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In Howey the investment contract and servico contract were scparate
documents. A major focus of the Court’s inquiry was whether there
were two separate transactions or merely a single, integrated transac-
tion effected by two documents. Inquiry into the integration of owner-
ship and mansgement is frequently unnecessary in a real estate joint
venture agreement. Customatily, both the ownership rights and the
services to be performed with respect to joint venture property by each
joint venturer are delincated in the joint venture agreement. Existence
of a sccurity under the Howey test, however, is unaffected by the
sumber of documents involved in a transaction. The critical inquiry
concerns the offerce’s charsctesistics, pasticularly his ability to perform
the managerial services upen which the success of the eaterpriso will
Mmmmmmwm
the offeror and the offeree.

C. Commissioner v. Hawaii Market Center, Inc.

The primary alternative to the Fowey test is the “risk capital” test
enunciated by the Supreme Court of Hawaii in Hawa/ Market.” The
court chose not to follow Howey in consiruing the tenn investment con-
tract under state law. In determining whether a “Founder-Member
Purchasing Contract Agreement”™ was & secutity within the meaning of -
the Hawali Uniform Securities Act,® the court dismissed the Howsy

purchased, & seczzity. ‘The distinetion is that lavestors who cither maneged thelr land or cansod it
@ bo mansged ectively participated in s makicg of profits. As a result of (heir active participe-
mmm»wuwunmmw«ummum
axticipates profits solely from (e eflints of snother.
39. Commissioasr v. Hawail Mazket Center, Inc, 52 Hawail 642, 485 P24 103 (1971).
fa sdditicn to cestaln state couits” sejoction of Somey, scme Coderal courts bave also dovistad
fiom appticatica of the Hewwy test. The Ninth Circuit baid that “the woed ‘sciely’ skould not be
Mnn“ahﬂ%nhﬂdﬁa&nhmmuwhmb
censtrusd realistically, 00 as 10 inciude within the deinidon thoss sckemes which involve in sab-
stazos, i aot form, socatitics.” SEC v. Gleoa W, Turner Enterpeisce, [nc, 474 P24 476, 452 (0th
Ciz. 1973), cort. desdad, 424 U3, 821 (1973). Stw el SEC v, Koscot Enlerplanctary, Inc, 497 P24
473 (5 Cir. 1974); Miller v. Ceatral Chinchilla Group, Inc., 494 F.2d 414 (RA Clr. 1974 Nuh &
Amocs. v. Lum's of Ohio, fac, 484 F.24 392 (6th Cis. 1973). Tho Suprome Court in United Hoss.
Mummmum(mwmmuumdu
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on behalf of each of the joint veatures. Each joint venture acquired its
one-third undivided interest at a different time and paid a different
purchase price. Each joint venture financed its purchase with a promis-
sory note to the seller with several, but not joint, liability among the
joint veaturers. Despite numercus other similarities in the transaction,
the actual ownership of each joint venture was not identical. Although
there were differences in the specific provisions of the various joint ven-
ture agreements, the court conciuded that “{njevertheless, the transac-
tions were all arranged by Godwin Investments and are identical izrall
other relevant respects.™

Becauss of the factual setting, the J2lliamson court had oo reason to
comment extensively about the first three elements of the Howey test.
The first element was satisfied because of the joint venturer’s liability
under the promissory notes. There was no dispute about the existence
of a common enterprise, so satisfaction of the second element was not
raited. As to the third element, the investors reasonably anticipated
making profits, and the promotional literature emphasized that such
profits would occur.

Only the fourth element of the Howey test, the managesial efforts
from which the investor expected to receive profits, was an open issue.
In the Fifth Circuit, however, this clement has been modified from the
original Howey test. In SEC v. Koscot Interplanctary, Ine.,* the Fifth
Circuit expressly adopted the standard articulated by the Ninth Circuit
in SEC v Glenn W. Tumner Entesprises, Inc. ** in which the Ninth Cir-
cuit held that the salient factor to be considered was whether the cfforts
that most critically determined the success or failure of the enterprise
were those made by persons other than the investor.® This modifica-

39. 643 F2d at 408,
60. 497 P24 473, 413 (5th Cir. 1974). i
6L 474 P24 476 (b Cir), cot dowind 414 U.S. §2) (1973). Sev 52 N.C.L. Rav. 476 (1973);
$1 Tax. L. Ruv. 788 (1973 27 U. Miasz L. Rav. 457 (1973).

6L 474 P24 a1 432. The coust statod:

of (he cumedial sature of the loghlation, e policy of troad
wubmuhwmmhs&mad
secusities should bo a Scxible cne, the word “solely” should aot be read o & strict
tisern) Hmitstion on Ghe defizition of ea ixvostment contrect, bat suthor must be
strued realistically, 80 &3 t0 fnciade within (he defiaition (hoss schemes which lavolve in
sabstazce, if not form, secarides.

:ramma mﬁwmoymww
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tion permits finding an investment contract when none may have ex-
mdnndeﬂheonmnlm Under a literal application of Howey,
even & of managerial involvement by the investor arguably
mldhmﬁdmwpedudenﬁndhgdminmm
mF‘:ﬂhOmmt’smodiﬁwionpmvidestaﬁndingofam-
tilla of investor involvemeént would still require further analysis as to
who provided the essential managerial services, the promoter or the
investor.

The Wilkamson court articulated a three-part factual test to deter-
mmewhuherthefouﬂhelmtoﬁheﬂonymtmumﬁedfora
joint venture interest. The court stated that such a characterization

required
that (1) an agreemeat among (ke partics lcaves 90 little power in the
mamm«mmmwhmm
power as would a limitod partnership; or (2) the partaoer or venturer is 50
inexperienced and unknowlodgesbie in business affairs that b is incapa-
ble of intelligently exercising his partnership or veature powers; or (3) the
pestaer or venturer is so dependent cn some unique enterprencurial or
managerial ability of the promoter or manager that he cannot replace the
mdmmam“mwmm
venture powers.®
One troublesome aspect of the Walkamson test is the premise that
joint venture or general partnership interests are properly subject to a
investment contract analysis different from any other invest-
ment. A joint venture agreement results from negotiation, and the par-
ties to the agreement establizh their own rules for goveming their
relationship. There is no standard or statutory distribution of power.
The consistent teaching of the Supreme Coust from Joirer through
Daniel is that the name of an interest does not alone establish whether
it is a security, The Wilianson test offers an alluring formula that pur-
-mmdmmwmh‘pﬁyfaapﬂ:m
interest. The test, bowever, should not be taken as an independent for
mulation removed from conventicnal investment contract analysis. It

kpopdyulyaqdﬁeqﬂ!uﬁuoﬁmmawra.&e
broader principles of

mmmnmdhwjudiﬁalinqm in tumn, to (1) the enter-
prise’s document, (2)-the investor, and (3) the promoter.* An snalysis

63, 643 P2d st 4.
64. The Wilkwssow coust specifically noted (hat theso fictors should 0ot bo considered ax-
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Thc%uwnmmhm.didnotmpmmqmryanudkcov
ering those facts. Even if Godwin were to provide those managerial
services, the court made further examination of whether the investor
retained control over the mansger. The difficulty of answering this
critical question was magnified because each joint venture had approxi-
mately fiftecn venturers.” As the court stated, “{A] complication is ad-
ded where the investment asset is not owned directly, but is held
instead through a joint venture or gencral partaership. While the part-
nership per se may have full ownership powers over the asset, each
individual "?anner bhas only his proportionate vote in the
partnership.”™’¢

Each joint venture agreement gave the venturers the right to control
certain areas of management. Decisions to barrow money or to deliver
any bonds, mortgages, or deeds required the affirmative vote of all joint
venturers.” Any development proposal for the Veature Property like-
wise required the approval of a significant number of venturers.” Re-
gardless of whether the Venture Property was developed, a significant -
aumber of the venturers could remove Godwin as manager and “make
any other decision regarding the Property.”” The joint venturers, in
the aggregate, thus had significant opportunity to control the
meat of the joint venture and the development of the Venture Property.

the venturers, in the aggregate, had significant manage-
ment control, there remained the further question of whether each in-
vestor also had significant control. Each joint veature consisted of
approximately fifteen venturers. The four plaintiffs, Blake, Lilley, Wil-
liamson, and Wilsan, each held mincrity interests in the veatures, Wil-
liamson had the largest individual interest, with a twenty percent
interest in Reg Air I, I and IV, while Wilson and Blake each held only

78, /4 Reg Alr [ had 13 venturers, Reg Alr I had 17 veatuters, and Reg Alr IV had 10
veaturers. Brief fsv Appellecs Trustocs of the Hemo Lateriors and Qifts Employecs Profit
Trust at 4, Willamsoa v. Tucker, 645 P24 404 (3b Ciz.), arz dmind, 102 8. Co. 396 (1981).
76, 64S P2d a2t 2L,

'nj Each join: ventare sgroament mmﬁwhm
a ¢o make, exocuto of bond, o,
adgmcnt; s RCIEAR,

uhuwmyhhmd&jchmmmmmum
ensk; acd (0 amend the agrecmeat o modify the sights of the venturen.
Id &2 40309,
. /d w409,
79. /d Depending upan the jolat venturs, tho vota of 0% or 0%, in intorcst, of the ventar
ocs was roquirod.
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five percent interests in Reg Air IL*® Although the court noted the
dilutive effect on management control created by selling interests to
numerous investors, it drew no adverse conclusions on the basis of the
sale of venture interests by Godwin to an average of fifteen investors.*'

Having fifteen investors actively participate in or simply control
management presents significant practical problems. Conflicts arise in
scheduling and attending meetings. Even when the investors in the
aggregate retain latent management control, the logistical inertia cre-
ated by a group of otherwise unconnected investors may prevent their
actual exercise of those powers.

The facts in Williamson support this conclusion. From the time the
joint ventures were formed, between 1969 and 1971, until at least late
1975, the plaintiffs relied eatirely on Godwin “and made no attempt to
oversee Or participate in the management of the Property.”* It was not
until late 1975, when the plaintifis claimed they first became aware of
alleged securitics laws violations, that any of the plaintifis participated
in joint venture meetings.®® There is no bright-linis test for determining
whmmampﬁuhuwmyhmmnmmmdudvmb
meaningless to safeguard their investment or to control either the enter-
prise or the manager.. The results in Williamson, however, support a
conclusion that when an enterprise has fiftcen otherwise unrelated in-
vestors, none of them may possess meaningful rights to control the
caterpri

An issue not raised by the litigants or addressed by the #alliamson
court is whether the offerings in the three joint ventures should have
been integratod and considered as a single offering of interests. The
veatues may have involved a single plan of financing, class of securi-
ties, and type of consideration. Within broad parameters, the agree-
meants were exccuted at approximately the same time for the general
purpose of developing the Veature Property'® Although not free from

80, Jd at &07. See nota 92 Myfiv.
o I‘v:u:’. mm:ummm aambers of the gezeral pudlic
(Olas 20! expect o

be
e s s o pemrs i v

:‘&m to hv:ﬁamw & cazporation. &0 arrengement

"
8. Id s 409.
9. /d a4
84, 1o SBEC Rel No. 334352 (Nov. &, 1962), 27 Fed. Reg, 11,316 (1962), (ko SEC enuncistod
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possessing potential contral over management did not purchase
securities.*

Based on W¥liamson, possession, rather than exercise, of power de-
termines whether an interest is an investment contract. This concept is
congistent with the consequences of holding that an interest is an in-
vestment contract. If a joint venture interest is a security, then the pro-
moter, as issuer, is subject to the full panoply of registration and
disclosure requirements of the federal securities lawa. Either the joint
venture interest must be registered pussuant to the provisions of section
5% of the Securities Act of 1933 or it must be exempt. The issuer must
fully and fairly disclose all material facts and is accountable under sec-
tions 12 and 17* of the Securities Act of 1933 and section 10(b)*™ of
the Securities Exchange Act of 1934 for failure to comply.

iance with the registration and disclosure provisions can occur
only if the offeror can determine that the joint venture interest is a se-
curity prior to the offer and sale. As a consequence, whea determining
the existence or nonexistence of a security, only thtose facts determina-
ble when the offer and sale occurred should be considered. Otherwise,
an interest that appeared to be a nonsecurity on the basis of facts that
existed at the time of sale could become a security on the basis of
cvents that transpired subsequent to sale. Promoters can comply with
the federal securities laws oaly if the determinative control is the con-
trol apparently exercisable by the investor when he purchases the
interest,

Although the Williamson test is based on the potential control avail-

197%6) (when the purchasers of an spartinent compliox cxocutod & management sgroement with the
saller that pormitted tha purchases (o temninate the managoncut agroesunt upoa 30 days notice,
there was 0o sccuzity) Mr. Swak, Inc. v, River City Steak, Inc., 460 P24 666, 665-70 (10ax Clr.
1972) (wixn a franchise agroement cavisicaed substantial operation by ths Granchisar but kefl
soms cxcaniagfal control In the haads of the franchiscs, there was 50 socurity)

85 Wlicmeon, 645 P24 a1 421.

Thew cascs fom tho Teath aad Eighth Clreuits~dealiag {n tumn with (B purchaso of

franchise, oil and gas, and real eatats interests--ars consistent in thelr treatment of Iatent

{nvestor control. /a cock axse ske cotus! control excreised Sy the purchaser is irvelovans.

So long as the nvestor has the right to control tho assot be has purchasod, bhe is not

on tho ot oa & third party for “thoso csacatia) mansgerisl cfforts
affect the or sucooss of tho eatorprise.”

Jd (emphasis added).

82. 13 USC. § 77 (1976).

88, /d.§ T (19765).

8. Id. §77q (1976).

90. /d. § 78) (1976).
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After the court concluded that the joint venture interests were not
investment contracts under either of the first two elements of the #7-
lamson test, it examined the third element of the test: whether the
promoter has taleuts.so unique that cither (1) he cannot be replaced, or
(2) 23 a consequence of the importance of his talents to the venture, the
investor, as a practical matter, cannot exercise the latent or nominal
powers that he possesses.” To the extent that the standards under the
third test are absolute, this portion of the Willfamson test goes beyond
the boundaries of Howey. i that the talents of the
mmh%WWWMWM
those talents were the ones that would produce profits for the investors.

As an example of a theoretical application of this statement, the
-court noted that investors may enter a venture on the promise that the
mmammmammmm The
agreement may the investors with the legal right to fire the
manager. Exercise of that right would, however, fosfeit the manage-
ment ability upon which the success of the venture depends. Whea the
putative right is effectively nonexercisable, the illusion of power to re-
move will not preciude a finding that an investment contract exists.
The court concluded that this theoretical statement did not apply to the
facts in Williamson. Plaintiffs alleged a generalized argument that they
were dependent on Godwin. They did not, however, raise “the possi-
bility of a dependence on the unique or irreplaceabls expertise of God-
win Investments as an issue in this case.”'%!

Judicial determination as to the satisfaction of the second element of
the Williamson test does not necessarily mean that a similar conclusion
will be reached with respect to the third element. Inquiry under the
second element focuses on what may be characterized as “investor de-
pendence,” while inquiry under the third element seeks *“promoter in-
dependence.” Although the concepts are similar, they are not
necessarily corollary. An otherwise qualified investor under the second
element may still hold an investment contract if, under the third ele-

99. ‘The coust statod:
Thm“lﬂpﬁmm'nuipg of such tasks
GMNWMM& &w
SEIAGET. ' promide must b¢ more than @ dinding costract esforceadle
ander sigve hew; & mmst cronty the sors of dipendence bapliclt in en Sxvesament contract

WiBansen, 43 F2d a2 €35 (ecaphasis sdded).

100. /& s 4> .
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ment, the manager is deemed to have unique talents. The Wilkamson
court, however, failed to find either “investor dependeace” or “pro-
moter ” in the facts before it, so it did not explore the
subtle distinctions between the second and third elements of the test.

The Fifth Circuit’s articulation of investment contract theory as ap-
plied to & joint venture is comprehensive. Owing to the relative dearth
of federal appellate statoments on this issue, Wlamson apparcatly
aow stands as the standard for future analysis. The remainder of this
Article accordingly examines the analytical problems faced by joint
veature promoters and their counsel in light of the newly announced
joint veature test.

IV. APTER WiLLiansON V. TUCKER

The consistent theme of Howey and its progeny, including William-
son, is that although investors have a difficult burden to sustain, joint
venture interests can be securitics. When organizing a joint venture,
therefore, the real estate promoter and his counsel must make three
initial determinations: (1) whether an interest in the joint venture is a
m:ﬁy;@)whnmglhnnwhhmmdfeduﬂwﬁﬁahwh
required if the interest is a security; and (3) what compliance with state
and federal securities law is possible without conceding that the interest
is a security. The factual analysis that determines the existence of an
investment contract is sensitive and subject to error. Even a good faith
determination that under the Willamson and Howey tests an interest is
not a security should not prevent consideration of the consequences of
the alternative conclusion that the interest is a security.

Section S of the Securities Act'® makes unlawful the selling of any
security unless a registration statement is in effect as to the security.
Sale of the interest either must be registered under the Securities Act
and the relevant state “blue sky” laws, or an exemption from registra-
tion under such laws must be obtained. Similarly, the seller of the se-
curity either must be registered as.a broker/dealer under the Exchange
Act and the applicable “blue sky” laws, or an excmption from registra-
tion under such laws must be available, Under all circumstances, full,
fair, and complete disclosure of material information 50 as to permit
the investor to make an informed decision must be provided to each
investor.

100 15 US.C. § 77 (1976).
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registration. If the joint venture interest is a security, moﬂ'crandnle
will violate the state registration provisions.

D. Federal Registration of Broker/Dedlers

In addition to registration and disclosure requirements, the securities
lawsmqnmthuthsulluofammycithubewgismedasabm-
ker/dealer pursuant to section 15''2 of the Securities Exchange Act or
be exempt therefrom. There are two primary exemptions from the bro-
kct/dealerrcgiuuﬁonprovhim the intrastate exemption and the is-

There is not, however, a federal broker/dealer

exempnonpuﬂhlwthcpﬁvmphmmﬁonmpuon.
A broker/dealer exemption exists that parallels the “intrastate” re-
gistration exemption. The rule states:
It shall be unlawful for any broker or dealer which is either a person other
than a natural person or & natural person not associated with a broker or
dealer which is a person other than & natural pegson (otker than such a
broker or decler whose busixess is exclusively inirastate and who does not
make use of any facility of a national secritles exchange) . . . to induce or
to induce the purchase or sale of, any security . . . unless such
bmhamhmdhmmw(b)d&h
section.!*
If sale of the joint venture interest would qualify for the intrastate ex-
empnonﬁomrcgumﬁonmdmdthepmom’smammm
restricted to residents of a single state, the exemption from bro-
ker/dealer registration may also exist.
mmhubmku/dedampﬁonthnmybonvmableutheu-
suer exemption. The Securitics Exchange Act defines a broker or
dealer as an individual “engaged in the business” of effecting securities
transactions. Individuals who effect only an isolated sale of a security
are not engaged in the business of selling secusities.' When an issuer
of securities sells its own securitics, using oaly its officers, partners, di-

112. 13 US.C. § 78 (1976).

113, 7d § 78 (a)(1) (caphasis added).

114. Soction 3(a)(4) of ks Secusitics HExchangs Act provides that tho tormy “Broker” mosscs
“any person eagaged in the busizsss of effocting transtctions ln socuritics for ibe occonns of
osters.™ 13 US.C. § 70 (1976) (coophasis added). Socton 3(a)(9) of the Bachange Act provides
that (he texm “dsaler” means “sny person exgaged in the business of buying and selling socurities
Jor kis ewm aecsunt, throogh 8 Sroker or olherwise, but docs oot inciude & bank, or any petscn
wn’“,hma“m&&mmwwnmduwum »id
{ sddod).
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