
with respect to which a member of a national securities ex-
change, broker, or dealer may extend or maintain credit to or 
for a customer pursuant to rules or regulations adopted by the 
Board of Governors of the Federal Reserve System under Sec-
tion 7 of the Securities Exchange Act of 1934.”4 At the time of 
the enactment of the SBIIA, Congress generally perceived the 
Federal Reserve Board’s definition of “margin security” to be 
a rational and objective test that could be used to determine 
whether a company had access to the public capital markets. 
However, acknowledging that reliance on the Federal Reserve 
Board’s definition of margin securities might need to be ad-
justed in the future, the SBIIA gave the SEC rulemaking au-
thority to expand the definition. 

In 1998, for reasons unrelated to small business capital forma-
tion, the Federal Reserve Board amended its definition of mar-
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gin security to increase the types of securities that would fall 
within the definition of “margin securities.” This had the effect 
of reducing the universe of companies that meet the definition 
of an EPC. 

II. New Rules �a-46 and 55a-1

New Rule 2a-46 is designed to reverse the effects of the Federal 
Reserve Board’s 1998 amendments to the margin rules. Rule 
2a-46 defines an EPC to include all private domestic operat-
ing companies and those public domestic operating compa-
nies whose securities are not listed on a national securities ex-
change registered under the Securities Exchange Act of 1934, 
as amended (the “Exchange Act”), such as the American Stock 
Exchange, the NASDAQ Stock Market LLC and the New 
York Stock Exchange. Public domestic operating companies 
whose securities are quoted on the over-the-counter bulletin 
board and through Pink Sheets LLC are not listed on a na-
tional securities exchange, and therefore are EPCs under this 
Rule.5 Rule 2a-46 still requires that EPCs meet the require-
ments set forth in paragraphs (A) and (B) of Section 2(a)(46) 
of the Act.6

In addition, the SEC has adopted new Rule 55a-1 which per-
mits a BDC to include in its 70% Basket follow-on invest-
ments in a company that met the definition of EPC under 
Rule 2a-46 at the time of the BDC’s initial investment(s) in 
the company, but subsequently would not meet that defini-
tion because the company no longer meets the requirements 
of Rule 2a-46 (i.e., following the BDC’s initial investment(s) 
in the company, the company listed its securities on a national 
securities exchange), subject to certain conditions. These con-
ditions permit a BDC to make a follow-on investment only if 
the BDC, “at the time of the follow-on investment: (1) owns 
at least 50 percent of (a) the greatest number of equity securi-
ties of such company, including securities convertible into or 
exchangeable for such securities, and (b) the greatest amount 
of certain debt securities of such company held by the BDC at 
any time during the period when such company was an eligible 
portfolio company; and (2) is one of the twenty largest holders 
of record of the company’s outstanding voting securities.”7

Taken together, Rule 2a-46 and Rule 55a-1 should benefit 
BDCs by expanding the number of companies that may be 
included in their 70% Basket, resolving issues caused by the 
Federal Reserve Board’s amendment to the definition of a 
margin security and making it easier for BDCs to execute 
follow-on investments in companies that no longer meet the 
definition of EPC. 

III. Reproposed Rule �a-46(b)

In an effort to further expand the definition of EPC under the 
Act to include certain smaller companies that are listed on a 
national securities exchange, the SEC has proposed again Rule 
2a-46(b), offering alternatives to its original proposal. As origi-
nally proposed, Rule 2a-46(b) would have defined an EPC to 
include any domestic operating company that has a class of 
securities on a national securities exchange, but is in danger of 
having its securities delisted because of financial difficulties.8 
Many commentators felt that this proposed definition was un-
workable. Therefore, the SEC proposed the following two al-
ternatives: the first alternative would include companies whose 
public float is less than $75 million and the second alternative 
would include companies whose market capitalization is less 
than either $150 million or $250 million. Under both alterna-
tives, the company’s size would be calculated using the price 
at which the company’s common equity was last sold, or the 
average of the bid and asked price of the company’s common 
equity, in the principal market for such common equity on 
any day in the 60-day period immediately before the BDC’s 
acquisition of the securities. The SEC has requested comments 
on proposed Rule 2a-46(b) on or before January 2, 2007.

NOTES:
 
1Definition of Eligible Portfolio Company under the Investment Company Act of 1940, 
SEC Release No. IC-27538 (October 25, 2006)(the “New Rules Release”).

2Definition of Eligible Portfolio Company under the Investment Company Act of 1940, 
SEC Release No. IC-27539 (October 25, 2006)(the “Reproposing Release”).

3Pub. L. No. 96-477, 94th Stat. 2274 (1980).

4See note 1, page 4 and Section 2(a)(46)(C)(i) of the Act.

5See note 1, pages 7,8,14. (According to June 2006 data, the SEC’s Office of Economic 
Analysis estimates that under this new definition, 61.4% of all public domestic operat-
ing companies will qualify as EPCs. Further, foreign companies, investment companies 
and companies that are excluded from the definition of investment company by Sec-
tion 3(c) of the Act are not EPCs under this definition). 

6These requirements include that the issuer (a) be organized under the laws of, and 
have a principal place of business in, any State, and (b) is neither an investment com-
pany (other than a small business investment company) or a company that would be 
an investment company except for the exclusion set forth in Section 3(c) of the Act.

7See note 1, page 11 (these conditions are substantially the same as those set forth in 
Section 55(a)(1)(B) of the Act).

8See note 2, page 6.
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