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THE FEDERAL DEFINITION OF A
SECURITY-AN EXAMINATION OF THE
"INVESTMENT CONTRACT" CONCEPT

AND THE PROPRIETY OF A RISK
CAPITAL ANALYSIS UNDER FEDERAL

LAW

I. INTRODUCTION

After protracted committee hearings and extensive debate,
Congress enacted the federal securities laws to remedy the abuses
that precipitated the stock market crash of 1929.1 In enacting the
Securities Act of 19332 and the Securities Exchange Act of 1934,3
congressional attention focused primarily upon insuring a climate
of fairness in the securities markets.4 To achieve this objective,

1. "Whatever may be the full catalogue of the forces that brought to pass the present
depression," stated the House Report on the Securities Act, "not [the] least among these
has been the wanton misdirection of the capital resources of the Nation" through the flota-
tion of vast quantities of worthless securities. H.R. REP. No. 85, 73d Cong., 1st Seas. 2-3
(1933). The legislative history of the principal securities acts, and the bills and enactments
themselves, are collected in LEGiSLATIVE HISTORY OF THE SEcuurr~s AcT OF 1933 Amn Szcun-
ms EXCHANGE AcT OF 1934 (J. Ellenberger & E. Mahar eds. 1973).

2. 15 U.S.C. §§ 77a-77aa (1976).
3. 15 U.S.C. §§ 78a-78kk (1976). The other major securities laws are the Investment

Company Act of 1940, 15 U.S.C. §§ 80a-1 to 80a-52 (1976), the Investment Advisers Act of
1940, 15 U.S.C. §§ 80b-1 to 80b-21 (1976), and the Trust Indenture Act of 1939, 15 U.S.C. §§
77aaa-77bbbb (1976). See also Public Utility Holding Company Act of 1935, 15 U.S.C. §§ 79
to 79z-6 (1976).

4. There is considerable language in the legislative history of the federal acts indicat-
ing Congress' concern with fraud and misrepresentation practiced on investors. See, e.g., S.
Rap. No. 792, 73d Cong., 2d Sess. 3, 18 (1934); S. REP. No. 47, 73d Cong., 1st Seas. 1 (1933)
("The purpose of this bill is to protect the investing public .... The basic policy is that of
informing the investor of the facts concerning securities ... and providing protection
against fraud and misrepresentation."); H.R. REP. No. 1383, 73d Cong., 2d Sess. 1 (1934).
See also United Hous. Foundation Inc. v. Forman, 421 U.S. 837, 849 (1975); 78 CoNG. Rzc.
2264 (1934) (President Roosevelt's February 9, 1934, message to Congress); 77 CONG. Rzc.
937 (1933) (President Roosevelt's March 29, 1933, message to Congress).
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Congress established two basic levels of investor protection. First,
the federal system requires registration of offered securities and
full and fair disclosure of relevant information regarding the future
of the issuer and the value of the securities5 whenever certain ex-
emptive provisions do not otherwise apply.6 Second, even if the ex-
emptive sections obtain, distribution and trading ordinarily remain
subject to a number of anti-fraud provisions.7 In general, these
provisions relax the restrictive substantive and procedural condi-
tions for relief characteristic of common law and equitable actions
for fraud.' Moreover, criminal penalties are imposed for willful
violations.9

The nature of a "security" is litigated frequently. This is not
surprising; the existence of a security is a jurisdictional predicate
to the applicability of the federal securities laws and the regulatory
scheme outlined in brief above.'0 The growing tendency to allow
investors a wider choice of statutory remedies has magnified the
importance of determining the definitional reach of the federal
acts. A significant problem posed for issuers and their attorneys is
therefore apparent-defining a security under federal law.

5. The 1933 Act sought to protect the investor from losses that had been suffered as a
result of investing in worthless securities by requiring issuers to furnish prospective inves-
tors with full information concerning the new offering prior to sale. Securities Act of 1933,
§§ 5-8, 10, 15 U.S.C. §§ 77e-77h, 77j (1976). The 1934 Act extends the full disclosure policy
of the 1933 Act to subsequent trading of securities in the secondary markets. The specific
requirements for disclosure of information about the issuing company are found in Securi-
ties Exchange Act of 1934, §§ 12-14, 15 U.S.C. §§ 781-78n (1976).

6. Securities Act of 1933, 3§ 3-4, 15 U.S.C. §§ 77c-77d (1976).
7. Securities Act of 1933, § 12(2), 15 U.S.C. § 771(2) (1976) establishes liability for

misstatements or omissions in any offer or sale of securities, whether or not they are regis-
tered under the Act. Section 17(a) makes it unlawful to engage in fraudulent or deceitful
practices in connection with any offer or sale of securities, whether or not registered under
the Act. Id. § 17(a), 15 U.S.C. § 77q(a) (1976). See also Securities Exchange Act of 1934,
§ 15(c)(1)-(2), 15 U.S.C. § 78o(c)(1)-(2) (1976); Securities and Exchange Commission Rule
10b-5, 17 C.F.R. § 240.10b-5 (1979).

8. See 3 L. Loss, Sscunrris REGULATION 1421-44, 1763-97 (2d ed. 1961).
9. Securities Act of 1933, § 24, 15 U.S.C. § 77x (1976); Securities Exchange Act of

1934, § 32, 15 U.S.C. § 77ff (1976).
10. See Woodward v. Metro Bank, 522 F.2d 84, 91 (5th Cir. 1975) (1934 Act);

Blackwell v. Bentsen, 203 F.2d 690, 691 (5th Cir. 1953) (1933 Act). If jurisdiction over a
federal securities claim exists, the court may also exercise jurisdiction over a pendent state-
law cause of action. See, e.g., Vanderbroom v. Sexton, 422 F.2d 1233, 1241-42 (8th Cir.),
cert. denied, 400 U.S. 852 (1970); Smith v. Manausa, 385 F. Supp. 443, 446 (E.D. Ky. 1974).
The existence of a security, however, need not be established prior to the issuance of a
subpoena duces tecum by the SEC. SEC v. Brigadoon Scotch Distrib. Co., 480 F.2d 1047,
1052-55 (2d Cir. 1973), cert. denied, 415 U.S. 915 (1974).
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II. THE STATUTORY DEFINITION-A FRAMEWORK FOR ANALYSIS

Prior to 1933, securities regulation was the exclusive province
of the states. In defining the term "security," therefore, Congress
borrowed extensively from the earlier blue sky laws."' Taking ad-
vantage of the states' experience, the federal definition was drafted
"in sufficiently broad and general terms so as to include within
that definition the many types of instruments that in our commer-
cial world fall within the ordinary concept of a security."'1 Essen-
tially, Congress adopted the same definitional strategy employed in
existing state statutes, listing specific instruments commonly con-
sidered securities and also including broader but less descriptive
terms. The resulting definition is set forth as follows in section 2(1)
of the Securities Act of 1933:

When used in this subchapter, unless the context otherwise
requires-
(1) The term "security" means any note, stock, treasury stock,
bond, debenture, evidence of indebtedness, certificate of interest
or participation in any profit-sharing agreement, collateral-trust
certificate, preorganization certificate or subscription, transferable
share, investment contract, voting-trust certificate, certificate of
deposit for a security, fractional undivided interest in oil, gas, or
other mineral rights, or, in general, any interest or instrument
commonly known as a "security," or any certificate of interest or
participation in, temporary or interim certificate for, receipt for,
guarantee of, or warrant or right to subscribe to or purchase, any
of the foregoing."s

This description formed the basis for subsequent congressional

11. With regard to the subject of definitions, I may say that we have attempted
to follow the Uniform Sale of Securities Act; and so when we come to the defini-
tion of securities I think you will find that we have taken almost verbatim the
language of the Uniform Sale of Securities Act.

Hearing on H.R. 4314 Before the House Comm. on Interstate and Foreign Commerce, 73d
Cong., lst Sess. 13 (1933) (testimony of Houston Thompson).

The Securities Act of 1933 in turn became the model for the definitional section in the
Uniform Securities Act, § 401(1), which has been adopted in one form or another in a major-
ity of states. Since these subsequent state securities laws have been modeled after the fed-
eral statutes, the judicial precedents of either sovereignty may be of assistance in interpret-
ing the various terms.

12. H.R. REP. No. 85, 73d Cong., 1st Sess. 11 (1933).
13. Securities Act of 1933, § 2(1), 15 U.S.C. § 77b(1) (1976).
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definitions. Indeed, the Investment Company Act 1
4 and the Invest-

ment Advisers Act" contain precisely the same definition. Section
3(a)(10) of the Securities Exchange Act of 1934,0 however, incor-

14. Investment Company Act of 1940, § 2(a)(36), 15 U.S.C. § 80a-2(a)(36) (1976).
15. Investment Advisers Act of 1940, § 202(a)(18), 15 U.S.C. § 80b-2(a)(18) (1976).

The Trust Indenture Act adopts by reference the Securities Act definition. Trust Indenture
Act of 1939, § 303(1), 15 U.S.C. § 77ccc(1) (1976). The Public Utility Holding Company Act
of 1935 contains a definition similar to those in the Securities Act and the Exchange Act.
See Public Utility Holding Company Act of 1935, § 2(a)(16), 15 U.S.C. § 79b(a)(16) (1976).

"Security" is defined in the proposed Federal Securities Code as follows:
(a) [General.] "Security" means a bond, debenture, note, evidence of indebted-
ness, share in a company (whether or not transferable or denominated "stock"),
preorganization certificate or subscription, investment contract, certificate of in-
terest or participation in a profit-sharing agreement, collateral trust certificate,
equipment trust certificate (including a conditional sale contract or similar inter-
est or instrument serving the same purpose), voting trust certificate, certificate of
deposit for a security, or fractional undivided interest in oil, gas, or other mineral
rights, or, in general, an interest or instrument commonly considered to be a "se-
curity," or a certificate of interest or participation in, temporary or interim certifi-
cate for, receipt for, guarantee of, or warrant or right to subscribe to or buy or sell,
any of the foregoing.
(b) [Exclusions.] Notwithstanding section 299.53(a), "security" does not include
(1) currency, (2) a check (whether or not certified), draft, bill of exchange, or bank
letter of credit, (3) a note or evidence of indebtedness issued in a primarily mer-
cantile or consumer, rather than investment, transaction not involving a distribu-
tion. . . , (4) an interest in a deposit account with a bank (but not a participation
in such interests), (5). . . a bank certificate of deposit that ranks on a parity with
an interest in a deposit account with the bank, (6) an insurance policy (including
an endowment policy) issued by an insurance company, (7) an annuity contract
(including an optional annuity contract) under which an insurance company
promises to pay one or more sums of money that are fixed or vary in accordance
with a cost-of-living index or on any other basis specified by rule, (8) a commodity
contract (whether for present or future delivery) or warrant or right to buy or sell
such a contract, or (9) the interest of a mini-account client in a mini-account
under advisement if section 914(c) is effective.

ALI FED. SEC. CoD)E § 299.53 (Proposed Official Draft, Mar. 15, 1978). Subsections (c) and
(d) provide further exclusions relevant to the broker-dealer insolvency and trust indenture
provisions. Like current law, the proposed code introduces the definition with the proviso
that it applies "unless the context requires otherwise." Id. § 201(a). The proposed code
provision differs from other definitions in that reference is made expressly to a distinction
between instruments issued in a "mercantile or consumer" transaction and instruments is-
sued in "investment" transactions. See notes 185, 213-15 infra, and accompanying text for a
discussion of the similar "commercial-investment" distinction.

16. Securities Exchange Act of 1934, § 3(a)(10), 15 U.S.C. § 78c(a)(10) (1976). The
Exchange Act definition follows in full text:

When used in this chapter, unless the context otherwise requires--
(10) The term "security" means any note, stock, treasury stock, bond, debenture,
certificate of interest or participation in any profit-sharing agreement or in any oil,
gas, or other mineral royalty or lease, any collateral-trust certificate, preorganiza-
tion certificate or subscription, transferable share, investment contract, voting-
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porates a slightly different description.
The differences in the definitions contained in the 1933 and

1934 Acts at first appear substantial. There is a variation, for ex-
ample, in the language relating to oil, gas, and mineral interests.
Moreover, with respect to the clause in the 1933 Act, "or, in gen-
eral, any interest or instrument commonly known as a 'security,"'

the 1934 Act omits the reference to "any interest." This omission
would presumably limit application of the 1934 Act to interests
embodied in a document. The most glaring omission in the 1934
Act, however, is the complete absence of the term "evidence of in-
debtedness." Nevertheless, the Supreme Court in Tcherepnin v.
Knight17 attached no significance to these variations. The Court
emphasized that the 1934 Act is considered in pari materia with
the 1933 Act, and is intended to pertain to similar securities inter-
ests.18 Accordingly, it may be unavailing to seek to establish tech-
nical differences between the definitions contained in the two Acts.

Courts, counsel, and the SEC have struggled at length with
the various elements of the federal statutory definition. These ef-
forts to explicate the essential characteristics of a security are the
subject of discussion in the remainder of this article. Because the
federal definition was modeled after definitions present in the ear-
lier blue sky laws and has influenced the formation of state securi-
ties statutes enacted after 1933, state and federal cases are some-
what interchangeable in this area.1 9 Accordingly, this article will
examine significant cases applying the definitional sections of the
federal and state securities laws.

III. "INVESTMENT CONTRACTS" AS SECURrTIS

There is little difficulty encountered in the regulation of con-
ventional methods of soliciting financial support for business ven-

trust certificate, certificate of deposit, for a security, or in general, any instrument
commonly known as a "security"; or any certificate of interest or participation in,
temporary or interim certificate for, receipt for, or warrant or right to subscribe to
or purchase, any of the foregoing; but shall not include currency or any note,
draft, bill of exchange, or banker's acceptance which has a maturity at the time of
issuance of not exceeding nine months, exclusive of days of grace, or any renewal
thereof the maturity of which is likewise limited.

Id.
17. 389 U.S. 332 (1967).
18. Id. at 336.
19. 1 L. Loss, supra note 8, at 456. See note 11 supra.

1981]



TEXAS TECH LAW REVIEW

tures. All securities acts contain a definition of securities that in-
cludes the usual stock, bonds, and debentures.2 With respect to
more exotic arrangements, however, problems of definition and
classification become particularly complex. The early blue sky laws
attempted to regulate novel transactions by the use of vague, un-
defined terms such as "investment contract" or "certificate of in-
terest oro participation in any profit-sharing agreement."'1 Adopt-
ing a similar strategy, Congress incorporated these general terms in
the definitional sections of the federal securities acts. 2 While it
appears that the draftsmen of the early statutes intended the
terms to apply to different types of financial arrangements, 8

courts have favored the term "investment contract" as the most
convenient to bring new and imaginative forms of public financing
within the definition of a security.

The term "investment contract" had its genesis in an Arkan-
sas statute regulating the operations of building and loan compa-
nies2 4 and was first utilized in a statutory definition of a security in
the Minnesota Blue Sky Law of 1917.2" After its incorporation in
the third tentative draft of the Uniform Sale of Securities Act,26

the term entered common usage,2 7 and it presently appears in nu-
merous state securities statutes as well as the federal acts.28 Be-
cause the term is not defined in the statutes nor in their legislative
histories,29 it has devolved upon the courts to identify those
schemes which can be characterized as investment contracts within
the purview of the acts.

When the Uniform Commissioners adopted the investment

20. See notes 13-16 supra, and accompanying text. See, e.g., Tax. REv. Crv. STAT. ANN.

art. 581-4(A) (Vernon 1964), which provides in part: "The term 'security' or 'securities' shall
include any share, stock,. .. note, bond, debenture. .. "

21. See, e.g., Illinois Blue Sky Law § 2, 1919 Ill. Laws, at 351.
22. See notes 11-16 supra, and accompanying text. See also SEC v. C.M. Joiner Leas-

ing Corp., 320 U.S. 344, 351 (1943).
23. See, e.g., Florida Discount Centers, Inc. v. Antinori, 226 So. 2d 693 (Fla. Dist. Ct.

App. 1970); State v. Robbins, 185 Minn. 202, 240 N.W. 456 (1932).
24. 1913 Ark. Acts, at 904, § 18, cited in Note, Pension Plans as Securities, 96 U. PA.

L. RE v. 549, 553 (1948).
25. See Mofsky, The Expanding Definition of "Security" Under the Blue Sky Laws,

1 SEc. REG. L.J. 217, 218 n.2 (1973).
26. UNIFORM SALE OF SECURITIEs AcT (withdrawn 1943).
27. Note, supra note 24, at 553.
28. See note 11 supra.
29. See SEC v. W.J. Howey Co., 328 U.S. 293, 298 (1946).
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contract concept in 1927, the term had already acquired a fixed
judicial definition.80 The leading case interpreting the term was
State v. Gopher Tire & Rubber Co.,8 1 in which the Minnesota Su-
preme Court defined an investment contract as a contract or
scheme for "[tihe placing of capital or laying out of money in a
way intended to secure income or profit from its employment.""2
During the decade following the enactment of the Securities Act of
1933, the lower federal courts" and the SEC8" were called upon on
several occasions to determine whether a particular transaction
constituted an investment contract, and thus a security, under sec-
tion 2(1). Accordingly, when the Supreme Court first considered
the question in 1943, there was at least a limited number of cases
to draw upon for analysis.

In SEC v. C.M. Joiner Leasing Corp.,86 the Securities and Ex-
change Commission endeavored to enjoin the sale of unregistered
oil interests by characterizing them as "investment contracts." De-
fendant Joiner had acquired leases in a 3,002 acre potential oil ter-
ritory in McCulloch County, Texas. The land involved was worth-
less absent its potential for producing oil in marketable quantities.
In order to finance the drilling of a test well to prove the prop-
erty's productivity, Joiner offered subleases of parcels ranging from
two and one-half to twenty acres in size. The offer of the subleases
to potential assignees was promoted through reference to the test
well to be drilled by Joiner, but the assignees were not informed
that the well was actually being financed by the sale of the assign-
ments. Asserting that the scheme was undertaken in violation of
sections 5 and 17(a) of the 1933 Act, 6 the SEC sought injunctive
relief. Although the district court and court of appeals found fraud
inherent in the transaction, each refused to grant the relief re-

30. See People v. White, 124 Cal. App. 548, -, 12 P.2d 1078, 1081 (Dist. Ct. App.
1932).

31. 146 Minn. 52, 177 N.W. 937 (1920).
32. Id. at __, 177 N.W. at 938.
33. See, e.g., Atherton v. United States, 128 F.2d 463 (9th Cir. 1942); SEC v. Universal

Serv. Ass'n, 106 F.2d 232 (7th Cir. 1939); SEC v. Wickham, 12 F. Supp. 245 (D. Minn. 1935).
34. See, e.g., National Resources Corp., 8 S.E.C. 635 (1941); American Tung Grave

Dev., Inc., 8 S.E.C. 51 (1940).
35. 320 U.S. 344 (1943).
36. Securities Act of 1933, §§ 5(a), 17(a), 15 U.S.C. §§ 77e(a), 77q(a) (1976). The SEC

relied on those provisions of these sections that make it unlawful to offer or sell unregistered
securities in interstate commerce, and to make misrepresentations or omissions of material
facts in connection with such sales or offers.
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quested, holding that the assignments were not securities but
merely interests in land.87 The Supreme Court, however, found the
assignments to be interests in the oil exploration enterprise be-
cause the well-drilling undertaking gave the instruments their only
value and appeal. In an opinion by Justice Jackson, the Court rea-
soned that the trading "had all the evils inherent in the securities
transactions which it was the aim of the Securities Act to end.""
According to the Court, securities under the Act encompass docu-
ments in which there is a common trading for speculation or in-
vestment.8 9 In the Court's view, the Act was designed to reach
novel, uncommon, or irregular devices, whatever their appearance,
which can be shown to have been "widely offered or dealt in under
terms or courses of dealing which established their character in
commerce as 'investment contracts.' "40 The Court refused to be
bound by a specific formula in defining an investment contract.
Rather, the Court observed that the applicable test is "what char-
acter the instrument is given in commerce by the terms of the of-
fer, the plan of distribution, and the economic inducements held
out to the prospect,"4' suggesting a case-by-case analysis. Based on
its evaluation of the actual interests involved, as well as the pro-
moter's representations of the nature of the transaction, the Court
held that the assignments constituted securities under section 2(1).

As indicated above, the Supreme Court's discussion of the in-
vestment contract concept and the test it applied in Joiner were
expressed in general terms. Three years later, in SEC v. W.J.
Howey Co., 4

2 the Court's definition of an investment contract was
more specific. Another target of SEC injunctive action, defendant
Howey was engaged in a campaign to sell small parcels of a Florida
citrus grove, coupled with an optional service contract under which
Howey operated the property exclusively and the property owner
shared pro rata in Howey's annual profits. Prospective purchasers
were advised that development of the parcels would not be eco-
nomically feasible without the optional service arrangement. Con-

37. SEC v. C.M. Joiner Leasing Corp., 133 F.2d 241 (5th Cir.), rev'd, 320 U.S. 344
(1943).

38. 320 U.S. at 349.
39. Id. at 351.
40. Id.
41. Id. at 352-53.
42. 328 U.S. 293 (1946).
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sequently, the vast majority of the investors, most of whom were
nonresident business and professional persons lacking the exper-
tise or equipment necessary for citrus development, purchased ser-
vice contracts in addition to the land. Again, the lower courts did
not find a security, viewing the arrangement as an ordinary real
estate sale and a separate property management agreement. 3 The
Supreme Court criticized this severance of the transactions, treat-
ing them instead as a single "investment contract."

On the basis of the record and the earlier Joiner decision, the
Court could have disposed of the case by simply concluding that
the contracts represented a totally passive investment by persons
having little or no knowledge concerning the type of enterprise in
which they were investing. Instead, the Court set out to formulate
what has become the classic definition of an investment contract.
In effect, the case supplies for the federal statute the definition
that had been widely followed by state courts, but which Justice
Jackson seemed reluctant to adopt in his Joiner opinion. 4" Refer-
ring to the definition found in the Gopher Tire & Rubber Co.
case, 4 the Court summarized the state experience and expressed
the test to be applied as follows:

This [Gopher Tire & Rubber Co.] definition was uniformly ap-
plied by state courts to a variety of situations where individuals
were led to invest money in a common enterprise with the expec-
tation that they would earn a profit solely through the efforts of
the promoter or of some one other than themselves.

By including an investment contract within the scope of § 2
(1) of the Securities Act, Congress was using a term the meaning
of which had been crystallized by this prior judicial interpreta-
tion. It is therefore reasonable to attach that meaning to the term
as used by Congress, especially since such a definition is consis-
tent with the statutory aims. In other words, an investment con-
tract for purposes of the Securities Act means a contract, transac-
tion or scheme whereby [(1)] a person invests his money [(2)] in a
common enterprise and [(3)] is led to expect profits [(4)] solely

43. SEC v. W.J. Howey Co., 151 F.2d 714 (5th Cir.), aff'g 60 F. Supp. 440 (S.D. Fla.
1945).

44. 328 U.S. at 301.
45. See notes 35-41 supra, and accompanying text. See also 1 L. Loss, supra note 8, at

483.
46. See notes 30-32 supra, and accompanying text.
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from the efforts of the promoter or a third party .... '

The Court concluded by stating that this test necessarily underlies
the Joiner decision and is consistent with prior cases.

Later decisions have rarely construed the term "investment
contract" without considering, if not favorably relying upon, the
test set forth in Howey. In a number of instances, the Howey defi-
nition of investment contract has been equated with other federal
statutory phrases defining subclasses of securities.4 8 Recently, in
United Housing Foundation, Inc. v. Forman,49 the Supreme Court
reaffirmed the Howey test in finding "no distinction" between an
"investment contract" and "an instrument commonly known as a
'security.'-"o Other phrases within the federal provisions ulti-
mately may necessitate the use of different criteria. For present
purposes, however, whenever form is disregarded for substance so
as to require application of the federal acts to a given financing
device, the Howey test will be in issue.5 1

Prior to the Forman decision in 1975, the Supreme Court con-
tinued to cite Howey as controlling, but did little to clarify the
scope or the meaning of the language used in the case.2 As a re-
sult, state and lower federal courts were left with the task of inter-
preting the various elements of the Howey formula. In the years
following Howey, a number of courts adopted a more expansive
definition of investment contract. As discussed below, this expan-
sion took two forms: (1) adoption of a "risk capital" analysis;5 and
(2) liberal interpretation of the Howey requirement that a profit
expectation arise solely from the efforts of others.4

47. 328 U.S. at 298-99.
48. See, e.g., McCown v. Heidler, 527 F.2d 204, 208-09 (10th Cir. 1975) (interests in

real property); Swank Fed. Credit Union v. C.H. Wagner & Co., 405 F. Supp. 385, 388 (D.
Mass. 1975) (bank certificates of deposit); Bayoud v. Ballard, 404 F. Supp. 417, 422 (N.D.
Tex. 1975) (interests in oil and gas leases).

49. 421 U.S. 837 (1975).
50. Id. at 852.
51. Arguably, the Howey test could be adopted as the generic definition denoting all

phrases describing a security under the federal statutes. Indeed, the Forman court stated
that the Howey definition "embodies the essential attributes that run through all of the
Court's decisions defining a security." Id.

52. See Tcherepnin v. Knight, 389 U.S. 332 (1967); SEC v. United Benefit Life Ins.
Co., 387 U.S. 202 (1967); SEC v. Variable Annuity Life Ins. Co. of America, 359 U.S. 65
(1959).

53. See notes 55-105 infra, and accompanying text.
54. See notes 113-20 infra, and accompanying text.
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IV. THE RISK CAPITAL APPROACH

Under the definition of investment contract expressed by the

There is a general consensus that the "investment of money" element does not require
that the investment be in cash; it is sufficient if the investor contributes any definable and
tangible consideration. See International Bhd. of Teamsters v. Daniel, 439 U.S. 551 (1979).
There has been considerable disagreement, however, regarding the "common enterprise" el-
ement of the Howey test. A number of courts have held that a common enterprise is a
relationship between multiple investors in which their contributions are pooled in an enter-
prise controlled by the promoter or a third party. These courts maintain that a pooling of
funds or a pro rata sharing of profits of the venture is a prerequisite to the existence of a
common enterprise as that term is used in Howey. This view is sometimes called the "hori-
zontal" approach (i.e., the commonality required is among investors similarly situated). For
decisions adopting this view, see, e.g., Curran v. Merrill Lynch, Pierce, Fenner & Smith,
Inc., 622 F.2d 216 (6th Cir. 1980); Hirk v. Agri-Research Council, Inc., 561 F.2d 96 (7th Cir.
1977); Milnarik v. M-S Commodities, Inc., 457 F.2d 274 (7th Cir.), cert. denied, 409 U.S. 887
(1972); Berman v. Bache, Halsey, Stuart, Shields Inc., 467 F. Supp. 311 (S.D. Ohio 1979);
Stevens v. Woodstock, Inc., 372 F. Supp. 654 (N.D. Ill. 1974); Arnold v. Bache & Co., 377 F.
Supp. 61 (M.D. Pa. 1973); Stucky v. duPont Glore Forgan, Inc., 59 F.R.D. 129 (N.D. Cal.
1973); Wasnowic v. Chicago Bd. of Trade, 352 F. Supp. 1066 (M.D. Pa. 1972), aff'd mem.,
491 F.2d 752 (3d Cir. 1973), cert. denied, 416 U.S. 994 (1974).

Several other courts, however, have construed the term "common enterprise" to mean
an interrelationship between the investor and the promoter whereby the investor provides
the capital for a mutual venture controlled by the promoter. Under this "vertical" approach,
the commonality requirement is satisfied whenever the investor's financial interests are "in-
extricably tied" to the efforts of the promoter. See, e.g., Merrill Lynch, Pierce, Fenner &
Smith, Inc. v. Goldman, 593 F.2d 129 (8th Cir.), cert. denied, 444 U.S. 838 (1979); Brodt v.
Bache & Co., 595 F.2d 459 (9th Cir. 1978); Moody v. Bache & Co., 570 F.2d 523 (5th Cir.
1978); Hector v. Wiens, 533 F.2d 429 (9th Cir. 1976); SEC v. Continental Commodities
Corp., 497 F.2d 516 (5th Cir. 1974); SEC v. Koscot Interplanetary, Inc., 497 F.2d 473 (5th
Cir. 1974); SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476 (9th Cir.), cert. denied,
414 U.S. 821 (1973); Booth v. Peavy Co. Commodities Servs., 430 F.2d 132 (8th Cir. 1970);
Continental Marketing Corp. v. SEC, 387 F.2d 466 (10th Cir. 1967), cert. denied, 391 U.S.
905 (1968); Plunkett v. Francisco, 430 F. Supp. 235 (N.D. Ga. 1977); Jones v. International
Inventors Inc. E., 429 F. Supp. 119 (N.D. Ga. 1976); Securities Investor Protection Corp. v.
Associated Underwriters, Inc., 423 F. Supp. 168 (D. Utah 1975); Swank Fed. Credit Union v.
C.H. Wagner & Co., 405 F. Supp. 385 (D. Mass. 1975); SEC v. Brigadoon Scotch Distrib.,
388 F. Supp. 1288 (S.D.N.Y. 1975); SEC v. Lake Havasu Estates, 340 F. Supp. 1318 (D.
Minn. 1972); Berman v. Orimex Trading, Inc., 291 F. Supp. 701 (S.D.N.Y. 1968); Maheu v.
Reynolds & Co., 282 F. Supp. 423 (S.D.N.Y. 1967).

Despite this disagreement, it would appear from a review of the authorities that the
"common enterprise" element of the Howey test has not been a significant factor in deter-
mining whether a transaction constitutes an investment contract. A priority analysis of the
Howey criteria has been constructed by the courts. Whether or not a transaction meets the
Howey test will most often depend on the "expectation of profit" and "efforts of others"
elements and not on the issue of common enterprise. Accordingly, if a court determines that
insufficient efforts are to be performed by the investor who expects profits, confusion in the
law regarding the definition of "common enterprise" will not preclude the court from find-
ing that a security exists. If the investor is required to perform significant efforts, the court
will rarely, if ever, address the "common enterprise" issue.
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Supreme Court in Howey, regardless of the risks involved in the
contribution of capital, the securities acts are applicable only if the
investor expects a profit from his investment. Adopting a more ex-
pansive interpretation of the policy purposes of securities law, crit-
ics of this conservative aspect of the Howey approach contend that
the true objective of securities legislation is to protect those who
risk their capital in a venture, whether or not they anticipate a
material monetary return.

A. Emergence of the Doctrine

The California Supreme Court in 1961 became the first court
to articulate an alternative test for defining a security. In Silver
Hills Country Club v. Sobieski,55 promoters had purchased prop-
erty with a modest down payment, intending later to develop a
country club and operate it for a profit. Club memberships were
sold to finance the purchase and development of the property. Al-
though members were entitled to utilize club facilities, they re-
ceived no right to share in the income or assets of the enterprise.
Despite the absence of a Howey-type expectation of profit, the
court concluded that the memberships were securities within the
meaning of section 25008 of the California Corporate" Securities
Act."

The court concurred in the assertion of the California Corpo-
ration Commissioner that a membership in the proposed club con-
stituted a "beneficial interest in title to property" under section

55. 55 Cal. 2d 811, 361 P.2d 906, 13 Cal. Rptr. 186 (1961).
56. At the time of the hearing, the California act defined a security as:
(a) Any stock, including treasury stock; any certificate of interest or participation;
any certificate of interest in a profit sharing agreement; any certificate of interest
in an oil, gas, or mining title or lease; any transferable share, investment contract,
or beneficial interest in title to property, profits, or earnings.

(b) Any bond; any debenture; any collateral trust certificate; any note; any evi-
dence of indebtedness, Whether interest bearing or not.
(c) Any guarantee of a security.
(d) Any certificate of deposit for a security.

CAL. CORP. CODE § 25008 (West 1955), quoted in Silver Hills Country Club v. Sobieski, 55
Cal. 2d 811, -, 361 P.2d 906, 907, 13 Cal. Rptr. 186, 187 (1961). One commentator has
noted that California traditionally had the most "all-pervading and paternalistic system" of
state securities regulation. R. JENNINGS & H. MARSH, SEcuRrrIIs REGULATION 1263 (4th ed.
1977). For a general discussion of the former California statute see Jennings, The Role of
the States in Corporate Regulation and Investor Protection, 23 LAW & CONTEMP. PROB. 193
(1958).
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25008. 5
7 It is evident from the opinion, however, that the court's

holding was not restricted to an interpretation of that phrase.58

The Commissioner had also argued that the purchase of the mem-
berships was attended by the very risks the Corporate Securities
Act had been designed to minimize. Choosing to accentuate this
aspect of the case, the supreme court identified the central issue in
Silver Hills as whether the sale of the memberships came within
the remedial purpose of the act, which Justice Traynor described
as follows:

Since the act does not make profit to the supplier of capital the
test of what is a security, it seems . . . that its objective is to
afford those who risk their capital at least a fair chance of realiz-
ing their objectives in legitimate ventures whether or not they ex-
pect a return on their capital in one form or another.59

By emphasizing the regulatory purpose of the California act, the
court felt justified in easing the traditional requirement that in-
vestment contracts contain an element of pecuniary return. Signifi-
cantly, the court was aided in reaching this conclusion by the lan-
guage of the statute, which includes noninterest-bearing debt
instruments of nonprofit corporations within the definition of a
security. 0

57. This term is absent from the federal acts.
58. Any doubts that the risk capital test of Silver Hills encompassed an "investment

contract" have been dispelled by subsequent events. The California Corporation Securities
Law of 1968 eliminated the term "beneficial interest in title to property" in its definition of
security but retained "investment contract." CAL. CORP. CODE § 25019 (West 1977) (for-
merly § 25008). Cases decided by California courts since the new law was passed have held
that the test is applicable to investment contracts. See, e.g., Hamilton Jewelers v. Depart-
ment of Corps., 37 Cal. App. 3d 330, 335 n.4, 112 Cal. Rptr. 387, 390 n.4 (Ct. App. 1974);
People v. Witzerman, 29 Cal. App. 3d 169, 178, 105 Cal. Rptr. 284, 290 (Ct. App. 1972).

59. 55 Cal. 2d at -, 361 P.2d at 908-09, 13 Cal. Rptr. at 188-89.
60. The California court stated: "[T]he act extends even to transactions where capital

is placed without expectation of any material benefits. Thus from its exemption of securities
of certain nonprofit companies, the act specifically excepts 'notes, bonds, debentures, or
other evidence of indebtedness, whether interest-bearing or not.'" Id. at __, 361 P.2d at
908, 13 Cal. Rptr. at 188 (emphasis in original). As expressly provided in the statute, the
California Corporate Securities Code is inapplicable to the following classes of securities:

Any security (except evidences of indebtedness, whether interest bearing or not)
of an issuer (1) organized exclusively for educational, benevolent, fraternal, reli-
gious, charitable, social, or reformatory purposes and not for pecuniary profit, if
no part of the net earnings of the issuer inures to the benefit of any private share-
holder or individual ....

CAL. COR. CODE § 25100(j) (West Supp. 1980).
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In order to determine whether the sale of the memberships
was within the legislative contemplation of the California act, it
was necessary for the court to construe the statutory definition of a
security in a manner consistent with the articulated purpose of the
act. Prior case law had embraced the expectation of profits ratio-
nale in interpreting section 25008.61 Having reduced the signifi-
cance of the traditional rationale, the court relied on the concept of
"risk capital" in defining a security. This interpretation is substan-
tiated by the court's concluding statements and its determination
that the memberships were, in fact, securities:

Hence the act is as clearly applicable to the sale of promotional
memberships in the present case as it would be had the purchas-
ers expected their return in some such familiar form as dividends.
Properly so, for otherwise it could too easily be vitiated by inven-
tive substitutes for conventional means of raising risk capital."

"Risk capital" thus became the element necessary and common to
those items included within the definition of a security under Cali-
fornia law.

The court's analysis in Silver Hills represents a clear depar-
ture from the Howey formula with respect to the expectation-of-
profit prong of the test. The California court isolated the risks at-
tending the purchase of the memberships, determining that risk of
loss, not expectation of profit, is the principal economic character-
istic distinguishing a security from the universe of other transac-
tions. The requirement of risk as a necessary element of the Silver
Hills decision was made quite apparent in Hamilton Jewelers v.
Department of Corporations."

In Hamilton, California's Third District Court of Appeal re-
jected the contention of the Department of Corporations that an

61. See, e.g., People v. Syde, 37 Cal. 2d 765, __, 235 P.2d 601, 603 (1951); People v.
Davenport, 13 Cal. 2d 681, -, 91 P.2d 892, 894 (1939); Domestic & Foreign Petroleum Co.
v. Long, 4 Cal. 2d 547, -, 51 P.2d 73, 76 (1935); Oil Lease Serv., Inc. v. Stephenson, 162
Cal. App. 2d 100, -, 327 P.2d 628, 633 (Dist. Ct. App. 1958); People v. Jaques, 137 Cal.
App. 2d 823, -, 291 P.2d 124, 129-30 (Dist. Ct. App. 1955); People v. Hoshor, 92 Cal. App.
2d 250, -, 206 P.2d 882, 884 (Dist. Ct. App. 1949); Hollywood State Bank v. Wilde, 70 Cal.
App. 2d 103, -, 160 P.2d 846, 848-49 (Dist. Ct. App. 1945).

62. 55 Cal. 2d at -, 361 P.2d at 909, 13 Cal. Rptr. at 189 (emphasis added). The roots
of the risk capital concept may actually date back to Brownie Oil Co. v. Railroad Comm'n,
207 Wis. 88, 240 N.W. 827 (1932).

63. 37 Cal. App. 3d 330, 112 Cal. Rptr. 387 (Ct. App. 1974).
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advertisement offering certain unmounted diamonds, together with
a guarantee of return of the purchase price with interest at the
customer's election within three years of purchase, constituted an
offer of a security. The Hamilton court determined that it was
"bound by the 'risk capital' test enunciated in [Silver Hills].'

The appellate court accepted the trial court's finding of the fair
market value of the diamonds if sold without the full-refund-plus-
interest warranty. Because the value found by the trial court
equalled the purchase price of the gems, the court held that a cus-
tomer, "being fully secured," would have placed no "risk capital"
with the diamond merchant.6 5 The court, therefore, concluded that
the transaction would not come within the regulatory purpose of
the California act, even though the advertised interest might ulti-
mately be paid.e6

Yet, risk of loss alone is not determinative under the Silver
Hills approach; profit motive is still indicative of a security. Silver
Hills implicitly goes beyond Howey, however, to conclude that any
valuable benefit in the context of a capital offering, such as a mem-
bership in a country club, is sufficient to satisfy the profit induce-
ment characteristic of securities. Silver Hills thus stands for the
proposition that "risk capital" invested with the expectation of any
material benefit is sufficient to characterize a transaction as a se-
curity under California law. Because the court failed to define "risk
capital," however, the meaning of the term and its proper applica-
tion remain unsettled issues. Legal writers and jurists interpreting
Silver Hills have posed two possible definitions of risk capital
based on the language of the California court: (1) initial capital
and (2) high risk capital.

1. Initial Capital

The salient feature of securities sales is the public solicitation
of capital to be used in a business enterprise. In Silver Hills, capi-
tal was being solicited to finance a proposed country club. Since
the financing and establishment of a new business entity usually
involves a substantial degree of risk to investors, this solicitation
may have been the focus of the court's inquiry. Indeed, the court's

64. Id. at 335 n.4, 112 Cal. Rptr. at 390 n.4.
65. Id. at 336, 112 Cal. Rptr. at 390.
66. Id.
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characterization of the transaction in issue lends support to such
an interpretation: "Petitioners are soliciting risk capital with which
to develop a business for profit.""" Thus, the court may have in-
tended that risk capital would be present only in those situations
in which an investment or solicitation of initial, developmental
capital is contemplated. This "initial capital" analysis received
support in later decisions 8 and from subsequent interpretive opin-
ions of California's Attorney General69 and Commissioner of
Corporations."'

2. High Risk Capital

Under the second possible interpretation, risk capital would be
defined as an investment of capital in an unsubstantial or unsound
enterprise, whether or not an ongoing venture is involved. The con-
cept would therefore be limited to investments or solicitation of
"high risk" capital. A California appellate court summarized facts
from Silver Hills which would appear to support such an interpre-
tation: (1) The sale of the memberships was not underwritten; (2)
no assurances were made that funds were sufficient to construct
the facilities or discharge the obligation under the land-sales con-
tract; (3) the $400 down payment by the petitioners was not a sig-
nificant sum when compared to the amount required for the pro-
posed undertaking; and (4) the investor-members would suffer the
primary monetary loss in the event the venture failed.71 As lan-
guage in the opinion suggests, these factors may have prompted
the Silver Hills court to view the scheme as a "high risk" venture:

We have here nothing like the ordinary sale of a right to use ex-
isting facilities .... The purchaser's risk is not lessened merely
because the interest he purchases is labelled a membership. Only
because he risks his capital along with other purchasers can there

67. Silver Hills Country Club v. Sobieski, 55 Cal. 2d 811, _ 361 P.2d 906, 908, 13
Cal. Rptr. 186, 188 (1961) (emphasis added).

68. See, e.g., Wieboldt v. Metz, 355 F. Supp. 255, 259 (S.D.N.Y. 1973); State ex rel.
Healy v. Consumer Business Sys., Inc., 5 Or. App. 19, -, 482 P.2d 549, 554-56 (1971).

69. 49 Op. Att'y Gen. 124 (Cal. 1967), discussed in State ex rel. Healy v. Consumer
Business Sys., Inc., 5 Or. App. 19, -, 482 P.2d 549, 553 n.8 (1971).

70. Cal. Div. of Corp. Bull. No. 67-8 (July 14, 1967), quoted in State ex rel. Healy v.
Consumer Business Sys., Inc., 5 Or. App. 19, -, 482 P.2d 549, 554 n.10 (1971).

71. Clejan v. Reisman, 5 Cal. App. 2d 224, 233-34, 84 Cal. Rptr. 897, 902 (Ct. App.
1970).
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be any chance that the benefits of club membership will
materialize.

7
2

It can be inferred from the court's concern that the country club
facilities might not materialize that the risky nature of the invest-
ment would have been greatly diminished if the club had been sub-
stantially or completely constructed. Indeed, a 1970 federal district
court decision supported this "high risk" capital interpretation. 8

The court, in dictum, stated that the risk capital test applied only
to "highly speculative" or risky ventures. 4 Yet, the absence of a
definitive interpretation of risk capital by the Silver Hills court
precluded the development of a uniform approach in later securi-
ties cases.

B. The Aftermath of Silver Hills-Interpretations by
Commentators and Adoption in Other States

Perhaps because of a reluctance to discard the convenient
Howey formula for the indeterminate California approach, state
and federal courts exhibited little enthusiasm for adopting the risk
capital test during the decade following Silver Hills. Although the
doctrine was virtually ignored by courts during that period, 5 it did
receive support from a noted legal scholar. In 1967, Professor Ron-
ald J. Coffey subjected the doctrine to a lengthy, detailed, and
favorable analysis.76 Professor Coffey argued that a security is a
"transaction whose characteristics distinguish it from the general-
ity of transactions so as to create a need for the special fraud pro-
cedures, protections, and remedies provided by the securities
laws. ''

1
7 The need for special protection, he observed, is most likely

to be present when the investor's contribution is at risk. According

72. Silver Hills Country Club v. Sobieski, 55 Cal. 2d 811, -, 361 P.2d 906, 908, 13
Cal. Rptr. 186, 188 (1961).

73. Mr. Steak, Inc. v. River City Steak, Inc., 324 F. Supp. 640 (D. Colo. 1970).
Whatever vitality the risk capital test may have had at one time in the Tenth Circuit was
apparently eliminated by the appellate court in Crowley v. Montgomery Ward & Co., 570
F.2d 877 (10th Cir. 1978). The court stated, "We are bound by the Howey test. ... Id. at
880.

74. Mr. Steak, Inc. v. River City Steak, Inc., 324 F. Supp. 340, 347 (D. Colo. 1970).
75. But see SEC v. Latta, 250 F.2d 162 (9th Cir. 1960), cert. denied, 366 U.S. 919

(1961). See notes 106-08 infra, and accompanying text.
76. Coffey, The Economic Realities of a "Security": Is There a More Meaningful

Formula?, 18 W. REs. L. REv. 367 (1967).
77. Id. at 373.
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to his thesis, this "risk capital" analysis-phrased by him as "risk
to initial value"-was the true basis for sustaining results in cases
decided prior to Silver Hills. In his view, Joiner could be more
effectively explained under a risk capital analysis than under the
expectation of profit rationale expressed in Howey.78 Indeed, as
Coffey indicated, the approach would afford the benefits that
might be expected from a broad application of the securities laws.

Professor Coffey developed an elaborate security definition in-
corporating the risk capital theory. The analytical method which
he proposed gave expression to the interpretation implicit in Silver
Hills. Coffey's proposal thus required not only a demonstration of
risk to initial value 7 9 but also a showing that the offeror induced
investment through assurances giving rise to a reasonable expecta-
tion that the offeree would receive some valuable benefit.80 This
benefit, according to Coffey, must accrue in excess of the offeree's
initial contribution and must be a result of the operation of an
enterprise over which the offeree exercises no control.

Ten years after Silver Hills, the appellate courts of Oregon
and Hawaii examined the risk capital approach. In State ex rel.
Healy v. Consumer Business System, Inc.,81 the Oregon Court of
Appeals declared a franchise arrangement to be an investment
contract under that state's securities act. The trial court had de-
cided that the transaction in question was not a sale of a security,
reasoning that since the franchisee would have to recruit managers
and representatives to sell memberships in the franchise to the
public, the franchisee's profit would not result "solely" from the
efforts of others as required under Howey. In reversing the lower
court's decision, the court of appeals relied on Silver Hills and
adopted a risk capital analysis.82 The court explained that "if a
substantial proportion of the initial capital which a franchisor uses
to initiate its operations is being provided by the franchisees, then
the franchisor must register his enterprie under the Oregon Secur-

78. Id. at 381-82.
79. Id. at 381-96.
80. Id. at 398-403.
81. 5 Or. App. 19, 482 P.2d 549 (1971).
82. Recent decisions of the Oregon Supreme Court, although ultimately based on

Howey, have made it clear that the risk capital test is firmly entrenched in Oregon jurispru-
dence. Pratt v. Kross, 276 Or. 483, -, 555 P.2d 765, 769 (1976); Marshall v. Harris, 276 Or.
447, __, 555 P.2d 756, 759 (1976).
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ities Act."8 3 Although this language appears to have limited the ap-
plication of the risk capital test to investments of initial or devel-
opmental capital, the Oregon court recognized in a footnote to the
opinion that some commentators recommended applying the test
to ongoing businesses in certain situations.84 The Healy court,
however, did not appraise the propriety of extending its risk capi-
tal analysis beyond initial investments.

Shortly after the Healy decision, Hawaii also adopted a risk
capital approach. State v. Hawaii Market Center, Inc.85 involved a
pyramid promotion scheme that offered participation in a retailing
enterprise. Both parties to the action urged the court to apply the
Howey formula to the facts. The defendant argued that because
the purchasers of the plan were forced to recruit new members in
order to earn income, the profits did not flow solely from the ef-
forts of others. The State promoted a more liberal interpretation of
the word "solely," contending that the efforts expected of the pur-
chasers were minimal and, as a practical matter, the purchasers
were dependent upon the defendant's management for a sufficient
return on their investments.

The Hawaii Supreme Court agreed with the State's position,
rejecting literal adherence to the Howey test. The court reasoned
that a strict application of Howey was too mechanical and reflected
a narrow concept of investor participation.8 According to the
court, the state securities act required that protection be given in-
vestors even in situations in which they participate to a limited
degree in the operation of the business.8 7 The Hawaii court effec-
tively combined the risk capital approach and a modified version
of the Howey test to delineate a four-component formula to govern
the determination of whether a security exists. Relying on Silver
Hills, the court adopted, with modifications, the test for an invest-
ment contract proposed by Professor Coffey: (1) An offeree fur-
nishes initial value to an offeror; (2) a portion of this initial value
is subjected to the risks of the enterprise; (3) the furnishing of the

83. 5 Or. App. at -, 482 P.2d at 553-54 (emphasis added) (citing with approval 49
Op. Att'y Gen. 124 (Cal. 1967)).

84. 5 Or. App. at -, 482 P.2d at 554-55 n.10. The court of appeals subsequently
expressly limited the term to initial capital in Jet Set Travel Club v. Corporation Comm'r,
21 Or. App. 362, 535 P.2d 109 (1975).

85. 52 Hawaii 642, 485 P.2d 105 (1971).
86. Id. at -, 485 P.2d at 108-09.
87. Id. at -, 485 P.2d at 108.
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initial value is induced by the offeror's promises and representa-
tions which give rise to a reasonable understanding that a valuable
benefit of some kind, above the initial value, will accrue to the of-
feree as a result of the operation of the enterprise; and (4) the of-
feree does not receive the right to exercise practical and actual
control over managerial decisions of the enterprise. 88 This formula,
the court concluded, would "protect the public from the novel as
well as the conventional forms of financing enterprises." 9

Six months later, the Securities and Exchange Commission
adopted the Hawaii Market formulation of the risk capital test in
its release on multi-level distributorship and pyramid sales plans.
The SEC stated that the court's analysis of the investment con-
tract concept under Hawaii law was equally applicable to the fed-
eral securities acts.90 The conclusion of the court in Hawaii Mar-
ket, the Commission declared, was fully consistent with the
Supreme Court's remedial approach expressed in Howey and
Joiner.9'

Subsequently, an Idaho district court decision specifically ap-
proved the use of a risk capital test in situations in which invest-
ment is not for the initial capital of the offeror. In State ex rel.
Park v. Glenn Turner Enterprises, Inc.,9" the court held that the
"Dare To Be Great" pyramid franchise scheme devised by a Flor-
ida promoter involved investment contracts subject to registration
under the Idaho Blue Sky Law.9s The court stated initially that
Howey did not establish an exclusive test, citing with favor and
discussing at length the risk capital analysis applied in Silver
Hills, Healy, and Hawaii Market." The Idaho court concluded,
however, that the term "risk capital" should not be construed to
apply exclusively to capital invested in a newly formed enterprise,
but should also apply to attempts to raise capital for existing but
"unproven" entities.9 5 The court explained:

88. Id. at -, 485 P.2d at 109.
89. Id.
90. SEC Securities Act Release No. 5211, Exchange Act Release No. 9387, [1971-1972

Transfer Binder] FED. Sac. L. REP. (CCH) 1 78,446 (1971).
91. Id.
92. [1971-1978 Transfer Binder] BLUE SKY L. RaP. (CCH) 1 71,023 (Idaho Dist. Ct.

1972).
93. Id. 1 71,023, at 67,202-03.
94. Id. 71,023, at 67,201.
95. Id.
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The unwary and gullible investor can be fleeced much more read-
ily by the older more affluent company which has been long in
business. A money short small operation which is just attempting
to get started probably would have more difficulty in extracting
money from the naive. Accordingly, a test which is restricted to
the obtaining of initial capital only, is not a satisfactory test if
the objective of the Securities Act to protect the investing public
from unscrupulous promoters is to be served."

Under the promotional scheme involved, sales of franchises would
theoretically expand forever. In practice, of course, sales were lim-
ited by market saturation. Consequently, early investors were
likely to reap substantial profits at the expense of those who in-
vested nearer the "saturation point." Because such schemes had
never been shown to be successful except in their initial stages, the
activities of the promoting corporation were deemed within the
purview of the state securities act.9

In succeeding years, a number of other western states ap-
proved the risk capital approach. Nevada, at least by an interpre-
tive opinion of its attorney general, has adopted the test, limited to
initial capital.98 Addressing whether a proposed transaction would
constitute an investment contract under the Nevada securities act,
the opinion directed that "if the initial capital used by the pro-
moter for the success of his enterprise is provided by the investor,
the promotion is considered an investment contract."99

Alaska currently adheres to the risk capital theory, having
adopted the approach by statute in 1975. The statute provides, in
pertinent part, that a security exists when there is an "investment
of money or money's worth including goods furnished or services
performed in the risk capital of a venture with the expectation of
some benefit to the investor where the investor has no direct con-
trol over the investment or policy decision of the venture."100

Alaska's risk capital security definition was recently discussed in
In re Federal Resources Corp.,101 an administrative proceeding
before the Alaska Department of Commerce and Economic Devel-

96. Id. (emphasis in original).
97. Id. T 71,023, at 67,202.
98. 3 BLUE SKY L. REP. (CCH) T 71,460 (July 26, 1978).
99. Id.
100. ALASKA STAT. § 45.55.130(12) (1980).
101. 3 BLUE SKY L. Rm'. (CCH) T 71,476 (Nov. 8, 1978).
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opment. The hearing concerned a lottery program whereby inves-
tors agreed to pay the Federal Resources Corporation (FRC) 280%
of the regular filing fee in the hope of winning a lease of oil rights
in selected parcels of government land. The state securities com-
missioner contended that the lottery involved investment con-
tracts, which must be registered pursuant to Alaska law prior to
their offer or sale. Initially applying a Howey analysis, the hearing
officer agreed. Only after reaching his decision based on the Howey
criteria did the hearing officer address the applicability of the stat-
ute. In concluding that the lottery came within the purview of the
act, the hearing officer utilized an extremely expansive interpreta-
tion of risk capital:

As to the issue of "risk capital of the venture," one should note
that the investor is taking three risks . .. (1) that he will win a
lottery; (2) that once he wins a parcel, he will be able to sell it to
an oil company; and (3) if he cannot sell it to an oil company,
that FRC will be in a sound enough financial condition to return
his investment .... The investor is then relying on FRC to re-
duce his risk through their expertise at selecting proper parcels
and being able to return his investment under certain
circumstances.

10 2

Under this view, risk capital appears to include any risk involved
in the transaction. The hearing officer's broad application thus ex-
panded the concept considerably beyond the parameters set in
other decisions.

In 1979, the Washington Supreme Court held that the risk
capital test was not followed in that state.103 Reacting to the su-
preme court's decision, the Washington Legislature amended the
state securities statute to include a risk capital analysis.'" The
language utilized in the amendment is virtually identical to that in
the Alaska statute.10 5 Thus, Washington became the seventh state

102. Id. 71,476, at 68,559-60. See also State v. Vacation Internationale, Ltd., [1971-
1978 Transfer Binder] BLUE SKY L. REP. (CCH) 1 71,294 (Alaska Dep't of Com. & Econ.
Dev. May 26, 1976).

103. Sauve v. K.C., Inc., 91 Wash. 2d 698, 591 P.2d 1207 (1979). The court defined the
test as "requir[ing] only that risk capital be supplied with a reasonable expectation of a
valuable benefit but without the right to control the enterprise." Id. at -, 591 P.2d at 1209.

104. WASH. REv. CODE ANN. § 21.20.005(12) (West Supp. 1980).
105. The amended Washington statute provides in pertinent part: "'Security' means

any ... investment of money or other consideration in the risk capital of a venture with the
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in the Ninth Circuit region to adopt, to some extent, the approach
set forth in Silver Hills. As indicated by the discussion above, how-
ever, there is no uniformity among the states regarding the proper
application of the Silver Hills test.

V. DEVELOPMENTS IN THE NINTH CIRCUIT

A. The "Managerial Efforts" Test

As early as 1965, in SEC v. Latta,'"e a Ninth Circuit district
court arguably applied a risk capital analysis. The facts of the case,
however, also fit within the framework of the Howey test. In an
effort to obtain financial support for her suit to defeat the Mark
Hopkins will, Estelle Latta sold "Contracts in Event of Recovery"
to members of the public. Each contract entitled the purchaser to
an undivided share in the Hopkins estate if the suit succeeded. Al-
though the purchasers were supplying initial capital for Latta's
crusade, they also were investing money in a common enterprise
with an expectation of pecuniary return to arise solely from the
efforts of Latta and her counsel. The court stated that the con-
tracts would remain "scraps of worthless paper"10 unless Latta
was successful. This language led Professor Coffey to conclude that
the court endorsed the risk capital test.108 In Latta, however, the
district court relied on Los Angeles Trust Deed & Mortgage Ex-
change v. SEC,109 a prior Ninth Circuit case that had looked to
Joiner and Howey for direction.

Federal courts in the Ninth Circuit region largely ignored the
risk capital approach for the next eight years, even while the state
courts in Oregon,110 Hawaii"' and Idaho112 were applying the anal-

expectation of some valuable benefit to the investor where the investor does not receive the
right to exercise practical and actual control over the managerial decisions of the venture

. Id.
106. 250 F. Supp. 170 (N.D. Cal. 1965), aff'd per curiam, 356 F.2d 103 (9th Cir.), cert.

denied, 384 U.S. 940 (1966).
107. Id. at 173.
108. Coffey, supra note 76, at 382.
109. 285 F.2d 162 (9th Cir. 1960), cert. denied, 366 U.S. 919 (1961). In Los Angeles,

the court held that the sales of second trust deeds on specific real estate were securities
under Howey and Joiner even though the purchaser had the choice of which trust deed to
purchase.

110. See notes 81-84 supra, and accompanying text.
111. See notes 85-89 supra, and accompanying text.
112. See notes 92-97 supra, and accompanying text.
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ysis enunciated in Silver Hills. Then in 1973, armed with its recent
release, 118 the SEC brought a multi-level sales plan before the Ore-
gon federal district court. In SEC v. Glenn W. Turner Enterprises,
Inc.,"4 the district court granted the SEC's motion to enjoin the
sale of various self-improvement courses by Dare To Be Great,
Inc., a subsidiary of Glenn W. Turner Enterprises. Various levels,
labeled "adventures," of the self-improvement courses were offered
for sale. The purchasers of the more expensive adventures re-
ceived, in addition to courses, the right to sell adventures to others.
To realize any profits, a purchaser was required to identify pros-
pects and persuade them to attend promotional meetings con-
ducted by company employees. If he failed to induce others to at-
tend the promotional meetings and eventually invest in the
scheme, the purchaser received nothing.

The district court, applying a risk capital analysis, had little
trouble in deciding that the defendants were selling "securities"
within the meaning of the federal securities laws.115 Although the
court did not elaborate on its version of the test, it stated that it
was following the "admirable efforts" of the states, citing Silver
Hills, Healy, and Hawaii Market.11 6 When the case reached the
Ninth Circuit, however, the court of appeals predicated its affirm-
ance on another ground. The court of appeals acknowledged the
basic premise that because Howey required the expectation of
profit to come "solely" from the efforts of others, any degree of
purchaser involvement or effort would preclude the existence of a
security. In view of the apparent inflexibility of the Howey test,
the court deemed it necessary to modify the "solely from the ef-
forts of others" prerequisite and promulgated a different approach.
Adopting part, but not all, of the court's analysis in Hawaii Mar-
ket, the Ninth Circuit stated:

We hold ... that the definition of securities should be a flex-
ible one, the word "solely" should not be read as a strict or literal
limitation on the definition of an investment contract, but rather
must be construed realistically ....

113. SEC Securities Act Release No. 5211, [1971-1972 Transfer Binder] FaD. Sac. L.
REP. (CCH) 78,446 (1971). See notes 90-91 supra, and accompanying text.

114. 348 F. Supp. 766 (D. Or. 1972), aff'd, 474 F.2d 476 (9th Cir.), cert. denied, 414
U.S. 821 (1973).

115. Id. at 774.
116. Id. at 773.
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•... [W]e adopt a more realistic test, whether the efforts
made by those other than the investor are the undeniably signifi-
cant ones, those essential managerial efforts which affect the fail-
ure or success of the enterprise."'

In testing the presence of a security, the Turner court apparently
focused on the quality of investor participation in the arrange-
ment. The court noted that while the Howey test could be evaded
by requiring the purchaser to "contribute a modicum of effort,"118

the challenged scheme should be no less of a security as a result of
that contribution. On this basis, the Ninth Circuit effectively mod-
ified the Howey test by holding that an investment of effort by a
purchaser would not preclude the finding of a security, provided
the purchaser does not contribute "essential managerial efforts."11'
To avoid any inference that it, like the district court, had relied on
a risk capital rationale, the court declared, "Our holding in that

117. SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.) (emphasis
added), cert. denied, 414 U.S. 821 (1973), affg 348 F. Supp. 766 (D. Or. 1972). Some prior
decisions had indeed applied the Howey test inflexibly. See, e.g., SEC v. Koscot Interplane-
tary, Inc., 365 F. Supp. 588 (N.D. Ga. 1973), rev'd, 497 F.2d 473 (5th Cir. 1974); Gallion v.
Alabama Mkt. Centers, Inc., 282 Ala. 679, 213 So. 2d 841 (1968). For a particularly strict
analysis, see Commonwealth ex rel. Pennsylvania Sec. Comm'n v. Consumers Research Con-
sultants, Inc., 414 Pa. 253, 199 A.2d 428 (1964).

After Howey, a number of other courts have rejected a rigid application of the test. See,
e.g., McCown v. Heidler, 527 F.2d 204, 211 (10th Cir. 1975); 1050 Tenants Corp. v. Jakob-
son, 503 F.2d 1375, 1378 n.5 (2d Cir. 1974); SEC v. Koscot Interplanetary, Inc., 497 F.2d
473, 483 (5th Cir. 1974); Lino v. City Investing Co., 487 F.2d 689 (3d Cir. 1973); SEC v.
Galaxy Foods, Inc., 417 F. Supp. 1225 (E.D.N.Y. 1976); Jenson v. Continental Financial
Corp., 404 F. Supp. 792 (D. Minn. 1975).

It is important to note that the district court in Turner indicated that the contracts
were securities under any of the following three definitional phrases: (1) certificate of inter-
est or participation in any profit sharing agreement, (2) investment contract, and (3) in
general, any interest or instrument commonly known as a security. 348 F. Supp. at 772-73.
The Ninth Circuit, however, affirmed only the conclusion that the contracts were "invest-
ment contracts." 474 F.2d at 480.

118. SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.), cert.
denied, 414 U.S. 821 (1973).

119. Id. The SEC made a similar statement in SEC Securities Act Release No. 5211,
Exchange Act Release No. 9387, [1971-1972 Transfer Binder) FaD. SEc. L. REP. (CCH)

78,446 (1971):
It must be emphasized that the assignment of nominal or limited responsibilities
to the participant does not negative the existence of an investment contract;
where the duties assigned are so narrowly circumscribed as to involve little real
choice of action or where the duties assigned would in any event have little direct
effect upon receipt by the participant of the benefits promised by the promoters, a
security may be found to exist.



TEXAS TECH LAW REVIEW

case represents no major attempt to redefine the essential nature
of a security. '12 0

B. El Khadem and the Risk Capital Test

The Ninth Circuit remained faithful to the Howey approach
until 1974. In that year, the court of appeals in El Khadem v. Eq-
uity Securities Corp.,1"' appeared to apply the risk capital ap-
proach to a case involving money borrowed for investment pur-
poses. Plaintiff Mary El Khadem borrowed $40,000 from
Nationwide Investment Corporation to purchase a portfolio of mu-
tual funds through the defendant-brokers. Under the terms of the
loan agreement, El Khadem was required (1) to execute a non-ne-
gotiable promissory note to Nationwide, which Nationwide had the
power to assign, (2) to pledge, as security for the note, the pur-
chased mutual funds plus cash and other collateral equal to 175%
of the loan, all of which collateral, up to the amount of plaintiff's
indebtedness, Nationwide had the power to re-hypothecate for its
own business purposes, and (3) to prepay five years' interest on the
loan.12' The idea behind the arrangement was that the apprecia-
tion in value of the mutual funds would ultimately be sufficient to
discharge the loan and return a profit to El Khadem.

Following a decline in the stock market, Nationwide required
El Khadem to deposit additional collateral in order to bring the
value of her hypothecations up to the 175% level. On the advice of
Nationwide and the defendants, El Khadem borrowed an addi-
tional $34,230. El Khadem's hypothecated collateral, which then
totaled $83,180, was converted into United States treasury bills
pursuant to the agreement.

Subsequently, the SEC brought an action charging Nationwide
with selling unregistered securities in violation of the 1933 Act,

120. SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 483 (9th Cir.), cert.
denied, 414 U.S. 821 (1973). The Ninth Circuit was well aware of the status of the risk
capital approach under Oregon law. In a companion case based on diversity jurisdiction, the
court of appeals affirmed the determination of the district court that a valid claim for rescis-
sion had been made. The court noted that the purchaser-investors had contributed suffi-
ciently to the development and promotion of the business so as to bring the case within the
ambit of Healy, "which adopted for Oregon the risk capital test of Silver Hills." Hurst v.
Dare To Be Great, Inc., 474 F.2d 483, 484 (9th Cir. 1973).

121. 494 F.2d 1224 (9th Cir.), cert. denied, 419 U.S. 900 (1974).
122. Id. at 1225-26. Prepaid interest amounted to $15,000 which, at the time, was

available for an immediate tax deduction.
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and with fraud in violation of section 10(b) of the 1934 Act."'

Shortly thereafter, Nationwide suffered financial reverses. The
company was placed in receivership, and its creditors foreclosed on
the collateral, including El Khadem's hypothecated treasury bills.
Seeking a solvent defendant, El Khadem brought suit in the south-
ern district of California against Equity Funding and the individ-
ual broker with whom she had dealt, alleging violations of the fed-
eral and state securities acts.""

The defendants moved to dismiss El Khadem's suit on the
sole basis that the loan arrangement did not constitute a security.
The district court denied the defendants' motion to dismiss, hold-
ing that El Khadem's allegations, if proven, were sufficient to char-
acterize the Nationwide scheme as an investment contract. On ap-
peal, the Ninth Circuit affirmed the determination of the district
court, stating that the principal guidance for its decision derived
from Howey. 1

2
5 The court of appeals purported to find the expec-

tation of profits element in first, the immediate tax deduction
available to El Khadem by virtue of her prepayment of interest
and second, in what it called "investment leverage" (the antici-
pated appreciation in market value of the mutual funds)."26 The
Ninth Circuit stated that the common enterprise requirement was
satisfied because the fortunes of El Khadem were interwoven with
and dependent upon Nationwide's financial success. 2

7

Despite the court's pronouncements, it is not abundantly clear
that the facts of El Khadem conformed to the elements of the
traditional Howey test. The immediate availability of a tax deduc-
tion resulting from the prepayment of interest would not appear to
be the kind of profit expectation contemplated in Howey.1' The
tax advantage did not result from Nationwide's operations; the de-
duction was available to any borrower who prepaid interest. More-
over, although El Khadem undoubtedly hoped to derive a profit
from the arrangement, the anticipated return was not dependent
upon the skill with which Nationwide managed her collateral.

123. Securities Exchange Act of 1934, § 10(b), 15 U.S.C. § 78j(b) (1976).
124. 494 F.2d at 1225-26.
125. Id. at 1228.
126. Id. at 1229.
127. Id.
128. The Supreme Court expressly rejected a similar "tax savings" argument in

United Hous. Foundation, Inc. v. Forman, 421 U.S. 837 (1975). See notes 158-59 infra, and
accompanying text.
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Rather, it would result, if at all, from the fate of the mutual funds,
securities duly registered with the SEC. The court appeared to ex-
pressly adopt the risk capital approach when it concluded that
"the Nationwide plan was an investment of risk capital. Ms. El
Khadem risked financial loss in order to gain certain financial ad-
vantages. Nationwide sought the use of Ms. El Khadem's capital,
in the form of credit and collateral, for its own business pur-
poses." I"9 Although this language suggests a risk capital analysis,
the Ninth Circuit discussed Howey as controlling and did not men-
tion Silver Hills, Healy, Hawaii Market, the SEC release, or Pro-
fessor Coffey's article.

Reactions by the federal courts in the Ninth Circuit immedi-
ately following El Khadem did not resolve the uncertainty created
by the case. In Bitter v. Hoby's International, Inc.,15 0 the court of
appeals affirmed a summary judgment in favor of the defendant-
franchisor, holding that the franchise arrangement involved did
not come within the definition of an investment contract.181 Hoby's
sold sandwich restaurant franchises. The company's capitalization
was minimal, and only three franchises were sold. The plaintiff,
Bitter, purchased the second franchise, but the restaurant never
opened. Suing for rescission and damages under the federal securi-
ties acts, Bitter argued that he retained no practical control over
his investment because the franchise agreement imposed strict
standards upon the operation of the restaurant, including stan-
dards relating to materials, merchandise, supplies, financial report-
ing, advertising, employee service, demeanor and appearance, and
hours of operation.18' The Ninth Circuit, however, held that de-
spite these contractual restrictions, the efforts of the plaintiff-fran-
chisee were sufficiently significant to satisfy the Turner test. 88 Al-
though conceding that the individual restaurant would be affected

129. 494 F.2d at 1229 (emphasis added).
130. 498 F.2d 183 (9th Cir. 1974).
131. Id. at 185-86.
132. Id. at 184.
133. Id. at 185. The court stated:
The contractual restrictions on the discretion of the franchisee were designed
merely to effectuate the purported benefits of standardization derived from partic-
ipation in a restaurant chain. They did not render the franchisee's efforts nominal.
In spite of regulation, each franchisee's active management was essential to the
success of the retail restaurant.

[Vol. 12:911938
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by the overall profits of the franchisor, the court of appeals charac-
terized the individual franchise as "an integral economic entity,
which could obtain a supply from sources other than the
franchisor, and its success was not dependent upon the success of
the franchise system."1 3 4

Bitter also argued for the application of the risk capital test,
contending that Hoby's was undercapitalized and relied on
franchise fees to provide its initial capital. The court rejected the
plaintiff's argument and declined to adopt the Silver Hills ap-
proach under the facts in issue. The court explained that "the
franchise here is a relatively independent economic entity i.
Such an individual franchise operator independently determines
his own success or failure and is not the passive investor intended
to be covered by the federal securities laws."180 The court did not
mention El Khadem.

The securities status of a franchise agreement was again in is-
sue in Anspach v. Bestline Products, Inc.' Seeking restitution
and damages under section 10(b) of the 1934 Act, the plaintiff
charged that the defendant made certain misrepresentations of
material facts in order to induce him to enter into two overlapping
franchise agreements, which licensed him to manufacture and sell
certain products originally developed and marketed by the defen-
dant. The defendant moved to dismiss the complaint, asserting
that the plaintiff did not purchase "securities" when he signed the
two agreements. The District Court for the Northern District of
California granted the defendant's motion to dismiss, but gave the
plaintiff leave to amend so as to set forth particular facts that
would conform to the Turner test." 7 At the plaintiff's urging, the
court discussed the Silver Hills approach. The court concluded,
however, that based upon the facts and the Bitter decision, Silver
Hills did not provide a different basis than Turner for determining
whether a security existed.13 8 El Khadem was not discussed.

In Safeway Portland Employees' Federal Credit Union v.
C.H. Wagner & Co.,139 the defendant broker-dealer sold the plain-

134. Id. (citations omitted).
135. Id. (citations omitted).
136. 382 F. Supp. 1083 (N.D. Cal. 1974).
137. Id. at 1086-91.
138. Id. at 1088-90.
139. 501 F.2d 1120 (9th Cir. 1974).
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tiff credit union certificates of deposit of a specific bank bearing
interest at the rate of 71/2 %, with additional interest of 5/8 % to be
paid by the defendant on the date the certificates matured. Subse-
quently, the issuing bank was placed in receivership. The plaintiff
brought an action against the defendant for the purchase price of
the certificates, asserting that the defendant sold unregistered se-
curities in violation of the 1933 Act. The District Court for the
District of Oregon entered judgment for the plaintiff and the de-
fendant appealed. On appeal, the Ninth Circuit determined that
the arrangement constituted an investment contract, largely on the
ground that the future payment of the /s % interest was depen-
dent upon the continued success and solvency of the defendant.140

The similarity of the facts in Safeway to the record in El Khadem
would seem to have merited discussion by the court of appeals.
Nevertheless, El Khadem was cited solely for the proposition that
the Securities Act is to be liberally construed.14 1

A franchise-distributorship arrangement was before the Ore-
gon district court in Stanley v. Commercial Courier Service, Inc.142

The plaintiff, an Oregon resident, had purchased a distributorship
that marketed a scheme to deliver advertising material and sample
merchandise from the defendant, a Washington corporation. Ap-
parently aware of the trend of decisions, the defendant prepared a
Master Distributorship Agreement that disclaimed responsibility
for the franchisee's success or failure.143 Additional terms con-
tained in the agreement, however, provided that the defendant was
obliged to (1) furnish instructions regarding the establishment of
delivery routes and the selection of qualified couriers and appro-
priate delivery procedures, (2) supply the franchisee with courier
bags and caps, (3) provide training programs for advertising and
organizing the distributorship route, and (4) advertise the business

140. Id. at 1123.
141. Id. at 1123 n.7.
142. 411 F. Supp. 818 (D. Or. 1975).
143. DISTRIBUTOR acknowledges that he is an independent contractor and will
operate the territory as his own business, under his own control and authority
. . . . Further DISTRIBUTOR acknowledges that he is independent and not de-
pendent upon the COMPANY for revenue, business nor services, nor does he look
to the COMPANY for return of any investment made in connection with this
MASTER DISTRIBUTORSHIP AGREEMENT, but acknowledges that such re-
turn, if any, will be directly dependent upon his own services, performances and
abilities.

Id. at 819.
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so as to "enhance" the successful operation of the distributor-
franchisee.144

The issue before the Stanley court was whether the arrange-
ment constituted a sale of a security under either federal or Oregon
law.1 45 As to federal law, the court recited the Howey test and dis-
cussed the Turner modifications. Despite the list of duties set
forth in the agreement, the court could not conclude that the de-
fendant's efforts were undeniably significant under the Turner
test. 1 4 Consequently, the arrangement was not deemed to be a se-
curity under federal law.

The court reached the opposite conclusion when it examined
the issue under Oregon law. Noting the dissatisfaction expressed
by courts and commentators with the apparent limitations of the
Howey test, the Stanley court examined the development of the
risk capital approach in Silver Hills, Hawaii Market, and Healy.147

The court determined that under the risk capital test, now a part
of Oregon law by virtue of Healy, the arrangement before it was a
security. '48 The emphasis in Healy on supplying the initial capital
of the enterprise was the determinative factor for the court. Com-
mercial Courier's financial records reflected substantial reliance
upon sales of distributorships for its initial capitalization.1 49

Thus, the Stanley court posed the issue squarely: the two
tests-Howey, as modified by Turner, and risk capital, as embod-
ied in Healy-are not synonymous. On the record, they would
yield different results. Ignoring El Khadem, the court deemed

144. Id.
145. Id. at 820. Jurisdiction rested on diversity as well as on a federal question.
146. Id. at 820-21. The district court ignored the lengthy discussion of the nature of an

investment contract by the court in the Anspach case. See notes 136-38 supra, and accom-
panying text.

147. Id. at 821-23.
148. Id. at 823.
149. The district court stated:

In [Healy], the risk capital test determined that a security existed because
the franchisor raised a substantial portion of his initial capitalization (the "risk
capital") through solicitation of franchise fees. . . . Even if the later success of
their enterprises was solely dependent upon the franchisees' own efforts, an in-
vestment contract was involved ....

Courier's financial records also reflect a substantial reliance upon sales of dis-
tributorships for its initial capitalization. These sales accounted for roughly three
quarters of its capital. Homer Brand admitted in his deposition that without this
source of capital, Courier could not have continued as a delivery service.
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Howey-Turner to be the appropriate test for interpreting the fed-
eral acts. The courts, through their reticence, had apparently laid
to rest the risk capital analysis implied in El Khadem.

VI. RECENT SUPREME COURT DECISIONS-THE Howey FORMULA

REFINED

Against this background, two recent Supreme Court decisions
addressing the issue of what constitutes an investment contract re-
affirmed the Court's reliance on the Howey standard. The Court,
in United Housing Foundation, Inc. v. Forman,150 refined the
Howey test so that a transaction comes within the definitional sec-
tions of the federal securities laws whenever investors are moti-
vated to offer their capital by a significant, realistic151 expectation
of substantial5 2 profits (capital appreciation or participation in
earnings) to be derived from the entrepreneurial or managerial
efforts of others."'3

The plaintiffs in Forman were residents of a low-cost housing
cooperative in New York City. The housing project was built be-
tween 1965 and 1971, primarily with funds procured under the
New York Private Housing Finance Law,"" known as the Mitchell-
Lama Act. Under the Act, the State of New York provided private
developers with long-term, low-interest loans and substantial tax
exemptions to encourage the construction of housing cooperatives
to be operated on a nonprofit basis. Defendant United Housing
Foundation, a nonprofit amalgam of labor unions and civic groups
formed to secure adequate housing for low and moderate income
persons, financed construction of the "Co-op City" project through
sales of "stock" in the cooperative. To acquire an apartment, a
prospective tenant was required to purchase stock in amounts
based upon the number of rooms desired. Severe restrictions were
placed on the stock. There was no possibility of capital apprecia-
tion on resale of the stock since a departing tenant was required to
tender the shares at their original selling price to the cooperative
or an approved prospective tenant. Moreover, the shares could not
be pledged or encumbered and would descend, along with the

150. 421 U.S. 837 (1975).
151. See note 171 infra, and accompanying text.
152. See note 173 infra, and accompanying text.
153. See note 174 infra, and accompanying text.
154. N.Y. Pav. Hous. FIN. LAW §§ 1-1008 (McKinney 1976 & Supp. 1980).

[Vol. 12:911



DEFINITION OF A "SECURITY"

apartment, only to a surviving spouse.
An "Information Bulletin" issued prior to construction of the

cooperative projected the average monthly rental cost at $23.02 per
room. 15 Inflationary pressures, however, forced actual construction
costs to soar substantially above initial estimates. Consequently,
the average monthly rental charge rose to $39.68 per room.'" Al-
leging misrepresentation through the Information Bulletin, tenants
filed a class action in federal court seeking "[$]30 million in dam-
ages, forced rental reductions, and other appropriate relief"1 1

under section 17(a) of the 1933 Act and section 10(b) of the 1934
Act. United Housing moved to dismiss for want of federal jurisdic-
tion, asserting that the shares were not "securities" within the defi-
nitional sections of the federal acts.

The district court granted the motion to dismiss based on "the
fundamental nonprofit nature of [the] transaction."" The Court
of Appeals for the Second Circuit reversed on two grounds. ' " Be-
cause the Information Bulletin denominated the shares as "stock,"
the Second Circuit first held that the federal acts, which explicitly
include "stock" in their definitional sections, were literally applica-
ble.160 The court reached the same result by alternatively conclud-
ing that the shares the tenants held were investment contracts as
identified by the profit test developed in Howey.11 The court of
appeals found an expectation of profits, sufficient to satisfy Howey,

155. 421 U.S. at 843.
156. Id. at 844.
157. Id.
158. Forman v. Community Servs., Inc., 366 F. Supp. 1117, 1128 (S.D.N.Y. 1973),

rev'd, 500 F.2d 1246 (2d Cir. 1974), rev'd sub nor. United Hous. Foundation, Inc. v. For-
man, 421 U.S. 837 (1975). However, Judge Pierce noted:

[I]f ever there was a group of people who need and deserve full and careful disclo-
sure in connection with proposals for the use of their funds, it is this type of
group. By law, they would not be eligible for occupancy in Co-op City unless their
financial resources were limited .... The cost of housing demands a good per-
centage of their incomes. Their savings are most likely to be minimal, and they
probably don't have lawyers or accountants to guide them. Further, they are peo-
ple likely to put a great deal of credence in statements made . . . by reputable
civic groups and labor unions, particularly when the proposal is stamped with the
imprimatur of the state.

Id. at 1125.
159. Forman v. Community Servs., Inc., 500 F.2d 1246 (2d Cir. 1974), rev'd sub nom.

United Hous. Foundation, Inc. v. Forman, 421 U.S. 837 (1975).
160. Id. at 1252.
161. Id. at 1252-53.
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from three sources: (1) rental deductions resulting from the income
produced by commercial facilities established in the cooperative
(professional offices, parking spaces, and community washing ma-
chines); (2) tax deductions available to the tenants under section
216 of the Internal Revenue Code;"' and (3) savings resulting from
the cooperative's low rental charge. 1 3

On appeal, the Supreme Court reversed, holding that the
shares were not securities within the securities acts. The Court re-
jected a literal reading of the statutes' inclusion of "stock," stating
that form should be disregarded in favor of substance and that the
emphasis in interpreting the acts should be on economic reality.1
However, the Court declared that the name given to an interest is
not wholly irrelevant. As a matter of evidence, the name an issuer
appends to the interest he seUs may be relevant to show that in-
vestors justifiably assume that the federal acts apply. In the pre-
sent case, however, "[c]ommon sense suggest[ed] that people who
intend to acquire only a residential apartment. . . for their per-
sonal use, are not likely to believe that in reality they are purchas-
ing investment securities simply because the transaction is evi-
denced by something called a share of stock. ''16

5 The Court also
held that a share in the cooperative was not an investment con-
tract since the principal element of the Howey test-expectation of
profit--was absent from the transaction. The Court undertook to
define profit as "capital appreciation" or a "participation in earn-
ings resulting from use of investors' funds."1" Two of the indicia of
profit used by the court of appeals were rejected summarily. The
tax benefits, in the Court's view, were nothing more than that
which would be available to any homeowner who paid interest on
his mortgage.1 67 The reduced rental charge, which the Court attrib-
uted to the state's mortgage loan, no more embodied the attributes

162. I.R.C. § 216 permitted the tenants to deduct their proportionate share of real
estate taxes paid by United Housing on the land and buildings, and for interest paid by the
foundation on its indebtedness under the contract of acquisition, construction and mainte-
nance. A tenant who utilized his apartment for business purposes could depreciate the por-
tion of the apartment used in his trade or business or for the production of income.

163. Forman v. Community Servs., Inc., 500 F.2d 1246, 1254 (2d Cir. 1974), rev'd sub
nom. United Hous. Foundation, Inc. v. Forman, 421 U.S. 837 (1975).

164. 421 U.S. at 848 (citing Tcherepnin v. Knight, 389 U.S. 332, 336 (1967)).
165. 421 U.S. at 851.

166. Id. at 852.
167. Id. at 855.
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of income or profits than did welfare benefits, food stamps, or
other government subsidies.158 The Court admitted that income
from the commercial leases was the kind of profit traditionally as-
sociated with a security investment. 1 However, it found such in-
come "far too speculative and insubstantial to bring the entire
transaction within the Securities Acts.'1 0

The Court's requirement and definition of "profits" in Forman
has the effect of clarifying and further limiting the already narrow
Howey profits test. The additional requirement that investors be
motivated to invest their capital by a significant, realistic expecta-
tion of profit excludes from the securities definition schemes that
attract consumers. Purchasers who buy an interest with the intent
to realize enjoyment through the use of the interest cannot, at the
same time, the Forman Court implied, maintain a significant, real-
istic expectation of realizing Howey-type profit in the investment.
This follows despite the fact that many interests will show capital
appreciation upon resale, regardless of use during ownership. 1

By describing the net income derived from leasing cooperative
space to commercial facilities as "too speculative and insubstantial
to bring the entire transaction within the Securities Acts, '17

2 the
Court intimated that only the expectation of substantial profits
will trigger inclusion of an interest in the Acts. This introduces a
threshold inquiry into the securities definition absent from prior
decisions. Despite the vagueness that the concept of "substantial
profits" introduces, it is in harmony with the Court's objective of
looking beyond form to economic reality. When the profit element
is such a minor inducement to potential purchasers as it was in the
Forman case, the Court will not impose the potentially burden-
some regulations of the securities acts.178

168. Id.
169. Id. at 856.
170. Id. Justice Brennan, joined by Justices Douglas and White, dissented in an opin-

ion supportive of the Second Circuit's reasoning. Id. at 860.
171. An apparent exception to this rule is the sale of interests in certain resort condo-

miniums and cooperatives. In Securities Act Release No. 5347, the SEC treated such inter-
ests as securities where the interests were offered and sold with the emphasis on the eco-
nomic benefits to be derived by purchasers from the managerial efforts of others through
participation in a rental pool arrangement. Securities Act Release No. 5347, [1972-1973
Transfer Binder] FED. Sac. L. REP. (CCH) 1 79,163 (1973).

172. 421 U.S. at 856.
173. The Forman Court's requirement of substantial profit would seem to undercut

the SEC's inclusion within the securities classification all resort condominium offerings
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In a further move, the Forman Court rewrote the Howey re-
quirement that profits arise "solely from the efforts of others." The
Court restated the Howey test as follows: "The touchstone is the
presence of an investment in a common venture premised on a rea-
sonable expectation of profits to be derived from the en-
trepreneurial or managerial efforts of others.' 1 74 This language in-
dicates that the Court has approved the Ninth Circuit's statement
in Turner that the efforts to be considered in determining whether
an investment contract exists are "those essential managerial ef-
forts which affect the failure or success of the enterprise.' ' 7 5 As a
result of this apparent change, "the efforts of others" element of
the classical Howey test becomes largely a factual question that
will require courts to determine the degree of management partici-
pation and control by investors in order to decide whether a par-
ticular transaction involves a security.

Following Forman, the Supreme Court in International
Brotherhood of Teamsters v. Daniel, 6 reviewed an employee's
interest in a compulsory, noncontributory, fixed-benefit pension
plan. The plaintiff had worked as an Illinois truck driver for more
than twenty years, with only an involuntary four-month break in
service. Throughout his employment, in accordance with a multi-
employer collective bargaining agreement, the plaintiff's employers
contributed to a pension plan trust fund. Contributions to the
fund were not measured by an employer's obligation to any indi-
vidual employee. Upon retirement, the plaintiff discovered that for
benefits to accrue under the plan, an employee was required to

which meet the tests in Securities Act Release No. 5347. Arguably, only those plans in which
the income a purchaser can receive from rental pooling is substantial qualify as securities.

174. 421 U.S. at 852 (emphasis added).
175. SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476 (9th Cir.), cert. denied,

414 U.S. 821 (1973). It should be noted that the Forman Court expressly declined to address
the proper meaning to be given the word "solely" as used in Howey because the factual
situation in Forman did not require it. Specifically, the Court said:

This test speaks in terms of "profits to come solely from the efforts of others."
Although the issue is not presented in this case, we note that the Court of Appeals
for the Ninth Circuit has held that "the word 'solely' should not be read as a strict
or literal limitation on the definition of an investment contract, but rather must
be construed realistically, so as to include within the definition those schemes
which involve in substance, if not form, securities." [citing Turner]. We express no
view, however, as to the holding of this case.

421 U.S. at 852 n.16 (citation omitted).
176. 439 U.S. 551 (1979).
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have worked continuously for twenty years. Because of the four-
month period of unemployment, the plaintiff failed to satisfy the
work requirement. Claiming violations of section 17(a) of the 1933
Act and section 10(b) of the 1934 Act, the plaintiff filed a class
action against the Teamsters for misrepresentation of the pension
plan. The central issue in the case was whether the pension plan
was a security.

The district court held that the plan was an investment con-
tract 7 and the Second Circuit affirmed.17' The Supreme Court,
reversing the decision below, held that the pension interest was not
a security because the plaintiff had not invested money or its
equivalent, and there was insufficient expectation of profit under
the investment contract test.17 ' The Court determined that the
plaintiff's labor was exchanged primarily for salary and could not
be allocated to constitute investment consideration.'8" Addition-
ally, the Daniel Court held that although the plaintiff might, in
some sense, expect profits from a pension plan, his participation in
any profit was insubstantial and speculative.1 81 The Daniel case
thus did not alter the Howey-Forman investment contract test. It
did, however, tighten the interpretation of "money or its
equivalent" to require the contribution of definable and tangible
consideration, which the Court indicated would include goods and
services."" Continuing to follow Forman, the Court demanded that
to find an investment contract, there must be a substantial expec-
tation of profit.

VII. DECISIONS IN THE NINTH CIRcuIT AFTER Forman-El
Khadem REvIVED

In Forman, any dissatisfied purchaser of a cooperative apart-
ment was entitled to recover his entire investment. Because no risk
of loss was assumed by the purchaser, the Court reasoned, "Even if
we were inclined to adopt. . . a 'risk capital' approach we would

177. Daniel v. International Bhd. of Teamsters, 410 F. Supp. 541 (N.D. l. 1976),
aff'd, 561 F.2d 1223 (7th Cir. 1977), rev'd, 439 U.S. 551 (1979).

178. Daniel v. International Bhd. of Teamsters, 561 F.2d 1223 (7th Cir. 1977), rev'd,
439 U.S. 551 (1979).

179. 439 U.S. at 562.
180. Id. at 560.
181. Id. at 562.
182. Id. at 560 n.12.
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not apply it in the present case."'18 In light of the Supreme Court's
failure to reject expressly the Silver Hills approach, the Ninth Cir-
cuit apparently reasoned that the risk capital test remains a viable
standard by which to determine the existence of a security. As a
result, recent Ninth Circuit decisions have revived the analysis im-
plied in El Khadem.

In a 1976 case, Great Western Bank & Trust v. Kotz,'" the
plaintiff bank made an unsecured loan in the form of a revolving
line of credit to Artko Company, of which defendant Kotz was a
controlling officer. The loan was evidenced by a promissory note,
together with an unsecured loan agreement that placed severe re-
strictions on Artko's operations and gave Great Western significant
control over the company's activities during the term of the loan.
Following the disclosure of some adverse financial information,
Great Western renegotiated the arrangement, securing itself with
certain of Artko's personal property and other assets. Shortly
thereafter, Artko filed a petition in bankruptcy. Thereupon Great
Western brought suit under section 10(b) of the 1934 Act, asserting
that the promissory note given by Artko was a security and alleg-
ing fraud in the transaction.

The district court, in granting defendant Kotz' motion to dis-
miss, held that the note was not a security within the meaning of
the federal securities laws. In affirming the decision of the district
court, the Ninth Circuit focused on the nature of the promissory
note. Under the federal acts, a promissory note by definition is a
"security," but certain kinds of notes are specifically exempted.1 85

The subject matter of many judicial opinions has been the deter-
mination of which kinds of promissory notes are securities (gener-
ally, those issued for investment purposes) and which kinds come
within the exemptions (generally, those issued for commercial pur-
poses). Evidently adopting that portion of the Hawaii Market
analysis that the Turner court had been reluctant to embrace, the
appellate court in Kotz declared that a determination of whether a

183. United Hous. Foundation, Inc. v. Forman, 421 U.S. 837, 857 n.24 (1975).
184. 532 F.2d 1252 (9th Cir. 1976).
185. Securities Act of 1933, § 2(1), 15 U.S.C. § 77b(1) (1976); Securities Exchange Act

of 1934, § 3(a)(10), 15 U.S.C. § 78c(a)(10) (1976). Short-term (less than 9-month maturity)
notes issued for working capital purposes and commonly known as "commercial paper" are
"exempted securities" under Securities Act of 1933, § 3(a)(3), 15 U.S.C. § 77c(a)(3) (1976),
and are not a "security" under Securities Exchange Act of 1934, § 3(a)(10), 15 U.S.C. §
78c(a)(10) (1976).
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transaction involves an "investment" in return for "securities"
within the meaning of the securities laws requires an analysis of
"the nature and degree of risk accompanying the transaction to
the party providing the funds .. . .The inquiry is whether the
funding party invested 'risk capital.' "186 The Ninth Circuit stated
that risk capital contributions must be distinguished from risky
loans; notes evidencing the former are securities, while those evi-
dencing the latter are not. 8' In the court's view, this distinction
was tantamount to the distinction between investment and com-
mercial notes made by other courts.188

The court of appeals set forth specific factors to be utilized in
making the distinction. 89 The list generally parallels the charac-
teristics examined by other courts-e.g., use of proceeds, collateral-
ization, term to maturity, and amount of the loan.190 In applying
the test, however, the court in Kotz employed each factor as a
measure of the riskiness (in the sense of risk of nonpayment as
opposed to market price fluctuation) of the note in question. Citing
Forman and El Khadem, the Ninth Circuit declared that the ulti-
mate inquiry in determining whether a promissory note serves in-
vestment or commercial purposes must be whether the sums ad-
vanced by the lender were contributions of risk capital subject to
the entrepreneurial or managerial efforts of the borrower.191 As dis-
cussed more fully below, it would appear that the appellate court is
investigating, on a case-by-case basis, the level of risk involved in

186. 532 F.2d at 1256-57 (emphasis added). In a footnote to the opinion, the Ninth
Circuit referred to the Supreme Court's reservation of judgment in Forman as to the appro-
priateness of the risk capital approach, but argued that the Court had used a similar analy-
sis in other cases. Id. at 1257 n.2. With regard to the putative distinction between initial and
high risk capital, the Ninth Circuit significantly has not been inclined to limit risk capital to
initial capital.

187. Id. at 1257.
188. Id. But see Exchange Nat'l Bank v. Touche Ross & Co., 544 F.2d 1126 (2d Cir.

1976) (rejecting the "commercial-investment" distinction).
189. The factors listed by the court were (1) the length of time before the maturity

date, (2) the extent of collateralization, (3) the form of the obligation, (4) the circumstances
of issuance, (5) the amount borrowed relative to the size of the borrower's business, and (6)
the contemplated use of the proceeds. 532 F.2d at 1257-58.

190. See C.N.S. Enterprises, Inc. v. G. & G. Enterprises, Inc., 508 F.2d 1354 (7th Cir.
1975); Zabriskie v. Lewis, 507 F.2d 546 (10th Cir. 1974); SEC v. Continental Commodities
Corp., 497 F.2d 516 (5th Cir. 1974); Lino v. City Investing Co., 487 F.2d 689 (3d Cir. 1973);
Movielab, Inc. v. Berkey Photo, Inc., 452 F.2d 662 (2d Cir. 1971); Rekant v. Dresser, 425
F.2d 872 (5th Cir. 1970).

191. 532 F.2d at 1257.
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each lending transaction to determine whether a need exists for
the "special protections" of the federal acts. The more sophisti-
cated the lender, and the more steps he has taken to protect him-
self from the risks of nonpayment, the less likely the Ninth Circuit
will require registration of the instruments involved. Because the
loan agreement in Kotz was carefully tailored to the bank's re-
quirements, placing extensive restrictions on Artko's use of the
loan proceeds and the conduct of its financial affairs, the loan was
not regarded as risk capital subject to Artko's "essential manage-
rial efforts," but was simply a commercial loan subject to the risks
normally attendant in such arrangements. 192

In 1977, the Ninth Circuit reaffirmed the approach employed
in Kotz. The court of appeals, in United California Bank v. THC
Financial Corp.,'93 examined whether a loan agreement and associ-
ated promissory notes were securities. Both Forman and Kotz, the
court stated, adopted an "economic realities" test as the method of
determining whether an investment is a security.'9 Writing for the
court, Judge Wright declared that "[t]he combination of 'economic
realities' standard plus the [Supreme] Court's emphasis on an ex-
pectation of profits from the entrepreneurial efforts of others are
encompassed in this circuit's 'risk capital' test.1 95 In making this
pronouncement, Judge Wright cited Kotz in the text and Silver
Hills, Healy, Hawaii Market, and Professor Coffey's article in a
footnote. 96 The ultimate question, the court went on, "is whether
the funding party 'contributed risk capital' subject to the 'en-
trepreneurial or managerial efforts' of [others].' The court re-
stated the factors listed in Kotz to determine the "ultimate ques-
tion" and concluded in light of these factors that the agreement
and notes were not securities under the federal securities laws.19 8

More recent Ninth Circuit decisions have continued to apply
the Kotz analysis. In United States v. Carman,'" the court of ap-
peals held that a vocational school sold securities when it sold Fed-
erally Insured Student Loan "packages" to various financial insti-

192. Id. at 1259-60.
193. 557 F.2d 1351 (9th Cir. 1977).
194. Id. at 1358.
195. Id. (emphasis added).
196. Id. at 1358 n.9.
197. Id. at 1358.
198. Id.
199. 577 F.2d 556 (9th Cir. 1978).
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tutions. Although the loans were guaranteed by the federal
government, the court found that the notes carried sufficient "risk"
related to the success of the school to render them securities. Each
package included a repurchase clause and a guarantee that the
school would cover any refund liability accruing from students who
had not completed their program of instruction.20 0 The substantial
risk of loss of the "passive" investors on the school's failure
prompted the Carman court to find the loan packages to be
securities.

The Ninth Circuit, in Amfac Mortgage Corp. v. Arizona Mall,
Inc.,20 1 held that a $22.5 million promissory note given to finance
construction of a shopping center was not a security. The appellate
court expressed that "[the securities laws were designed to pro-
vide for the disclosure of information to those who invested risk
capital and to protect them from fraud. ' 202 The court stated that
the approach developed in Kotz "encompasses the economic reali-
ties standard and the Howey test which have been utilized by the
Supreme Court in [Forman]."'03 Applying the Kotz analysis, the
court characterized the "ultimate question" as "whether Amfac
[the lender] contributed capital which was subject to the risk of
the entrepreneurial or managerial efforts of Arizona Mall [the bor-
rower]." 20 The court concluded that "[a] note given to a lender in
the course of a commercial financing transaction" is not a security,
because an insufficient relation exists between the risk of loss and
the borrower's managerial efforts.20 The court noted the short-
term nature of the instrument and Amfac's security interest in the
real estate as factors supporting its conclusion, adding that "Ari-
zona Mall could not and did not offer the promissory note or any
other promissory notes to anyone [other than Amfac], and so it
was not part of any type of public offering.'"2° Also significant to
the court's decision was Amfac's sophistication as a lender and its
continuing right to inspect the borrower's books.20

200. Id. at 563.
201. 583 F.2d 426 (9th Cir. 1978).
202. Id. at 432 (emphasis added).
203. Id. (footnote omitted).
204. Id. (emphasis added).
205. Id. at 434.
206. Id. at 433.
207. Id.
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United States v. Farris"" involved the interstate sale of real
estate mortgage notes and connected instruments. In 1966, Cochise
College Park acquired an interest in Arizona land, later subdivid-
ing the realty into lots for sale. Purchasers made down payments
and signed promissory notes secured by a mortgage on the lot for
the remainder of the purchase price. Cochise sold the notes and
mortgages to dealers who, in turn, sold them to the general public
through brokers and salesmen. In determining that the notes in-
volved were securities, the court found Amfac distinguishable. The
Farris court stated that, unlike the Amfac situation, there was a
large offering to many unsophisticated purchasers in the instant
case.20 9 Moreover, there was no right of access to Cochise's books
for anyone but those in a small inner circle of the company.210 The
court found Carman closer to the mark. Cochise, like the school in
Carman, had agreed to act as a collection service on the notes. In
addition, the company promised to distribute the principal in cash
at the noteholder's option in the event of the lot buyer's default.
The court, therefore, declared that "[1]ike the banks in Carman,
the noteholders have placed substantial trust in the management
skill and solvency of Cochise." 211 On that basis, the court deter-
mined that the notes constituted securities.

As expressed by the Amfac court, the Ninth Circuit views its
risk capital standard as a basis for analyzing the economic realities
of a given transaction within the framework of the Howey and For-
man decisions.2 12 The risk capital analysis utilized by the court of
appeals is confined to loans used to capitalize a business where the
lender risks os8.218 Recognizing that the distinction between in-
vestment and commercial transactions becomes less obvious in the
banking context, the Ninth Circuit revived El Khadem's risk capi-
tal analysis to aid its efforts to distinguish a "risky loan" from an
investment. The Ninth Circuit's approach is a response to the spe-
cial classification problems involved with promissory notes.

Under the Howey-Forman security definition, the essence of
investing is the expectation by the investor that he will realize

208. 614 F.2d 634 (9th Cir. 1979), cert. denied, 447 U.S. 926 (1980).
209. Id. at 641.
210. Id.
211. Id.
212. Amfac Mortgage Corp. v. Arizona Mall, Inc., 583 F.2d 426, 431 (9th Cir. 1978).
213. See Cordas v. Specialty Restaurants, Inc., 470 F. Supp. 780, 789 (D. Or. 1979).
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some return from the investee's utilization of his contribution.
Recognizing this basic requirement, there has been unanimous as-
sent that a note issued in connection with a sale of consumer goods
or services is not a security.21' "Profit" in the classic Howey sense
is usually present in any lending situation, wherein the lender an-
ticipates the receipt of interest on the loan. Yet, a lender who ac-
cepts a note in return for financing a consumer transaction does
not expect the borrower to earn the interest through his use of the
loan proceeds. The lender in such a situation is not relying on the
"efforts of others" to generate his expected return.

In other contexts, a satisfactory and predictable method of ap-
plying the commercial-investment analysis to determine the secur-
ity status of notes has not been developed. The Ninth Circuit cases
suggest one solution. Although the court of appeals has not ex-
plained the basis for its approach in detail, it appears that the test
is based upon the "efforts of others" prong of the Howey test. The
appellate court appears to be arguing that as the risk of nonpay-
ment of a note increases, the reliance by the lender on the efforts
of the borrower must also increase.21 5 Risk is thus utilized to mea-
sure the degree of reliance indicative of a security under the
Howey definition. The broad language used by the court of appeals
in these decisions, however, presents some uncertainty. It remains
to be seen whether in an appropriate case, with facts that do not
meet the Howey test, the Ninth Circuit will embrace the risk capi-
tal approach with the enthusiasm of the courts and legislatures of
seven states within its territory. The Ninth Circuit's approach and
the broader state analysis, however, are improper techniques for
interpreting the federal securities laws.

VIII. THE PROPRIETY OF A RISK CAPITAL ANALYSIS UNDER
FEDERAL LAW

The Howey-Forman investment contract definition should not
be viewed as a federal risk capital test. The Forman Court's defini-
tion of profit as capital appreciation or participation in earnings
constitutes a rejection of the broader benefit analysis characteristic

214. See Zabriskie v. Lewis, 507 F.2d 546 (10th Cir. 1974) (if a note is given in a
consumer purchase, it is not a security; if given in a business transaction, a commercial-
investment analysis must be applied).

215. See Great W. Bank & Trust v. Kotz, 532 F.2d 1252, 1259 (9th Cir. 1976).
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of the states' risk capital approach. Justice Traynor in Silver Hills
held that purchasers of the country club memberships were en-
titled to the protection of the securities laws "whether or not they
expect[ed] a return on their capital in one form or another. '21

1 The
Supreme Court of Hawaii adopted this reasoning when it required
for application of the state securities statute only that purchasers
have a reasonable expectation "that a valuable benefit of some
kind, over and above the initial value, will accrue. 2 17 In Forman,
the tenants advocated a similar "benefit" profit analysis, urging
the Court to accept as profit the savings of money that might oth-
erwise have gone for more expensive housing and higher taxes. The
Court rejected this argument, however, stating that such a finding
would be overly broad, in that a desire to obtain the greatest
amount at least cost "characterizes every form of commercial
dealing.

21 8

Yet, the risk capital approach does not stand for the proposi-
tion that an expectation of a "valuable benefit" alone is determina-
tive of the existence of a security. As highlighted by the Hamilton
decision, the risk capital test also requires risk of loss to the pro-
vider of capital21 The federal test after Forman, however, requires
a finding of profit expectation coupled with a reliance by the inves-
tor on the efforts of others, notwithstanding risk of loss. The anal-
ysis turns not on risk but on whether there is a profit expectation
from the efforts of others.

Although clearly not a prerequisite to the finding of a security
under the federal test, recent Ninth Circuit decisions suggest that
risk of loss of initial investment provides a useful tool in analyzing
the economic realities of a lending transaction to determine
whether the transaction is in the nature of an investment.2 20 When
profit motive is present in the classical Howey sense (i.e., expecta-
tion of receiving interest), a risk capital analysis is applied by the
court of appeals. Risk of loss is utilized by the court as a guide for
evaluating the final element of the Howey test. Under this view,

216. Silver Hills Country Club v. Sobieski, 55 Cal. 2d 811, -, 361 P.2d 906, 909, 13
Cal. Rptr. 186, 189 (1961). See notes 55-66 supra, and accompanying text.

217. State v. Hawaii Market Center, Inc., 52 Hawaii 642, -, 485 P.2d 105, 109 (1971).
See notes 85-89 supra, and accompanying text.

218. United Hous. Foundation, Inc. v. Forman, 421 U.S. 837, 858 (1975).
219. See notes 63-66 supra, and accompanying text.
220. See notes 212-15 supra, and accompanying text.
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the degree that the lender relied upon the borrower's use of the
funds to generate his anticipated return is deemed to increase as
the level of risk increases.

The Ninth Circuit's analysis is subject to criticism on a num-
ber of grounds. One of the principal weaknesses of the court of
appeals' approach is that the court offers no workable guidelines to
determine what level of risk will be sufficient to convert a note into
a security. Consequently, the test is impossible to apply in a pre-
dictable manner. The appellate court thus failed in its effort to
provide an effective, practical security analysis with regard to
notes. There are, however, even more fundamental objections to a
risk of loss analysis.

As is apparent from Professor Coffey's discussion, the risk
capital approach is essentially a "need for buyer and offeree pro-
tection" test. 21 Under this standard, a security exists if a need is
created for "the special fraud procedures, protections, and reme-
dies provided by the securities laws."""2 Further, the necessity for
such "special protection" is deemed to arise whenever the inves-
tor's contribution is in substantial jeopardy, taking into account
every aspect of the transaction in issue, not just the attributes of
the instruments involved. Application of this approach could gen-
erate anomalous results, such as causing the same instrument to be
designated a security in one instance, but not in another, according
to the particular facts of each transaction. For example, if an in-
strument were issued and sold in a transaction in which the pur-
chaser lacked information or expertise, and at a time when the is-
suing company was in an unstable financial condition, the
instrument would be especially eligible for characterization as a se-
curity under a "need for protection" analysis. Presumably, if the
instrument were later resold to an expert business analyst at a
time when the issuing company was financially sound, the instru-
ment would lose its standing as a security under the same test.
Neither common usage nor the syntax of the federal acts counte-
nances such a result.

Moreover, in defining a security under the federal provisions,
reliance on a risk capital analysis indicates a misunderstanding of
the conflicting policies of the state and federal securities acts. As

221. See generally Coffey, supra note 76.
222. Id. at 373. See notes 76-80 supra, and accompanying text.
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indicated above, the risk capital approach focuses upon an analysis
of the merits of the investment (i.e., the relative risks involved) to
determine whether investor protection is needed. Although merit
considerations are embodied within the policy of most state securi-
ties statutes, they play no role in the policy of the federal provi-
sions.22 This difference in approach is apparent in the Supreme
Court's decision in International Brotherhood of Teamsters v.
Daniel.224 It would be difficult to imagine interests creating a more
desperate need for "special protection" than those in Daniel,
which were subject to admittedly invidious vesting requirements.2 6

The importance of distinguishing between the policy purposes of
state and federal law is reinforced by recent Supreme Court
decisions refusing to extend the reach of federal securities fraud so
as to supplant state regulation with a federal common law of
corporations.2 6

IX. CONCLUSION

The principal purposes of the federal securities laws are to
prevent fraud and to compel full disclosure of information in se-
curities transactions. The Securities Act of 1933 and the Securities
Exchange Act of 1934 provide liberal remedies for fraud in securi-
ties sales. To invoke the statutory remedies, plaintiffs must first
establish that the subject of the suit is within the definition of a
"security" as formulated by Congress. The Securities Act and the

223. The majority of blue sky laws incorporate the notion that the inability of most
investors to analyze and comprehend available financial data requires that an independent
evaluation of the risk inherent in a proposed offering be made for them. See Mofsky, Re-
form of the Florida Securities Law, 2 FLA. ST. U.L. REv. 1 (1974). Accordingly, an appropri-
ate governmental entity typically is granted the authority to deny an application for regis-
tration, even though the facts regarding the offering and the issuer are fully disclosed. For a
brief discussion of the blue sky laws generally, see R. JENNINGS & H. MARSH, SECURITIES
REGULATION 1263-65 (4th ed. 1977). In contrast, the 1933 Act is essentially a "disclosure"
statute. The SEC has no authority to decide whether a particular security should be offered
to the public; it can only insist that the issuer make full disclosure of all material facts. See
1 L. Loss, supra note 8, at 178.

224. 439 U.S. 551 (1979).
225. Daniel v. International Bhd. of Teamsters, 561 F.2d 1223, 1228 (7th Cir. 1977),

rev'd, 439 U.S. 551 (1979).
226. See, e.g., Santa Fe Indus., Inc. v. Green, 430 U.S. 462 (1977). For a general discus-

sion of the restrictive trend in the Supreme Court, see Lowenfels, Recent Supreme Court
Decisions Under the Federal Securities Laws: The Pendulum Swings, 65 GEO. L.J. 891
(1977); Whitaker & Rotch, The Supreme Court and the Counterrevolution in Securities
Litigation, 30 ALA. L. REV. 335 (1979).
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Securities Exchange Act define the term by similar lists of possible
securities. Yet, neither the statutes nor their respective legislative
histories attempt to articulate the relevant economic criteria for
distinguishing "securities" from "non-securities." Accordingly, this
task devolved upon the courts.

To determine whether a security is involved in a particular
transaction, courts have relied on canons of statutory construction
and on policy-oriented analysis. Courts construe the statutes
broadly in light of their remedial purposes and disregard form for
substance in evaluating the alleged security's economic realities.
The courts have thus sought a flexible formula for identifying and
defining securities. Through the classical Howey approach, invest-
ments once thought to fall beyond the reach of the federal acts
have been absorbed into the securities classification.

Despite recent Supreme Court-imposed restrictions, the
Howey test remains the principal criterion for identification of se-
curities. An explicit variation from Howey, however, replaces the
"solely from the efforts of others" element with a less stringent
requirement. As the Ninth Circuit recognized in Turner, a qualita-
tive rather than a quantitative analysis of investor participation is
the key to substantively gauging the existence of a security.

Fulfilling the statutes' remedial purposes and keeping them
flexible enough to deal with new and imaginative forms of capital
acquisition are decisive issues in the courts' identification of securi-
ties. Some courts have found innovative means of satisfying certain
Howey elements when the perceived need to invoke the protection
of the securities provisions arises. Yet, any alternative proposals
for determining the presence of a security must be consistent with
underlying federal policy. Although the securities laws must be uti-
lized with flexibility to remedy the protean forms of investment
fraud, the word security must not be made "a judicial philoso-
pher's stone for the conjuration of federal cases. 2 27

Benny D. Campbell

227. Lincoln Nat'l Bank v. Lampe, 414 F. Supp. 1270, 1280 (N.D. Ill. 1976).

19811




