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Eighth Circuit rules cooperative equities held
by inactive members are not �securities�
In a long-awaited decision, the Eighth Circuit has ruled that certain equities known as �capital credits�
held by inactive members of Farmland Industries, Inc., North America�s largest farmer cooperative, as
the result of the conversion of the members� common stock in Farmland, the exchange of equity from
one entity to another, or as patronage refunds, are not �securities� within the meaning of the 1933
Securities Act and the 1934 Securities Exchange Act. Great Rivers Coop. of Southeastern Iowa v.
Farmland Industries, Inc., No. 98-2527, 98-2528, 1999 WL 1191459 (8th Cir. Dec. 16, 1999). The
issue resolved by this ruling was the subject of a presentation by the plaintiffs� counsel at the AALA
Twentieth Annual Meeting and Educational Symposium held in New Orleans last fall. See Frank A.
Taylor & Patrick A. Reinken, Are Financial Instruments Issued by Agricultural Cooperatives Securities?:
A Framework of Analysis, 1999 AALA Conference Materials at F-3-1. The action, which was brought
as a class action by two cooperatives and an individual farmer, also has been the subject of two earlier
Eighth Circuit decisions. Great Rivers Coop. of  Southeastern Iowa v. Farmland Industries, Inc., 59 F.3d
764 (8th Cir. 1995)(reversing a district court order that, among other requirements, barred Farmland
from communicating to potential class members anything that could reasonably be taken as an invitation
to opt out of the class); Great Rivers Coop. of Southeastern Iowa v. Farmland Industries, Inc., 120 F.3d
893 (8th Cir. 1997)(holding that an article in Farmland�s newsletter regarding a similar securities fraud
claim put the sole named class representative on �inquiry notice� of misrepresentations for statute of
limitations purposes). Farmland capital credits also were the subject of securities fraud litigation in
Colorado, where they were held to be a �security.� Consumers Gas & Oil, Inc. v. Farmland Industries,
Inc., 815 F. Supp. 1403, 1410 (D. Colo. 1992). See also Consumers Gas & Oil, Inc. v. Farmland
Industries, Inc., 840 F. Supp. 794 (D. Colo. 1993)(order approving settlement).

Farmland limits its membership to agricultural producers and associations of such producers who hold
a minimum of  $1,000 in par value of its common stock. For purposes of patronage refunds, it enters
into patronage agreements with its members and with nonmember patrons (associate members) who
qualify for membership in all respects except for holding the minimum equity investment.

Prior to 1980, Farmland had only two classes of member equity: common stock and associate member
common stock. In distributing its net earnings, Farmland first allocated a portion of its earnings to the
payment of dividends on outstanding preferred stock. Any amounts attributable to nonmember
patronage or nonpatronage transactions were set aside in a surplus account. The remaining sums were
distributed to its members and associate members in proportion to their respective patronage. At the
discretion of the board of directors, patronage refunds were made partially in cash and partially in
common stock or associate member common stock. Members received common stock; associate
members received associate member common stock.

San Joaquin Agricultural Law Review bibliography
The San Joaquin College of Law, Fresno, California, has published the San Joaquin Agricultural Law Review every
year since 1991.  The compiler of this Agricultural Bibliography indexed Volume 1 of the San Joaquin Agricultural
Law Review into the bibliography in the regular course of compiling it.  The compiler also added Volume 9 of the
Review into the bibliography in the regular course.  While adding Volume 9 to the bibliography, the compiler discovered
that he had unintentionally failed to index Volumes 2 through 8 of the San Joaquin Agricultural Law Review into the
bibliography.

Below please find the appropriate bibliographic information on Volumes 2 through 8 of the San Joaquin Agricultural
Law Review.  I apologize to the authors of the indexed scholarship and the readers of this bibliography for the oversight.
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In 1980, Farmland created a new type of non-
voting, non-interest-bearing equity known as �capi-
tal credits.� This class of equity was created to avoid
having to redeem in cash the common stock held
by entities that had ceased doing business on a
cooperative basis or had misrepresented to Farm-
land that they were cooperatives. The common
stock held by such entities could be converted to
capital credits, with the decision whether to redeem
these capital credits being vested in the discretion
of the board of directors. Farmland also amended
its articles of incorporation to give the board the
option of either redeeming or converting into
capital credits the common stock or associate
member common stock of any person or entity that
was no longer qualified to hold either category of
stock.

In 1982, Farmland issued the first capital credits,
known as Type 5 capital credits, to several dis-
solved or liquidated cooperatives in exchange for
their Farmland common stock. Holders of some of
the Type 5 capital credits later brought a securities
fraud class action against Farmland after Farmland
failed to redeem them. See Consumers Gas & Oil,
Inc. v. Farmland Industries, Inc., 815 F. Supp.
1403 (D. Colo. 1992). In 1983, capital credits
denominated as Type 4 capital credits were issued

to other local cooperatives. By agreement, these
credits were redeemable only upon the dissolution
of  Farmland.

In 1990, Farmland again amended its articles to
permit the transfer of capital credits with the consent
of the board. Farmland then issued a new series of
capital credits known as Type 12 capital credits.
The common stock of cooperatives or producers
who had ceased doing business with Farmland but
had not dissolved could be converted to Type 12
capital credits. Such a conversion was intended to
foreclose the possibility that members would be-
come inactive solely to have their common stock
redeemed and then be free to resume doing business
with Farmland.

Farmland also used Type 12 capital credits to
purchase the outstanding equity of its wholly
owned subsidiary, Foods. In 1991, the named
individual plaintiff in the litigation received Type
12 capital credits in exchange for his equity in
Foods. In making the exchange, he relied on certain
representations made by Farmland, including that
within one or two years he would be able to recoup
the equity represented by the capital credits either
through their redemption or their sale in a second-
ary market to be created by Farmland.

Also in 1991, the two named cooperative plain-
tiffs in the litigation, each of which had become
inactive in Farmland, received Type 12 capital
credits through the conversion of their common
stock into capital credits. Each cooperative had
received the common stock as patronage refunds in
the years in which they had actively patronized
Farmland. The capital credits received by one of
these cooperatives also included capital credits that
were exchanged for stock the cooperative held in
a cooperative whose assets had been acquired by
Farmland.

At the time that the named cooperative plaintiffs
received the capital credits, Farmland had regis-
tered them with the SEC in connection with its plan
to operate an information system that would assist
holders of Farmland equities to transfer them to
other eligible persons. In its submissions to the
SEC, Farmland stated that the redemption of
common stock and associate member common
stock would receive priority over the redemption
of capital credits.

During the years from 1991 through 1995, no
secondary market in capital credits developed, and
Farmland adopted various equity redemption plans.
The redemption of capital credits, however, re-
mained discretionary with the board, and their
redemption had a lower priority than the redemp-
tion of common stock and associate member com-
mon stock. Nonetheless, some capital credits were
redeemed.

In their multiple count action against Farmland,
the plaintiffs contended that Farmland never in-
tended to redeem their capital credits. They also
maintained that Farmland had an obligation to

redeem them when it was financially able to do so,
and cooperative principles obligated Farmland to
redeem the capital credits of inactive or dissolved
members.

The plaintiffs� securities fraud claim was pre-
mised on the contentions that the capital credits
were securities either under the �family resem-
blance� test set forth in Reves v. Ernst & Young,
494 U.S. 56, 61 (1990), or the investment contracts
test established in SEC v. W.J. Howey Co., 328
U.S. 293, 288-99 (1946). The Eighth Circuit
disagreed.

The meaning of the term �security� is discussed
in the In Depth article in this issue.  Summarizing
the court�s reasoning, the court observed that the
capital credits at issue were received by the mem-
bers of the plaintiff class as a result of the conversion
of their common stock in Farmland, the exchange
of equity from one entity to another, or as patronage
refunds. The capital credits, therefore, represented
equity in Farmland that was initially obtained as an
incident of membership in Farmland. They were
not offered for sale by Farmland to its members or
the general public. They were transferable only
with Farmland�s consent and had no secondary
market. They neither bore interest  nor appreciated,
nor could they be readily converted to cash. Their
only value resided in their future redemption by
Farmland, at its board�s discretion, at their face
amount. They did not, therefore, represent an
investment of money in the traditional sense; that
is, the investment of capital with the reasonable
expectation of a return on that investment. Instead,
the capital credits represented the equity remaining
in Farmland by persons who had earlier patronized
Farmland to gain the benefits of that patronage. In
economic substance the capital credits were not
securities but were �patronage refunds or equity
interests reflecting membership or former member-
ship in [Farmland] and/or commercial transac-
tions conducted with Farmland or an entity Farm-
land now owns.� Great River Coop. of Southeast-
ern Iowa v. Farmland, Inc., 1999 WL 1191459 at
*15.

The Eighth Circuit also rejected the plaintiffs�
breach of fiduciary duty claims essentially on the
grounds that the redemption of the capital credits
was discretionary with Farmland�s board of direc-
tors, and the plaintiffs had not presented sufficient
evidence of director self-interest, fraud, or abuse of
discretion to overcome the business judgment rule.
Finally, it rejected plaintiffs� claims of unjust en-
richment  essentially because to do otherwise
would amount to the court substituting its own
equity redemption plan for the plan adopted by
Farmland�s board and thereby �eviscerating the
discretion specifically placed with the board of
directors.� Id. at *20.

�Christopher R. Kelley, Assistant Professor
of Law, University of Arkansas, Of Counsel,

Vann Law Firm, Camilla, GA
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—  Drew L. Kershen, Professor of Law,The
University of Oklahoma,Norman, OK
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Christopher R. Kelley is Assistant Professor
of Law, University of Arkansas and is Of
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By Christopher R. Kelley

The recent decision in Great Rivers Coop. of
Southeastern Iowa v. Farmland Industries, Nos.
98-2527, 98-2528, 1999 WL 1191459 (8th Cir.
Dec. 16, 1999), presented the issue of whether
�capital credits� issued by Farmland were �secu-
rities� under the federal securities laws. The court�s
decision is discussed on page 1 of this issue of the
Agricultural Law Update. This article discusses the
federal securities law definition of a �security� in
the context of farmer cooperatives.

The Securities Act of 19331 and the Securities
Exchange Act of 19342 are the principal federal
securities laws. Broadly distinguished, the 1933
Act regulates the initial sale of securities, and the
1934 Act regulates the public trading of securities
on the national security exchanges and over-the-
counter trading. Both statutes share the general
purposes of requiring disclosure to investors of
material information concerning public offerings of
securities and preventing misrepresentation, de-
ceit, and other fraud in securities sales.

As discussed below, farmer cooperatives have
issued �securities,� though not all of cooperative�s
equity instruments are likely to be �securities.� The
issuance of a security has at least two consequences.
First, unless either the security or the transaction
through which it is issued is exempted from registra-
tion, the security must be registered before it is sold.3

Second, even if an exemption from registration
applies, the offer and sale of the security is subject to
the antifraud provisions of the Securities Act.4

Both Acts broadly define the term �security,�5

and both definitions are nearly identical.6 A �secu-
rity� under these definitions includes, �unless the
context otherwise requires,�7 a variety of instru-
ments or transactions. To name but a few, they
include any note, stock, bond, debenture, invest-
ment contract, and �any interest or instrument
commonly known as a �security.��8  The terms used
in the definition of a �security� are not defined,
however, so this task has been assumed by the
courts and the SEC.

In United Housing Foundation, Inc. v. Forman9

the United States Supreme Court rejected the
notion that any instrument called �stock� must be
considered a security simply because the Security
Act of 1933 defines �security� to include �any ...
stock.�10 Instead, the Court adhered to what it
characterized as �the basic principle that has guided
all of the Court�s decisions in this area.�11 Specifi-
cally, ��[i]n searching for the meaning and scope of
the word �security� in the Act[s], form should be
disregarded for substance and the emphasis should
be on economic reality.��12

At issue in Forman  was whether stock issued by
a  nonprofit housing cooperative was a �security�
within the meaning of the 1933 and 1934 Securities
Acts. The cooperative, the Riverbay Corporation,
operated a large housing project in New York City
known as Co-op City that had been built with state
subsidies under a program designed to promote the
availability of housing for persons with low in-
comes.13

To lease an apartment in Co-op City, a prospec-
tive tenant had to buy eighteen shares in Riverbay
for each room desired. The purpose of this require-
ment and the attributes of the stock were summa-
rized by the Court as follows:

The sole purpose of acquiring these shares is to
enable the purchaser to occupy an apartment in
Co-op City; in effect, their purchase is a recov-
erable deposit on an apartment. The shares are
explicitly tied to the apartment: they cannot be
transferred to a nontenant; nor can they be
pledged or encumbered; and they descend,
along with the apartment, only to a surviving
spouse. No voting rights attach to the shares as
such: participation in the affairs of the coopera-
tive appertains to the apartment, with the resi-
dents of each apartment being entitled to one
vote irrespective of the number of shares owned.
   Any tenant who wants to terminate his occu-
pancy, or who is forced to move out, must offer
his stock to Riverbay at its initial selling price of
$25 per share. In the extremely unlikely event
that Riverbay declines to repurchase the stock,
the tenant cannot sell it for more than the initial
purchase price plus a fraction of the portion of
the mortgage that he has paid off, and then only
to a prospective tenant satisfying the statutory
income eligibility requirements.14

As to the cooperative, Riverbay, the Court noted
its �nonprofit� nature, a point also made in infor-
mation distributed to prospective purchasers of the
stock. If the rental payments exceeded expenses,
the difference would be returned to the tenants as
a rebate. It would not be invested by the coopera-
tive for profit.15

The Court held that the stock was not a �secu-
rity� under the 1933 and 1934 Acts, even though
both statutes define a �security� to include �stock.�
It reached this conclusion by first noting the ab-
sence of any contention that the tenants had been,
or could be, misled into believing that federal
securities law governed the sale of the stock simply
because the stock was called �stock.� �Common
sense,� the Court observed, �suggests that people
who intend only a residential apartment in a state-
subsidized cooperative, for their personal use, are
not likely to believe that in reality they are purchas-
ing investment securities simply because the trans-
action is evidenced by something called a share of
stock.�16

The Court then proceeded to distinguish the
stock at issue from the ordinary concept of a
security. It noted that the stock lacked �the most
common feature of stock: the right to receive
�dividends contingent on an apportionment of
profits.��17 To that distinction, the Court added that
the shares of stock did not possess the other
characteristics traditionally associated with stock:
they are not negotiable; they cannot be pledged or
hypothecated; they confer no voting rights in
proportion to the number of shares owned; and
they cannot appreciate in value. In short, the
inducement to purchase was solely to acquire
subsidized  low-cost living space; it was not to invest
for profit.18

Having reached the conclusion that the stock, as
such, was not a security within the ordinary concept
of that term, the Court addressed the question of
whether the stock was an �investment contract�
within the meaning of the 1933 and 1934 Acts. It

prefaced its analysis by observing that, in its view,
there was �no distinction, for present purposes,
between an �investment contract� and an �instru-
ment commonly known as a �security��19 Drawing
upon its decision in SEC v. W.J. Howey Co.,20 the
Court stated that both are distinguished from other
commercial transactions by the basic test of
��whether the scheme involves an investment of
money in a common enterprise with profits to come
solely from the efforts of others.��21 This test,
according to the Court, �embodies the essential
attributes that run through all of the Court�s deci-
sions defining a security. The touchstone is the
presence of an investment in a common venture
premised on a reasonable expectation of profits to
be derived from the entrepreneurial or managerial
efforts of others.�22

The Court then observed that in the cases where
it had concluded that the instrument at issue was a
security, the investor �was �attracted solely by the
prospects of a return� on his investment.�23 It
contrasted this motivation for acquiring an instru-
ment with one where the motivation and the
instrument are linked to the right to use or consume
something: �[W]hen a purchaser is motivated by
a desire to use or consume the item purchased � �to
occupy the land or to develop it themselves,� as the
Howey  Court put it, ... � the securities laws do not
apply.�24

The Court concluded that the stock issued by
Riverbay was not an investment contract because
its acquisition was motivated by a desire for hous-
ing, not for a return on an investment.25 It also noted
that Riverbay operated on a nonprofit basis by
returning  any rental payments in excess of its costs
to the tenants as rebates. It did not invest that excess
for profit. Moreover, tenants could not sell their
stock at  a profit because it  had to be first offered
back to Riverbay at its purchase price.26

The Court bolstered its conclusion that the stock
was not an investment contract by �summarily�
disposing of �supposed sources of income or
profits� that had been relied on by the court
below.27 It disposed of the gain represented by
income tax deduction that stockholder-tenants
received for the portion of the monthly rental
charge applied to interest on the mortgage by stating
that �[w]e know of no basis in law for the view that
the payment of interest, with its consequent deduct-
ibility for tax purposes, constitutes income or
profits.�28 The Court added that even if they were
profits, �they would not be the type associated with
a security investment since they do not result from
the managerial efforts of others.�29 The Court also
found that the subsidized rent that was an incident
of tenancy in Co-op City was not profits. The
subsidies provided by the state, the Court noted,
neither could be liquidated into cash nor did they
result from the managerial efforts of others.30 In
addition, the Court disagreed with the lower court
that the possibility of profits from cooperative�s
leasing of commercial facilities, offices, and parking
areas and its operation of washing machines was
enough to make the stock an investment contract.
In the Court�s view, these �stores and services ...
were established not as a means of returning profits
to tenants, but for the purpose of making essential
services available for the residents of  this enormous
complex.�31

Conceding that the �purchasers in this housing
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cooperative sought to obtain a decent home at an
attractive price,� the Court found that this �type of
economic interest characterizes every form of
commercial dealing.�32 It added, in summation,
�[w]hat distinguishes a security transaction � and
what is absent here � is an investment where one
parts with his money in the hope of receiving profits
from the efforts of others, and not where he pur-
chases a commodity for personal consumption or
living quarters for personal use.�33

The Forman  Court�s reliance on its decision in
Howey  reflects that fact that much of the litigation
over the scope of the definition of a �security� has
involved the meaning of the term �investment
contract.� As a result, this term has become �a
paradigm of the Securities Act�s inclusiveness.�34

In Howey the respondents were two Florida
corporations under common control and manage-
ment. One corporation owned large tracts of citrus
trees. It produced fruit on about one-half of its land
and  offered the remaining land to the public
through land sales contracts. The sales were made
by warranty deed. The tracts sold were usually
narrow strips of land so that an acre consisted of a
row of forty-eight trees.35

Purchasers of these tracts were told that their
investment in their grove was not feasible without
a service contract. Most of the purchasers of these
holdings chose to have their citrus groves serviced
by the other corporate respondent, though they
were free to use other providers.36

The respondent�s service contracts were for ten-
year terms and granted the respondent a leasehold
interest conveying full possession of the tract. For
the service fee, plus the costs of labor and materials,
the respondent exercised complete control over the
production, harvesting, and marketing of the citrus.
The net sales receipts were returned to the respec-
tive tract owners after all of the fruit from the various
tracts had been pooled and sold in the respondents�
names.37

Most of those who purchased the tracts and a
service contract were neither Florida residents nor
knowledgeable about citrus production and mar-
keting. Based at least in part on respondents�
representations, they were attracted by the expec-
tation of substantial profits.38

The issue before the Court was whether the sales
contract, the warranty deed, and the service con-
tract together constituted an �investment contract�
as that term is used in the definition of �security�
in the Securities Act of 1933. 39 Holding that they
did, the Court disregarded the form of the transac-
tions in favor of their economic realities. It ruled
that �an investment contract for purposes of the
Securities Act means a contract, transaction or
scheme whereby a person invests his money in a
common enterprise and is led to expect profits
solely from the efforts of the promoter or a third
party, it being immaterial whether the shares in the
enterprise are evidenced by formal certificates or
by nominal interests in the physical assets em-
ployed in the enterprise.�40 This definition, accord-
ing to the Court, �embodies a flexible rather than
a static principle, one that is capable of adaptation
to meet the countless and variable schemes devised
by those who seek the use of the money of others
on the promise of profits.�41

In concluding that the series of transactions
before it collectively constituted an investment
contract, the Court noted that  the investors were
not knowledgeable about citrus production; they

did not intend to occupy the land or develop it
themselves; the size of the tracts sold was too small
to be economically cultivated and developed inde-
pendent of each other; and, therefore, a common
enterprise managed by the respondents or other
third parties was essential if the investors were to
realize their goal of a return on their investment.42

As to the instruments used, the Court found that the
land sales contracts and warranty deeds evidenced
the investors� respective shares in the enterprise and
�served as convenient method of determining the
investors� allocable shares of the profits.�43 The
resulting transfer of the land, according to the
Court, was �purely incidental.�44

Notwithstanding the Howey  Court�s definition
of  an investment contract as a scheme involving the
investment of money in a common enterprise with
profits coming solely from the efforts of others,
lower courts have found transactions to be invest-
ment contracts where the profit was not derived
solely from the efforts of others. For example, in
SEC v. Glenn W. Turner Enterprises, Co.45 the
Ninth Circuit held that certain arrangements sold
under a pyramid scheme were investment contracts
even though some of the profits came from the
efforts of purchasers of these plans to find additional
purchasers. It ruled that the term �solely� should
not serve to limit the definition of an investment
contract; otherwise, the federal securities laws
could be evaded by a scheme that required �the
buyer [to] contribute a modicum of effort� to the
success of the enterprise.46 The Ninth Circuit,
therefore, reframed the test for an investment
contract in this regard to require an inquiry into
�whether the efforts made by those other than the
investor are the undeniably significant ones, those
essential managerial efforts which affect the failure
or success of the enterprise.�47 This test was subse-
quently followed by the Fifth Circuit.48

Other than Forman, the only Court decision to
address an instrument issued by a cooperative is
Reves v. Ernst & Young.49 In Reves, a farmers�
cooperative with 23,000 members sold promis-
sory notes payable on demand by the holder. The
notes were sold to raise money to support the
cooperative�s general business operations. The
notes were uncollateralized and uninsured, but
they paid  a variable rate of interest that was adjusted
monthly to keep its rate higher than the rate paid by
local financial institutions. The notes were offered
to members and nonmembers. The cooperative
advertised that the notes were safe and secure and
that the cooperative �stood behind� them with its
$11 million in assets.50

After the cooperative filed for bankruptcy with
over 1,600 people holding notes with a total of $10
million, a class of holder of the notes filed suit
against the accounting firm that had audited the
cooperative�s financial statements alleging that it
had violated the antifraud provisions of the 1934
Act. The Court, therefore, was presented with the
issue of whether the notes were securities.51

While the definition of the term �security� in the
1934 Act includes �any note,� as does the same
definition in the 1933 Act, it excludes �any note...
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.�52 The same exclusion is found in
the 1933 Act, though it is not in the definition of the
term �security� but in separate exemptive sec-

tion.53

The Court began its analysis by opining that
�any  note,� as such, was not �obviously within the
class [of instruments] Congress intended to regulate
because they are by their nature investments.�54 It
distinguished a �note� from �stock� that bears the
traditional characteristics of stock in the sense that
the latter is the �quintessence of a security� while
�the same cannot be said of notes, which are used
in a variety of settings, not all of which involve
investments.�55 �Thus, the phrase �any note� should
not be interpreted to mean literally �any note,� but
must be understood against the backdrop of what
Congress was attempting to accomplish in enacting
the Securities Acts.�56

Having rejected a literal approach for determin-
ing whether a note is a security, the Court also
declined to follow lower court decisions that had
used either the �investment versus commercial� or
an �investment contract� analysis to make that
determination.57 Instead, the Court settled on the
�family resemblance� test.

The �family resemblance� test originated with
the Second Circuit�s decision in Exchange Nat.
Bank of Chicago v. Touche Ross & Co.58 In that
decision, the court crafted a list of notes that were
obviously not securities. Starting from the rebut-
table presumption that �any note� was a security,
an issuer could rebut that presumption by showing
that the note in question bore a ��strong family
resemblance�� to an item on the list or convincing
the court that a new item should be added to the
list.59

For its part, the Court agreed with the items on
the Second Circuit�s list,60 but it perceived the need
for standards for determining when an item should
be added. Therefore, under the Court�s reformula-
tion of the test, the �family resemblance� test begins
with rebuttable presumption that every note is a
security. From there it precedes to a consideration
of  four factors:

First we examine the transaction to assess the
motivations that would prompt a reasonable
seller and buyer to enter into it. If the seller�s
purpose is to raise money for the general use of
a business enterprise or to finance substantial
investments and the buyer is interested primarily
in the profit the note is expected to generate, the
instrument is likely to be a �security.� ... Second,
we examine the �plan of distribution� of the
instrument ... to determine whether it is an
instrument in which there is �common trading
for speculation or investment�.... Third, we
examine the reasonable expectations of the
investing public: The Court will consider instru-
ments to be �securities� on the basis of such
public expectations, even where an economic
analysis of the circumstances of the particular
transaction might suggest that the instruments are
not �securities� as used in that transaction....
Finally, we examine whether some factor such
as the existence of another regulatory scheme
significantly reduces the risk of the instrument,
thereby rendering application of the Securities
Acts unnecessary.61

The Court concluded its listing of these factors
with the following instruction:

A note is presumed to be a �security,� and that
presumption may be rebutted only by a showing
that  the note bears a strong resemblance (in terms
of the four factors we have identified) to one of
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the enumerated categories of instrument. If an
instrument is not sufficiently similar to an item
on the list, the decision whether another category
should be added is to be made by examining the
same factors.62

Applying the �family resemblance� test to the
notes at issue, the Court held that the notes were
�securities.� It concluded that they neither bore a
strong resemblance to any of the notes that were not
securities listed by the Second Circuit nor did an
examination of the four factors lead to the conclu-
sion they were not securities.

As to the first factor, the motivations of the buyers
and the seller, the notes were sold to raise capital for
the cooperative�s general business operations. They
were purchased by persons seeking a profit from
their interest rate, which was higher than the rate
offered by other local financial institutions. �From
both sides, then, the transaction is most naturally
conceived as an investment in a business enterprise
rather than as a purely commercial or consumer
transaction.�63

The Court also found that �plan of distribution�
for the notes satisfied the �requisite �common
trading� in the instrument.�64 Over an extended
period, the cooperative had offered the notes to its
23,000 members and to nonmembers, and more
than1,600 persons held the notes when the coop-
erative filed for bankruptcy.65

As to the �public�s reasonable perceptions,�
which constitutes the third factor, the Court noted
that it had �consistently identified the fundamental
essence of a �security� to be its character as an
�investment.��66 Here, the advertisements for the
notes called them ��investments,�� and, according
to the Court, �there were no countervailing factors
that would have led a reasonable person to question
this characterization.�67

Finally, the Court found �no risk-reducing
factor to suggest that these instruments are not in fact
securities.�68 The notes were uncollateralized and
uninsured and, the Court observed, they �would
escape regulation entirely if the [Securities] Acts
were held not to apply.�69

With respect to farmer cooperatives, Forman  is
generally regarded as supporting the proposition
that a farmer cooperative�s membership stock is not
a �security,� at least if the stock has the attributes
possessed by the housing cooperative stock at issue
in that decision. For example, in B. Rosenberg &
Sons, Inc. v. St. James Sugar Cooperative, Inc.70

the issue was whether a share of common stock in
a sugar cooperative was a security. Each member
of the cooperative was required to purchase one
share of common stock. The stock was not nego-
tiable, bore no dividends, and entitled its holder to
one vote in the affairs of the cooperative.71

The court held that the stock was not a security,
relying in part on Forman:

The stock certificate here denotes nothing more
than membership in the cooperative. It has none
of the characteristics associated with the concept
of a security. It is nonnegotiable, bears no
dividends, can only be owned by a member and
can only be transferred with approval of the
board of directors.72

The court also found that the stock was not an
�investment contract.� In that context, it ruled that
�[e]quity credits or patronage dividends are not
profits similar to income from ordinary stock
investments but are rebates or refunds to members
based solely on patronage and not on the amount
of money invested in the stock.�73 Moreover,

according to the court,
[i]t is readily apparent that local sugar cane
farmers purchasing shares of stock in the defen-
dant cooperative did not believe that they were
purchasing investment securities. The induce-
ment to purchase was membership in an associa-
tion that would provide the sugar cane farmer
with services he might not otherwise obtain[;]
that is, the assurance of a place to process and
market the fruits of his labor. The cooperative
member did not participate for the purpose of
obtaining profits from investment securities.74

The SEC has also followed Forman in its no-
action letters with respect to cooperatives gener-
ally. The no-action letter process allows counsel for
a company that is contemplating taking some
security-related action to request that no SEC
enforcement proceeding be brought against the
company if it proceeds with its contemplated
action. No-action letters are conditional, affirma-
tive responses by the SEC staff to such requests.
While a no-action letter does not bind the Commis-
sion with respect to future enforcement proceed-
ings, it essentially represents the SEC staff�s ap-
proval of the company�s contemplated action.75

SEC no-action letters have indicated that a
cooperative�s membership stock is not a security if
the stock is not freely transferable; no capital
appreciation can be realized on the stock�s redemp-
tion or sale; and the stock does not bear interest or
dividends.76 In addition to issuing no-action letters
with respect to membership stock with these at-
tributes, the SEC has issued no-action letters with
respect to other methods of raising capital from
members, including �annual dues payments, no-
interest debentures, refundable and non-refund-
able initiation fees, reserve contributions, and
various revolving fund equities.�77
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Uniform Commercial Code

General
Walter, A Case for Avoidance of Secret Farmer Liens:

The California Producer’s Lien, 4 San Joaquin Agric. L.
Rev. 37-50 (1994).
Water rights:  agriculturally related

Comment, The Bay-Delta Water Quality Control Plan
at Vernalis: A Part of the Solution to California’s Water
Wars?, 6 San Joaquin Agric. L. Rev.  95-116 (1996).

Conant, The Central Valley Project Improvement Act
Proposed Reforms, San Joaquin Agric. L. Rev. 27-44
(1996).

Noll, Searching for the Zone of Reasonableness
(Central Valley Project Improvement Act), San Joaquin
Agric. L. Rev. 59-76 (1998).

Smith, The Kesterson Effect: Reasonable Use of
Water and the Public Trust, San Joaquin Agric. L. Rev.
45-68 (1996).

Symposium:  Central Valley Project Improvement
Act, 3 San Joaquin Agric. L. Rev. 1-98 (1993).

· Noll, Analysis of Central Valley Project Improvement
Act – pp. 3-34
· Nelson, Waters of Change: The Central Valley Project
Improvement Act – pp. 35-46
· Dooley, The Water Reallocation Act of 1992: The
Central Valley Project Improvement Act – pp. 47-56
·  Boronkay & Quinn, The Central Valley Project
Improvement Act: An Urban Perspective — 57-64
· Reclamation Projects Authorization and Adjustment
Act of 1992 (Public Law No. 102-575, 1006 Stat. 4600)
– pp. 65-98
If you desire a copy of any article or further information,

please contact the Law School Library nearest your office.
The AALA website < http://www.aglaw-assn.org > has
a very extensive Agricultural Law Bibliography in the
Members Only sector of the website.  If you are looking
for agricultural law articles, please consult this biblio-
graphic resource on the AALA website.

—Drew L. Kershen, Professor of Law, The
University of Oklahoma,  Norman, OK

Cooperative stock/Cont. from page  6

San Joaquin/Cont. from page  3
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2000 Membership renewal notice

Membership dues for 2000 become due in January. Dues remain:
Regular membership - $75
Sustaining membership - $150

Please mail to: AALA University of Arkansas - School of Law, Fayetteville, AR 72701

Renewal notices have been mailed. We ask that you check and correct, as necessary, the information for the membership and web
directories and return it as soon as possible. Be sure to add your e-mail and web site and Bar admissions, if applicable. Information
will be used for a new hard copy membership directory and to update the web directory. If you joined in conjunction with this year�s
symposium, had your dues prorated for some other reason, or already sent in your 2000 dues, please note that on the information
sheet.

William P. Babione, University of Arkansas School of Law, Fayetteville, AR 72701. 501/575-7369; bbabione@comp.uark.edu
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