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Eighth Circuit rules cooperative equities held
by inactive members are not “securities”

Inalong-awaited decision, the Eighth Circuithasruled that certain equitiesknown as “capital credits”
held by inactive members of Farmland Industries, Inc., North America’slargest farmer cooperative, as
the result ofthe 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 Orleanslast fall. SeeFrank A.
Taylor & Patrick A. Reinken, Are Financial Instruments Issued by Agricultural Cooperatives Securities?:
A Framework of Analysis, 1999 AALA Conference Materialsat F-3-1. The action, which was brought
asaclassaction by two cooperatives and an individual farmer, also has been the subject of two earlier
Eighth Circuit decisions. Great Rivers Coop. of Southeastern lowa v. Farmland Industries, Inc., 59F.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
tooptoutofthe class); Great Rivers Coop. of Southeastern lowa v. Farmland Industries, Inc., 120F.3d
893 (8th Cir. 1997)(holding thatan 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, wherethey were heldtobea “security.” Consumers Gas & Oil, Inc. v. Farmland Industries,
Inc., 815 F. Supp. 1403, 1410 (D. Colo. 1992). See aiso Consumers Gas & O1il, 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
aminimum 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.

Priorto 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 ornonpatronage 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
membersreceived associate member common stock.

Continued on page 2

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
Reviewintothe bibliographyinthe regular course. While adding Volume 9tothe 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
LawReview. | apologize tothe 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 knownas “capi-
tal credits.” This class ofequity was created toavoid
having to redeem in cash the common stock held
by entities that had ceased doing business on a
cooperative basis orhad misrepresented to Farm-
land that they were cooperatives. The common
stock held by such entities could be converted to
capital credits, with the decision whethertoredeem
these capital credits being vested in the discretion
oftheboard 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 ofany person or entity that
wasno longer qualified to hold either category of
stock.

In 1982, Farmlandissued the first capital credits,
known as Type 5 capital credits, to several dis-
solved orliquidated cooperatives in exchange for
their Farmland commonstock. Holders of some of
the Type 5 capital credits laterbrought a securities
fraud classactionagainst Farmland after Farmland
failed toredeem 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
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to other local cooperatives. By agreement, these
credits were redeemable only upon the dissolution
of Farmland.

In 1990, Farmland again amended its articlesto
permitthetransferof capital credits with the consent
oftheboard. Farmland thenissued a new series of
capital credits known as Type 12 capital credits.
The common stock of cooperatives or producers
whohad 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 thenbe 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 plaintiffin thelitigation received Type
12 capital credits in exchange for his equity in
Foods. Inmakingthe exchange, herelied 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 theirredemption or their sale in a second-
ary market to be created by Farmland.

Alsoin 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 refundsin
the years in which they had actively patronized
Farmland. The capital credits received by one of
these cooperativesalsoincluded capital credits that
were exchanged for stock the cooperative held in
acooperative whose assets had been acquired by
Farmland.

Atthetimethatthenamed cooperative plaintiffs
received the capital credits, Farmland had regis-
tered them with the SEC in connection with its plan
to operate aninformation 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 marketin capital credits developed, and
Farmland adopted variousequity redemption plans.
The redemption of capital credits, however, re-
mained discretionary with the board, and their
redemption had alower priority than the redemp-
tion of common stock and associate member com-
monstock. Nonetheless, some capital credits were
redeemed.

Intheirmultiple countaction 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,
4941.S.56,61(1990), orthe investment contracts
test established in SEC v. W.J. Howey Co., 328
U.S. 293, 288-99 (1946). The Eighth Circuit
disagreed.

The meaning ofthe term “security” is discussed
inthe In Depth article in thisissue. Summarizing
the court’s reasoning, the court observed that the
capital credits atissue were received by the mem-
bers ofthe plaintiffclassasaresult of the conversion
oftheircommon stock in Farmland, the exchange
ofequity from one entity to another, oras patronage
refunds. The capital credits, therefore, represented
equity in Farmland that was initially obtained asan
incident of membership in Farmland. They were
notoffered 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 neitherbore interest norappreciated,
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 ofareturn onthatinvestment. Instead,
the capital credits represented the equity remaining
inFarmland by persons whohad 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 oran entity Farm-
landnow owns.” Great River Coop. of Southeast-
ernlowav. 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’sboard of direc-
tors, and the plaintiffs had not presented sufficient
evidence of director self-interest, fraud, orabuse of
discretionto overcome thebusinessjudgmentrule.
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 Proféssor
ofLaw, University of Arkansas, Of Counsel,
Vann Law Firm, Camilla, GA
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ments, 16 Agric. L. Update 4-7, 2 (Dec. 1999).
Animals — animal rights

Frasch, et al, State Animal Anti-cruelty Statutes: An
Overview, 5 Animal L. 69-80 (1999).

Larson, Rodeois Cruel Entertainment, 16 Pace Envtl. L.
Rev. 115-123 (1998).

Stanley, The Animal Welfare Act and USDA: Time For
an Overhaul, 16 Pace Envtl. L. Rev. 103-113 (1998).
Bankruptcy
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Comment. Should There Be Another Ewe? A Critical
Analysis of the European Union Cloning Legislation, 17
Dick. J. Intl L. 135-158 (1998).
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Employer Liability: Strict Liability, the Department of
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Food and drug law
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sumer Protection Needs in the Biotech Century, 83
Marg. L. Rev. 237-278 (1999).
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Forestry
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Preemption and Conflicts of Law, and Allowing Local
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(Canadian Connection v. New Prairie Township, 581
N.W.2d 391, Minn. Ct. App. 1998), 3 Great Plains Nat.
Res. J. 177-195 (1999).

Casenote, Right-to-farm Statute Runs a “Foul” With the
Fifth Amendment's Taking Clause. (Bormann v. Board
of Supervisors in and for Kossuth County, 584 N.W.2d
309, lowa 1998, cert. denied, 119 S. Ct. 1096, 1999), 7
Mo. Envtl. L. & Poly Rev. 28-40 (1999).

Will, The Land Conservation Act at the 32 Year Mark:
Enforcement, Reform, and Innovation, 9 San Joaquin
Agric. L. Rev. 1-36 (1999).

Livestock and Packers & Stockyards

Comment, Examining the Viability of Another Lord of
Yesterday: Open Range Laws and Livestock Dominance
in the Modern West, 5 Animal L. 147-175 (1999).
McEowen, Trespassing Livestock and Murder Convic-
tions: Could a Deficient Fence Lead to a Prison Term For
aLivestock Owner?, 16 Agric. L. Update 4-5 (Sept. 1999).
Marketing boards, marketing orders & marketing
quotas

Comment, The Effect of Glickman v. Wileman Brothers
& Elliott, Inc. on Nongeneric Commodities: A Narrow
Focus on a Broad Rule, 9 San Joaquin Agric. L. Rev.
95-116(1999).

Patents, trademarks & trade secrets

Note, Owning Genes: Disputes Involving DNA Sequence
Patents, 75 Chi.-Kent L. Rev. 231-257 (1999).
Pesticides
Feitshans, An Analysis of State Pesticide Drift Laws, 9
San Joaquin Agric. L. Rev. 37-94 (1999).
Public lands
Laitos & Carr, The Transformation of Public Lands, 26
Ecology L.Q. 140-242 (1999).
Rosenthal & Gillon, Don’t Fence Me In--Application of the
Unlawful Inclosures of Public Lands Act to Benefit
Wildlife, 5 Animal L. 1-20 (1999).
Rural development
Comment, Telemedicine: The Cure for Central California’s
Rural Health Care Crisis?, 9 San Joaquin Agric. L. Rev.
141-165(1999).
Taxation
Harris, Income Averaging for Farmers, 16 Agric. L.
Update 4-7 (Oct. 1999).
Note, Revenue Ruling 98-25: Deducting the Costs of
Dealing With Underground Storage Tanks asan Ordinary
and Necessary Business Expense, 3 Great Plains Nat.
Resources J. 196-206 (1999).
Torts
Note, Hog Farms and Nuisance Law in Parker v.
Barefoot: Has North CarolinaBecome aHog Heaven and
Waste Lagoon? (Parker v. Barefoot, 130 N.C. App. 18,
502 S.E.2d 42, disc. rev. denied, 349 N.C. 362, 1998.)
77 N.C. L. Rev. 2355-2376 (1999).
Trade regulation/Antitrust
Lauck, Toward an Agrarian Antitrust: a New Direction for
Agricultural Law, 75 N.D. L. Rev. 449-508 (1999).
Treatises on agricultural law
R McEowen &N. Harl, Principles of Agricultural Law pp.
667 (Agricultural Law Press, Abridged ed. 1999) (one
volume).
Uniform Commercial Code
Article Seven
Kershen, Article 7: Documents of Title--1998 Develop-
ments, 54 Bus. Law. 1911-1919 (1999).
Article Nine
Freyermuth, Rethinking Proceeds: The History, Misin-
terpretation and Revision of U.C.C. Section 9-306, 69
Tulane L. Rev. 645 (1995).
Rusch, Farm Financing under Revised Article 9, 73 Am.
Bankr. L.J. 211 (1999).
Water rights: agriculturally related
Aiken, Balancing Endangered Species Protection and
Irrigation Water Rights: the Platte River Cooperative
Agreement, 3 Great Plains Nat. Resources J. 119-158
(1999).
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 Agricul-
tural Law Bibliography in the Members Only sector
of the website. If you are looking for agricultural
law articles, please consult this bibliographic re-
source on the AALA website.

— Drew L. Kershen, Professor of Law,The

University of Oklahoma,Norman, OK
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Cooperative stock and the federal securities acts:

By Christopher R. Kelley

The recent decision in Great Rivers Coop. of
Southeastern lowa 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” underthe federal securities laws. The court’s
decision is discussed on page 1 of thisissue 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 1933! and the Securities
Exchange Act of 19342 are the principal federal
securities laws. Broadly distinguished, the 1933
Actregulates the initial sale of securities, and the
1934 Actregulates 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 notall of cooperative’s
equity instruments are likely tobe “securities.” The
issuance ofasecurity hasatleasttwo consequences.
First, unless either the security or the transaction
through whichitisissued is exempted from registra-
tion, the security mustbe registered beforeitissold.3
Second, even if an exemption from registration
applies, the offerand sale of the security is subject to
the antifraud provisions of the Securities Act.*

Both Actsbroadly define the term “security,”>
andboth definitions are nearly identical.® A “secu-
rity” under these definitions includes, “unless the
context otherwise requires,”” 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
commonlyknownasa ‘security.””® Thetermsused
in the definition of a “security” are not defined,
however, so this task has been assumed by the
courtsand the SEC.

In United Housing Foundation, Inc. v. Formar®
the United States Supreme Court rejected the
notion thatany instrument called “stock” mustbe
considered a security simply because the Security
Actof 1933 defines “security” to include “any ...
stock.”!? Instead, the Court adhered to what it
characterized as “thebasicprinciple thathas guided
all ofthe Court’s decisionsin thisarea.”!! Specifi-
cally, “‘[i]nsearching 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.’”!?

Atissuein Forman was whetherstock issued by
a nonprofithousing cooperative was a “security”
within the meaning ofthe 1933 and 1934 Securities
Acts. The cooperative, the Riverbay Corporation,
operated alarge housing projectin New Y ork City
known as Co-op City thathad been built with state
subsidies undera program designed to promote the
availability of housing for persons with low in-
comes.!?

Christopher R. Kelley 1s Assistant Professor
of Law, University of Arkansas and is Of
Counselto the Vann Law Firm, Camilla, GA.

Toleaseanapartmentin Co-op City, a prospec-
tivetenanthad tobuy eighteen sharesin Riverbay
foreachroom desired. The purpose of this require-
mentand the attributes of the stock were summa-
rized by the Court as follows:

The sole purpose of acquiring these sharesis to

enable the purchaserto occupy an apartmentin

Co-op City; in effect, their purchase is a recov-

erable depositonan apartment. The sharesare

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
voteirrespective ofthenumber of shares owned.

Any tenant who wants to terminate his occu-
pancy, or who is forced to move out, must offer
hisstock to Riverbay atits initial selling price of
$25 per share. In the extremely unlikely event
that Riverbay declines to repurchase the stock,
thetenant cannot sell it for more than the initial
purchase price plus a fraction of the portion of
the mortgage thathe has paid off, and then only
to a prospective tenant satisfying the statutory

income eligibility requirements. !4

Astothe cooperative, Riverbay, the Courtnoted
its “nonprofit” nature, a point also made in infor-
mation distributed to prospective purchasers of the
stock. Ifthe rental payments exceeded expenses,
the difference would be returned to the tenants as
arebate. It would not be invested by the coopera-
tive for profit."

The Court held that the stock was not a “secu-
rity” under the 1933 and 1934 Acts, even though
both statutes definea “security” toinclude “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
whointend only aresidential apartmentin a state-
subsidized cooperative, for their personal use, are
notlikely tobelieve thatin reality they are purchas-
inginvestment securities simply because the trans-
actionis 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.””'” Tothatdistinction, the Courtadded that
the shares of stock did not possess the other
characteristics traditionally associated with stock:
they arenotnegotiable; 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-costliving space; it was notto invest
for profit.'

Havingreached the conclusion that the stock, as
such, wasnotasecurity within the ordinary concept
ofthat term, the Court addressed the question of
whether the stock was an “investment contract”
within the meaning of the 1933 and 1934 Acts. It

defining a “security”

prefaceditsanalysisby observing that, inits view,
there was “no distinction, for present purposes,
between an ‘investment contract’ and an ‘instru-
mentcommonly knownasa ‘security’”’!” Drawing
uponitsdecisionin SECv. W.J. Howey Co.,*the
Court stated thatboth are distinguished from other
commercial transactions by the basic test of
“‘whether the scheme involves an investment of
money inacommon enterprise with profitsto come
solely from the efforts of others.”””?! 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 ormanagerial
efforts of others.”?

The Courtthen observed that inthe cases where
ithad concluded thatthe instrumentatissue wasa
security, the investor “was ‘attracted solely by the
prospects of a return’ on his investment.”? It
contrasted this motivation foracquiring aninstru-
ment with one where the motivation and the
instrument arelinked to theright to use or consume
something: “[W]hen a purchaseris motivated by
adesiretouse or consume the item purchased —‘to
occupy theland orto developitthemselves,’ asthe
Howey Courtputit, ...—the securities laws donot
apply.”?

The Court concluded that the stock issued by
Riverbay wasnotan investment contractbecause
itsacquisition was motivated by a desire forhous-
ing, notforareturn onaninvestment.” Italsonoted
that Riverbay operated on a nonprofit basis by
returning any rental payments in excess of its costs
tothetenantsasrebates. Itdid notinvest thatexcess
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.?

The Courtbolstered 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.?” It disposed of the gain represented by
income tax deduction that stockholder-tenants
received for the portion of the monthly rental
chargeapplied tointerestonthe mortgage by stating
that “[w]e know ofno basis inlaw for the view that
the payment of interest, with its consequent deduct-
ibility for tax purposes, constitutes income or
profits.”? The Courtadded thateven if they were
profits, “they would notbe the type associated with
asecurity investment since they do notresult from
the managerial efforts of others.”? The Court also
found thatthe 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 beliquidated into cash nor did they
result from the managerial efforts of others.>’ 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 notas a means of returning profits
to tenants, but for the purpose of making essential
servicesavailable forthe residents of thisenormous
complex.”3!

Concedingthatthe “purchasersin thishousing
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cooperative sought to obtain a decenthomeatan
attractive price,” the Court found that this “type of
economic interest characterizes every form of
commercial dealing.” 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 acommodity for personal consumption or
living quarters for personal use.”*

The Forman Court’sreliance onits decision in
Howey reflects that fact that much ofthelitigation
overthescope ofthe definition ofa “security” has
involved the meaning of the term “investment
contract.” As a result, this term has become “a
paradigm ofthe Securities Act’s inclusiveness.”*

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

Purchasers of these tracts were told that their
investment in their grove was not feasible without
aservice 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.3

The respondent’s service contracts were for ten-
yearterms and granted the respondent aleasehold
interest conveying full possession of the tract. For
theservice fee, plus the costs oflabor and materials,
therespondent exercised complete control overthe
production, harvesting, and marketing ofthe citrus.
Thenetsales receipts were returned to the respec-
tivetractownersafterall of the fruit from the various
tractshad been pooled and sold in therespondents’
names.%’

Most of those who purchased the tracts and a
service contract wereneither Floridaresidents 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.

Theissuebefore the Court was whetherthe sales
contract, the warranty deed, and the service con-
tracttogether constituted an “investment contract”
asthat termis used in the definition of “security”
inthe Securities Act of 1933. 3 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, itbeing immaterial whetherthe sharesin the
enterprise are evidenced by formal certificates or
by nominal interests in the physical assets em-
ployedinthe enterprise.”* This definition, accord-
ingto the Court, “embodies a flexible rather than
astatic principle, onethatis capable of adaptation
tomeetthe countless and variable schemes devised
by those who seek the use of the money of others
on the promise of profits.”*!

In concluding that the series of transactions
before it collectively constituted an investment
contract, the Court noted that the investors were
notknowledgeable about citrus production; they

did not intend to occupy the land or develop it
themselves; the size of the tracts sold was too small
tobe economically cultivated and developed inde-
pendent of each other; and, therefore, acommon
enterprise managed by the respondents or other
third parties was essential if the investors were to
realize their goal of a return on theirinvestment.*?
Astotheinstrumentsused, the Court found thatthe
land sales contracts and warranty deeds evidenced
theinvestors’ respective sharesinthe enterpriseand
“served as convenient method of determining the
investors’ allocable shares of the profits.”* The
resulting transfer of the land, according to the
Court, was “purely incidental.”*
Notwithstandingthe Howey Court’s definition
of aninvestment contractasaschemeinvolvingthe
investment of money ina 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
SECv. Glenn W. Turner Enterprises, Co.* the
Ninth Circuitheld that certain arrangements sold
undera pyramid scheme were investment contracts
even though some of the profits came from the
efforts of purchasers of these plansto 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.* 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
orsuccess of the enterprise.”’ This test was subse-
quently followed by the Fifth Circuit.*
Otherthan Forman, the only Court decision to
address an instrument issued by a cooperative is
Reves v. Ernst & Young® 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 variablerate of interest that was adjusted
monthlytokeepitsrate higherthan therate paid by
local financial institutions. The notes were offered
to members and nonmembers. The cooperative
advertised that the notes were safe and secure and
thatthe cooperative “stood behind” them with its
$11 million in assets.>
Afterthe cooperative filed for bankruptcy with
over 1,600 people holding notes with atotal 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.’!
While the definition of the term “security” inthe
1934 Act includes “any note,” as does the same
definitioninthe 1933 Act, itexcludes “any note...
which hasa maturity at the time ofissuance ofnot
exceeding nine months, exclusive of days of grace,
or any renewal thereof the maturity of which is
likewise limited.”>2 The same exclusion is found in
the 1933 Act, thoughitisnotin the definition of the
term “security” but in separate exemptive sec-

tion.*

The Court began its analysis by opining that
“any note,” assuch, wasnot “obviously within the
class [of instruments] Congress intended toregulate
because they are by their nature investments.”> It
distinguished a “note” from “stock” thatbears the
traditional characteristics of stock in the sense that
thelatteris 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.”* “Thus, the phrase ‘anynote’ should
notbe interpreted to mean literally ‘any note,’ but
mustbe understood against the backdrop of what
Congress wasattemptingtoaccomplishin enacting
the Securities Acts.”

Havingrejected aliteral approach for determin-
ing whether a note is a security, the Court also
declined to follow lower court decisions that had
used eitherthe “investment versus commercial” or
an “investment contract” analysis to make that
determination.’’ 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.*® 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,
anissuer 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.*

Foritspart, the Court agreed with the items on
the Second Circuit’slist,*butit perceived theneed
for standards for determining when anitem should
beadded. Therefore, underthe Court’s reformula-
tion ofthetest, the “family resemblance” testbegins
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
purposeisto raise money for the general use of

a business enterprise or to finance substantial

investmentsand thebuyerisinterested primarily

inthe profitthe note is expected to generate, the
instrumentislikelytobea “security.” ... Second,
we examine the “plan of distribution” of the
instrument ... to determine whether it is an
instrument in which thereis “common trading
for speculation or investment”.... Third, we
examine the reasonable expectations of the
investing public: The Court will considerinstru-
ments to be “securities” on the basis of such
public expectations, even where an economic
analysis of the circumstances of the particular
transaction mightsuggest thatthe instrumentsare
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

Actsunnecessary.’!

The Court concluded itslisting of these factors
with the following instruction:

Anoteispresumedtobea “security,” and that

presumption may be rebutted only by ashowing

that thenotebearsa strong resemblance (in terms
ofthe four factors we have identified) to one of

Continued on page 6
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the enumerated categories of instrument. Ifan

instrument is not sufficiently similarto anitem

onthelist, the decision whetheranother category
shouldbe addedistobe madeby examiningthe
same factors.®2

Applying the “family resemblance” test to the
notes at issue, the Court held that the notes were
“securities.” It concluded that they neitherborea
strongresemblance to any of the notes that werenot
securities listed by the Second Circuit nor did an
examination of the four factorslead to the conclu-
sion they were not securities.

Astothefirstfactor, themotivations of thebuyers
and theseller, thenotes 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 otherlocal financial institutions. “From
bothsides, then, the transaction is most naturally
conceived asaninvestmentinabusiness enterprise
rather than as a purely commercial or consumer
transaction.”%

The Courtalso found that “plan of distribution”
for the notes satisfied the “requisite ‘common
trading’ in the instrument.”* 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.%

As to the “public’s reasonable perceptions,”
which constitutes the third factor, the Court noted
thatithad “consistently identified the fundamental
essence of a ‘security’ to be its character as an
‘investment.’”% Here, the advertisements for the
notes called them “‘investments,”” and, according
tothe Court, “there were no countervailing factors
thatwould haveled areasonable personto question
this characterization.”®’

Finally, the Court found “no risk-reducing
factortosuggestthatthese instrumentsarenotin fact
securities.”% The notes were uncollateralized and
uninsured and, the Court observed, they “would
escape regulation entirely if the [Securities] Acts
were held not to apply.”®

Withrespectto farmer cooperatives, Forman is
generally regarded as supporting the proposition
thata farmer cooperative’s membership stock isnot
a “security,” atleastifthe stock has the attributes
possessed by the housing cooperative stock atissue
inthat decision. For example, in B. Rosenberg &
Sons, Inc. v. St. James Sugar Cooperative, Inc.™
theissue was whether a share of common stock in
asugar 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 holderto
one vote in the affairs of the cooperative.”

The courtheld that the stock was nota security,
relying in part on Formann:

The sstock certificate here denotes nothing more
than membershipinthe cooperative. Ithasnone
ofthe characteristics associated with the concept
of a security. It is nonnegotiable, bears no
dividends, can only be owned by amemberand
can only be transferred with approval of the
board of directors.”

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

accordingto the court,
[i]t is readily apparent that local sugar cane
farmers purchasing shares of stock in the defen-
dant cooperative did notbelieve that they were
purchasing investmentsecurities. The induce-
mentto purchase was membershipinanassocia-
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.”
The SEC has also followed Forman in its no-
action letters with respect to cooperatives gener-
ally. Theno-actionletter 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-actionletters are conditional, affirma-
tive responses by the SEC staff to such requests.
‘Whileano-actionletter doesnotbind 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.”
SEC no-action letters have indicated that a
cooperative’s membership stock isnot a security if
the stock is not freely transferable; no capital
appreciation can be realized on the stock’sredemp-
tion orsale; and the stock does not bear interest or
dividends.”Inadditiontoissuing no-actionletters
with respect to membership stock with these at-
tributes, the SEC hasissued 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.””’

115 U.S.C. §§ 77a-77aa.

21d. 88 78a-78jj.

®1d. § 771,

“See generally John E. Noakes, Agricultural Coopera-
tive Securities in 14 Neil E. Harl, Agricultural Law §
136.02[4] (1996) [hereinafter Noakes]; Kathleen M.
Graberetal., Securities Fraud, 30 Am. Crim. L. Rev. 909
(1993).

515 U.S.C. 88 77h(1) (Securities Act of 1933),
78(a)(10) (Securities Exchange Act of 1934).

® See Reves v. Ernst & Young, 494 U.S. 56, 61 n.1
(1990).

715U.S.C.8877h, 78(a). Foran extended discussion
of the meaning of this phrase, which precedes all of the
definitions in both Acts, see Lewis D. Lowenfels & Alan
R. Bromberg, What Is a Security Under the Federal
Securities Laws? 56 Alb. L. Rev. 473, 483-89 (1993).

815 U.S.C. 88 77h(1), 78(a)(10).

°421 U.S. 837 (1975).

10]d. at 848.

.

121d. (quoting Tcherepninv. Knight, 389 U.S. 332, 336
(1967)). Although the Court ruled that the name given to
aninstrumentis not dispositive of whether the instrument
isa“security,” italsoindicated thatthe name is notwholly
irrelevant. Inthis regard, the Court observed that “[tlhere
may be occasions whenthe use of atraditional name such
as ‘stocks’ or ‘bonds’ will lead a purchaser justifiably to
assume thatthe federal securities laws apply. Thiswould
clearly be the case when the underlying transaction
embodies some of the significant characteristics typically
associated with the named instrument.” Id. at 850-51.

B1d. at 840-41.

41d. at 842-43.

5]d. at 854.

16|d. at 851. In Landreth Timber Co. v. Landreth, 471
U.S. 681,686 (1985), the Court described the character-
istics traditionally associated with common stock as
follows: “(i) the right to received dividends contingent
upon an apportionment of profits; (ii) negotiability; (iii) the
ability to be pledged or hypothecated; (iv) the conferring
of voting rights in proportion to the number of shares
owned; and (v) the capacity to appreciate in value.”
Accord Gould v. Ruefenacht, 471 U.S. 701, 704-06
(1985)

17421 U.S. at 851 (quoting Tcherepnin v. Knight, 389
U.S. 332, 339 (1967)).

8 d.

91d. at 852.

20328 U.S. 293 (1946).

2 Forman, 421 U.S. at 852 (quoting Howey, 328 U.S.
at 301).

2 |d.

Zd. (quoting Howey, 328 U.S. at 300).

2 |d. (citations and footnote omitted).

%1d. at 853, 859.

%|d. at 854.

771d. at 855.

2|d. (footnote omitted)

%1d. n. 20

%1d. at 855.

3 |d. at 857 (footnote omitted).

1d. at 858.

|d. (footnote omitted).

% Larry D. Soderquist & Theresa A. Gabaldon,
Securities Regulation 128 (4th ed. 1999).

%328 U.S. at 294-95

%1d. at 295.

%71d. at 296.

% |d.

*1d. at 297.

“01d. at 288-99.

“1d. at 299.

2 |d.

“1d.

“1d.

474 F.2d 476 (9th Cir. 1973).

“1d. at 482.

47 1d.

“ SEC v. Koscot Interplanetary, Inc., 497 F.2d 473,
479-81(5th Cir. 1974). See generally Kyle M. Globerman,
The Elusive and Changing Definition of a Security: One
Test Fits All, 51 Fla. L. Rev. 271, 286-88 (1999)
(discussing the “common enterprise” test of Howey).

494 U.S. 56 (1990).

%01d. at 58-59.

5]d. at 59.

5215 U.S.C. § 78c(a)(10).

5 1d. § 77c(a)(3).

54494 U.S. at 62 (citation omitted).

% 1d. (citation omitted).

% 1d. at 62-63.

57 1d. at 63-64.

%8544 F.2d 1126 (2d Cir. 1976).

%494 U.S. at 64 (quoting Exchange Nat. Bank, 544
F.2d at 1137-38).

% Aslisted by the Court, the types of notes that are not
“securities” include, among others, “the note delivered
in consumer financing, the note secured by a mortgage
onahome, the short-term note secured by alienonasmall
business or some of its assets, the note evidencing a
‘character’loantoabank customer....” Id. at 65 (quoting
Exchange Nat. Bank, 544 F.2d at 1138).

b1 1d. at 66-67 (citations omitted).

821d. at 67.

8 1d. at 67-68.

5 1d. at 68 (citation omitted).
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5 Id.

% |d. at 68-69 (citation omitted).

571d. at 69.

88 |d.

% 1d. The Court also rejected the contention that the
notes were excluded from the definition of a “security”
because they had a maturity of nine months orless atthe
time theywereissued. Id. at 70-73. Among other reasons
forrejecting this contention, the Courtfound that “demand
notes do not necessarily have short terms,” and it
observed that “[i]f it is plausible to regard a demand not
as having animmediate maturity because demand could
be made immediately, it is also plausible to regard the
maturity of a demand note as being in excess of nine
months because demand could be made many years or
decades into the future.” Id. at 72-73.

147F. Supp.1(E.D. La. 1976), aff'd, 565 F.2d 1213
(5th Cir. 1977).

1d. at 3.

2 d.

1d. at 4.

™ d.

> See Noakes, supra note 4, at § 136.01[3][a].

6 See Steve F. Brault, Equity Financing of Coopera-
tives: Advantageous Federal Securities Law and Tax
Treatment, 21 Willamette L. Rev. 225, 243-44 (1985)
[hereinafter Brault] (citations omitted) (also noting that the
SEC may require that only members can own shares);
see also Kathryn J. Sedo, The Application of Securities
Laws To Cooperatives: A Call for Equal Treatment of
Nonagricultural Cooperatives, 46 Drake L. Rev. 259, 278
(1997)(noting that“SEC has consistently issued no-action
letters when the stock of a cooperative evidences

membership, is not transferable, pays no dividends, and
cannotappreciate in value” (footnote omitted)); Lewis D.
Solomon & Melissa B. Kirgis, Business Cooperatives: A
Primer, 6 DePaul Bus. L. J. 233, 253 (1994) (noting that
“[w]hen cooperatives offer their members the possibility
of capital appreciation and dividends, the Commission
has viewed them as securities” (footnote omitted).

"Brault, supranote 76, at 244 (footnotes omitted). For
adiscussion of the issue of whether retained equities are
securities, see Terence J. Centner, Retained Equities of
Agricultural Cooperatives and the Federal Securities
Acts, 31 U. Kan. L. Rev. 245 (1982).

"8 Brault, supra note 76, at 245.

™ 1d. at 245, 248-49.

% 1d. at 249.
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and Other Family-Owned Small Firms, 4 San Joaquin
Agric. L. Rev. 1-36 (1994).

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

Actof1992 (Public Law No. 102-575, 1006 Stat. 4600)

- pp. 65-98

Ifyou desire acopy of any article or furtherinformation,
please contactthe Law School Library nearestyour 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
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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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