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MISSOURI
LAW REVIEW

Volume 37 Fall 1972 Number 4

PARTNERSHIP, LIMITED PARTNERSHIP,
AND JOINT VENTURE INTERESTS

AS SECURITIES
JOSEPH C. LONG*

I. INTRODUCTION

Harry and Donald Hilleary organized Hilleary Franchise Systems
Inc., a Missouri corporation, to engage in the fast-food franchise business.
They then developed a franchise restaurant package under the name "John
Henry's". The plan for marketing the franchise was to form a series of
limited partnerships to own and operate the individual franchise loca-
tions. Under this arrangement, the corporation, Hilleary Franchise, served
as the general partner charged with the management and control of the
franchise, which it sold to the partnership. The remaining partners were
investors who each received a limited partner's interest. Through sales-
men and advertising in various media, the Hilleary brothers sought to
attract limited partners from the public. John and Rachel Garbo re-
sponded and purchased a limited partnership interest in a "John Henry's"
franchise 'at Clearwater, Florida.

The Garbos soon were disenchanted with their investment. They
tendered the limited partnership interest back to Hilleary Franchise and
the Hilleary brothers and demanded the return of their money. Upon
refusal of this demand, the Garbos filed suit against Hilleary Franchise,
claiming the limited partnership interest they purchased was a security
that had not been registered under the Missouri version of the Uniform
Securities Act.' They claimed they were entitled, therefore, to recover their

*Associate Professor of Law, University of Oklahoma. A.B., University of
Missouri-Columbia, 1961; J.D., University of Missouri-Columbia, 1963; L.L.M.,
University of Virginia, 1972.

Professor Long has served as Associate General Counsel of the Oklahoma
Securities Commission. The views expressed are those of the author and do not
necessarily reflect the views of the Oklahoma Securities Commission or the Ad-
ministrator or staff of the Oklahoma Department of Securities.

1. §§ 409.101-418, RSMo 1969. Apparently the petition did not allege that
Hilleary Franchise or its agents had made any false or misleading statements or
committed any fraud in the initial sale of the partnership interests; either would
be grounds for recovery under section 409.411, RSMo 1969.
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MISSOURI LAW REVIEW

entire investment, plus interest from the date of their investment, and
reasonable attorneys' fees. 2 The defendant moved to dismiss for the failure
to state a cause of action on the ground that the partnership interest was
not a security.

The trial court granted the defendant's motion, and the plaintiff
appealed. The Missouri Court of Appeals, in Garbo v. Hilleary Franchise
Systems, Inc.,3 reversed, concluding that the plaintiff's petition stated a
cause of action under the Missouri Uniform Securities Act. The court's
view was not that any limited partnership interest is a security that must
either be registered or qualify for an exemption. 4 Rather, the court stated:

The defendants vigorously assert that the Missouri Uniform Se-
curities Act does not apply to the formation of limited partner-
ships or to the making of a certificate of partnership. We are
inclined to agree that it does not apply to the formation of a true
limited partnership . ..as provided in § 359.020. For example,
could it reasonably be contended that the Missouri Uniform
Securities Act is applicable to a limited partnership formed be-
tween an able, experienced but impoverished automobile mechanic
who desires to start his own repair shop, and a wealthy individual
who is willing as a limited partner to contribute to the partner-
ship the funds necessary to start the business, to permit the me-
chanic as the general partner to have exclusive control over the
operation of the enterprise, and to take a stated share of the
profits, if any, provided that his liability was limited to the amount
of his original contribution? We think not. Among other reasons,
under the facts hypothesized there would be no sale of any security;
and the formation of such a true limited partnership would be
exempt from the Act as an ... isolated non-issuer transaction....
under § 409.402 (b) (1).5

Thus, the essence of the opinion is that the "John Henry's" franchise
is not a bona fide limited partnership and that an interest in a bona fide
limited partnership does not come within the purview of the Uniform
Securities Act.

It is submitted that the court's analysis is incorrect on both counts.6

First, the "John Henry's" agreement is a bona fide limited partnership.

2. See § 409.411, RSMo 1969.
S. 479 S.W.2d 491 (Mo. App., D. St. L. 1972).
4. The person claiming an exemption from registration has the burden of

establishing that the security or transaction is exempt. § 409.402 (d), RSMo 1969.
Here, the defendant did not assert that the sale of the limited partnership interest
to the Garbos qualified for either a transactional or securities exemption under
section 409.402 (a) or (b). Rather, it argued that the limited partnership interest
was not a security.

5. 479 S.W.2d at 498.
6. The quoted portion of the opinion reveals two other important errors.

The first, a typical error for one not a securities specialist, is equating an exemp-
tion from registration with an exclusion from the coverage of the Act. If the
limited partnership is not a security, it would not come within the provisions
of the Act. But the isolated non-issuer exemption does not remove a security

[Vol. 37
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PARTNERSHIP INTERESTS AS SECURITIES

Second, the interests of all limited partners are securities under both the
federal securities acts7 and the various state blue sky laws, including the
Missouri Uniform Securities Act.8

The second contention above is neither new nor earth-shaking to
securities experts. Attorneys who specialize in securities work 9 and the
legal scholars who work and write in the securities field1 0 have long
maintained that many partnership and joint venture interests are securi-
ties. Yet many non-specialist lawyers and judges advise their clients or
write opinions1 to the contrary. The failure of the judges and the securi-

from coverage by the Act. Section 409.301 provides that every security sold must
either be registered or qualify for a security exemption under section 409.402 (a)
or a transactional exemption under section 409.402 (b). Thus the isolated non-
issuer transaction exemption of section 409.402 (b) (1), excuses registration under
section 409.301. It does not, however, exempt the sale from the remaining pro-
visions of the Act, especially the anti-fraud provisions of sections 409.101 and
409.411 (a) (2).

The second error is the assumption that the isolated non-issuer exemption is
available for the initial issuance of the partnership interests. Section 409.401 (g)
defines an issuer as "any person who issues or proposes to issue any security."
Section 409.401 (i) then defines "person" to include any partnership. Thus, the
drafters clearly intended that for this purpose the partnership is to be con-
sidered an entity and the issuer of partnership interests. This should be contrasted
with certificates of interest or participation in oil, gas or mining titles, which
section 409.402 (g) (2) indicates are considered to have no issuers. However,
transactions involving these interests are specifically excluded from the isolated
non-issuer transaction exemption. § 409.402 (b) (1); see L. Loss & E. Cowzrr,
BLUE SKY LAw 341 (1958). Thus the initial issuance of the partnership interests
is an issuer transaction and cannot come within section 409.402 (b) (1). However,
as an issuer transaction it qualifies for an exemption under section 409.402 (b) (9)
if there are no more than 25 partners after the sale. Section 409.402 (b) (9) of the
Missouri Uniform Securities Act differs radically from its counterpart under the
Uniform Act. The corresponding section of the Uniform Act is available to
both issuers and non-issuers alike. It is limited to sales to 10 persons within any
period of 12 consecutive months (as opposed to 25 total holders for the issuing
entity after the sale) and therefore can be used time and time again. Moreover,
the Uniform Act requires that the holder purchase for investment and prevents
public solicitation. The Missouri provision includes neither requirement. If there
had been a ban on public solicitation, the exemption would not have been
available to the partnership in the Hilleary case, because public solicitation oc-
curred through media advertising and the use of salesmen.

7. The Securities Act of 1933, 15 U.S.C. §§ 77a-77aa (1970), and the Se-
curities and Exchange Act of 1934, 15 U.S.C. §§ 78a-78hh (1970).

8. §§ 409.101-.418, RSMo 1969.
9. A number of limited partnerships are registered each year. See, e.g.,

Agripact, SEC Reg. No. 2-43192 (Feb. 28, 1972); Centura Petroleum Fund, SEC
Reg. No. 2-42805 (April 27, 1972); Petro-Lewis Cattle Feeding Program, Okla.
Sec. Comm'n Reg. No. 1-4348 (Oct. 28, 1971).

10. See 1 L. Loss, SEcutrriEs REGULATioN 503-506 (2d ed. 1961); H. Sowards,
Fed. Sec. Act, in 11 BUSINESS ORGANIzATIONs-SEcuamtT= REGULATION § 2.01 [12]
(1971).

11. See, e.g., Grabendike v. Adix, 335 Mich. 128, 55 N.W.2d 761 (1952);
Lindemulder v. Shoup, 258 Mich. 679, 242 N.W. 807 (1932); Hanneman v. Gratz,
170 Minn. 38, 211 N.W. 961 (1927); Brown v. Cole, 155 Tex. 624, 291 S.W.2d
704 (1956); Op. ATr'y-GEN. (La.), [1946-1954 Transfer Binder] BLUE SxY L. REP.

70,031 (1947). See also Comment, Public Limited Partnerships in Northwest Real
Estate Syndication, 7 WiLLAIMrrE L.J. 74, 85 (1971).
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MISSOURI LAW REVIEW

ties experts to elucidate their positions on the subject has caused this
anomalous situation.

Most of the judicial opinions reflect an intuitive reaction that the
securities acts were not intended to cover the type of partnership or joint
venture interests in question.12 These opinions offer no explanation for
such a conclusion; they merely cite earlier decisions based on the same
type of intuitive response. Consequently, a general doctrine has developed
that partnership and joint venture interests are never securities.

In contrast, the professional experts of the securities agencies and
the securities bar have developed an acute intuitive sense of what is and
what is not a security. Yet, with a few notable exceptions, 13 they have not
attempted to reduce this intuitive feeling to a systematic set of guide-
lines that the general bench and bar can use. The result is more than 60
years of securities regulation' 4 without any concerted effort by either the
courts or the securities bar to isolate and identify those characteristics,
common to all securities, that brought about restrictive legislation giving
special protection to the investing public.' 5

This article seeks to outline the characteristics common to all securi-
ties. Then partnership, limited partnership, and joint venture interests
will be analyzed on the basis of these characteristics. This article will show
that a limited partner's interest is always a security because of the unique
statutory characteristics of such an interest. Further, it will dispute the
doctrine that no general partnership and joint venture interests are securi-
ties. It will not, however, reach the equally untenable conclusion that all
such interests are securities. Because these interests may vary according to
the nature of the particular agreement executed by the parties, the

12. See, e.g., Lindemulder v. Shoup, 258 Mich. 679, 242 N.W. 807 (1932);
Hanneman v. Gratz, 170 Minn. 38, 211 N.W. 961 (1927).

13. See Coffey, The Economic Realities of a "Security": Is There a More
Meaningful Formula?, 18 WEs'rEN RES. L. REv. 367 (1967); Dahlquist, Regulation
and Civil Liability Under the California Corporate Securities Act (pt. 1), 33
CALIF. L. REV. 343 (1945), (pts. 2-4), 34 CALIF. L. REV. 344, 543, 695 (1946).
See also Long, An Attempt to Return "Investment Contracts" to the Mainstream
of Securities Regulation, 24 OKLA. L. REv. 135 (1971).

14. For the history of the blue sky laws, see J. MoFsxy, BLUE SKY RESTRC-
TIONS ON NEW BUSINESS PROMOTIONS (1971), and Marshall, History and Analysis
of the Wisconsin Securities Law, 1942 Wis. L. REv. 552.

15. In defense of the courts and securities bar, one is tempted to point out
that the securities law is of legislative creation, and therefore the legislature
could hamper an attempt to isolate and identify these characteristics by adding
random additional categories of securities having little or nothing in common
with the earlier classification. Although this excuse is appealing, it will not
stand up. The definition of "security" went through a period of evolution prior
to the enactment of the Securities Act of 1933. Fortunately this evolution took
the form of adding particular instruments that were essentially compatible with
the earlier ones and adding general terms such as "investment contracts" and
"profit-sharing agreements" to cover unusual forms of investment. With the en-
actment of section 2 (1) of the Securities Act of 1933, 15 U.S.C. § 77b (1) (1970),
the definition of "security" became stabilized. Most of the states have adopted
this definition into their blue sky law without significant modificaton. Therefore,
unreasoned legislative tampering with the definition has been minimized.

[Vol. 37
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PARTNERSHIP INTERESTS AS SECURITIES

determination whether a particular interest is a security must be made
on a case by case basis. Nevertheless, that determination should not be
made solely upon the judge's intuitive feel for the application of the
securities act. Rather, it should be based upon a reasoned determination
of whether the common elements of securities are present.

As the tests for determining whether partnership interests are securi-
ties are examined, one matter should be kept in mind. Assuming arguendo
that the "John Henry's" agreement, and the multitude of similar agree-
ments, are valid limited partnerships and that it is intuitively agreed
that the securities act should apply to a "John Henry's" limited partner-
ship interest because it is a pure investment situation, how can a "John
Henry's" interest be distinguished from the limited partnership interest
of the wealthy man in the hypothetical in the Hilleary opinion?'8 Both
the Garbos and the wealthy man have purchased a limited partnership
interest. Is one limited partnership interest acquired in one manner a
security, while an identical partnership interest acquired in another manner
is not? If so, by analogy the common stock acquired by a family member
in a close family corporation would not be a security, while the same stock
publicly offered to a stranger would be. The common stock and the limited
partnership interest are securities in both situations, or they are securities
in neither. Therefore, if the limited partnership interest is a security when
sold through a public offering, it is a security when sold in a private
offering.' 7

II. THE HILLEARY AGREEMENT AS A

BONA FIDE LIMITED PARTNERSHIP

Intuitive response similar to that mentioned above is probably largely
responsible for the decision in Hilleary. Apparently, the reasoning was
this: The limited partnership interests in this case were sold through media
advertisement to the general public; consequently, the close prior personal
association between the parties that characterizes the typical partnership
or limited partnership is absent.' 8 Although the securities act probably
was not intended to cover the typical partnership or limited partnership,'0

16. Cf. Continental Marketing Associates, Inc., 3 BLUE SKY L. Rep., ff 71,016,
at 67, 179 (Ind. Sec. Comm'n 1969).

17. The circumstances of the sale may affect the decision to exempt the
transaction from the registration provisions of the securities act, but it in no way
alters the determination whether a particular instrument is a security. See pt. II,
§ E of this article.

18. The court's casting the hypothetical in the form of the typical limited
partnership with few partners and emphasizing the public sale feature of the
Hilleary agreement when attempting to distinguish it from the hypothetical
demonstrate its thinking. 479 S.W.2d at 498.

19. This intuitive response is supported by opinions in earlier cases. See, e.g.,
Lindemulder v. Shoup, 258 Mich. 679, 242 N.W. 807 (1932); Hanneman v.
Gratz, 170 Minn. 38, 211 N.W. 961 (1927); Brown v. Cole, 155 Tex. 624, 291
S.W.2d 704 (1956). An examination of these cases reveals that the holdings are
based upon intuition. None provides a reasoned basis for holding that joint
venture interests, with which each was concerned, are not securities.

1972]
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MISSOURI LAW REVIEW

the public sale and the lack of a prior relationship between Hilleary
Franchise and the Garbos make the "John Henry's" agreement the type
of investment that the securities act is intended to regulate. Therefore,
so that the securities act will apply to this transaction, but not the more
typical partnership or limited partnership, we hold that the "John Henry's"
agreement is not a bona fide limited partnership.

An integral part of this reasoning process is the intuitive conclusion
that no bona fide limited partnership can exist where the general partner
attracts several limited partners to the partnership at varying times through
public advertisement. It should be determined whether this conclusion
is valid, in view of the nature of the limited partnership as determined by
the limited partnership statutes. If it is not, and a public limited partner-
ship is a bona fide limited partnership, the validity of using the bona
fide-non-bona fide distinction to classify limited partnership interests as
securities is undermined.

An unarticulated general objection underlies the specific objections
to denominating the organization a limited partnership. Some earlier
decisions and attorneys general opinions20 indicate that partnerships and
limited partnerships, as forms of business organization, should be limited
to the usual two- or three-man type of partnership common in business
and the professions prior to the ascendancy of business and professional
corporations. These relationships are usually spawned by an acquaintance-
ship or business association that allows each of the prospective partners
to observe the talents and shortcomings of the others. Thus, the tradi-
tional partnership was a relationship of mutual respect and trust.

It is difficult indeed to reconcile the above concept of the partner-
ship with the large, impersonal limited partnership arrangements, exempli-
fied by Hilleary,2' where the partners are brought together by public
advertisement. Often, these partners' only knowledge of the general part-
ner comes from the public advertisement. Further, they may have no knowl-
edge whatsoever of their fellow limited partners.

20. Lindemulder v. Shoup, 258 Mich. 679, 242 N.W. 807 (1932); Hanneman
v. Gratz, 170 Minn. 38, 211 N.W. 961 (1927); Op. ATr'y-GEN. (La.), [1946-1954
Transfer Binder] BLUE SKY L. REt. 1 70,031 (1947); 1921-22 Op. Arr'y-GmE.
(Nebr.) 163, cf. Op. Aer'Y-GEN. (Cal.), [1946-1954 Transfer Binder] BLUE SKY L.
REP. fI 70,106 (1949); Op. AT'Y-GN. (Cal.) No. 9073 (Dec. 14, 1933). These
opinions emphasize the spontaneity of the association rather than the number
of persons involved in the partnership. The idea is that a true partnership results
from a spontaneous agreement between the parties to associate. If the parties are
brought together by the solicitation of one of the partners, a true partnership is
not formed. Similarly, the true partnership may no longer exist if the original
partners try to alter the constitution of the partnership by the introduction of
new members or a sale of their interests. Wardowski v. Guardian Trust Co., 262
Mich. 422, 247 N.W. 908 (1933). Mich. Pub. A. 1935, No. 37 (repealed 1965),
which excluded joint ventures from the coverage of the Michigan secufities act,
defined "joint venture" as consisting of not more than 20 persons who associated
together without outside solicitation.

21. For example, in one limited partnership, 7,000 limited partnership in-
terests are to be sold to the general public with a minimum investment of 5
units per person. Preliminary Prospectus, Monterey Vineyards (May 30, 1972).

[V'ol. 37
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PARTNERSHIP INTERESTS AS SECURITIES

The essential problem, however, is not the difficulty of reconciling
the Hilleary-type arrangement with the traditional partnership. Rather,
it is the unwillingness of courts to accept the partnership and the limited
partnership as forms of business organization capable of adaptation to
financing by large groups of unrelated individuals seeking merely an
investment opportunity. This attitude is clearly exemplified by the Hilleary
court's contrasting its auto mechanic hypothetical with the following one,
which is identical to the Hilleary fact situation:

John Smith, the owner of an established business in Missouri,
desires to expand its operation to other states. To that end he forms
a corporation named the J.S. Company, but instead of issuing and
selling stock or similar securities he forms a limited partnership
between the corporation, as the general partners, and a nominal
limited partner, in each of the localities in which he seeks to do
business, by the terms of which the corporation grants a franchise
to the limited partnership, but retains the right to admit any
number of additional limited partners to the partnership for
unspecified amounts. The corporation then, by means of an ad-
vertising campaign in the various media, and by numerous sales-
men, induces individuals in each locality to acquire certificates
of limited partnership for various shares of the profits of the
limited partnerships on the representation to them that exceed-
ingly large profits will thereby inure to them.22

If one assumes that the Hilleary arrangement is irreconcilable with
the partnership concept and, further, that the Hilleary agreement fails to
meet the statutory requirements for qualification as a limited partnership,
what kind of business organization is it? Denominating an interest in it
a security does not classify it as a particular type of business organization.
It is not a corporation or a business trust. The law recognizes three other
types of business organizations: The partnership; the joint venture; and
the joint stock company.23 The joint venture can be eliminated from
separate consideration, because most authorities consider a joint venture
merely a partnership created for a limited purpose.2 4

A joint stock company usually is formed by an agreement similar to
the articles of incorporation of a corporation. One feature of this form
of organization is that it allows centralization of management. The man-
agement of the business rests in the hands of designated officers or directors.
These officers or directors, like their corporate counterparts, need not
own an interest in the enterprise.25 Interests in the company are represented
by freely transferable shares of stock. The joint stock company is not

22. 479 S.W.2d at 498.
23. Actually, two additional types of business organization exist: the pro-

fessional association and the cooperative association. The organization in Hilleary
dearly fits neither of these categories.

24. See, e.g., J. CRANE & A. BROTMBERG, PRTNERSIm's § 35, at 189 (1968).
25. In re Oliver's Estate, 136 Pa. 43, 20 A. 527 (1890); Oil Lease & Royalty

Syndicate v. Beeler, 217 S.W. 1054 (Tex. Civ. App. 1920).
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dissolved by the death of a member, as is a partnership.26 One disadvantage
of joint stock companies is the unlimited liability of the members.27

The Hilleary agreement appears not to fit the joint stock company
mold. First, nothing in the agreement indicates an intent to create a
joint stock company. Second, management, although centralized, is vested
in the general partner, who owns an interest in the organization. More-
over, the agreement purports to limit the liability of some of the members,
which was impossible to do at common law in the joint stock company.
Finally, a question exists whether Missouri law recognizes joint stock
companies. 28

Thus, by a process of elimination one may conclude that the Hilleary
agreement must create some type of partnership. This conclusion is sup-
ported by the fact that a partnership that tries and fails to comply with
the Limited Partnership Act is still a partnership; it merely gains none of
the advantages29 of that act.30

Once it is determined that the Hilleary arrangement must be some
type of partnership, the question becomes whether any of the courts'
traditional objections to the use of the limited partnership as a public
investment device are valid. Hilleary and earlier cases indicate that these
objections center around (1) the transferability of the interests and the
inclusion of new investors after the signing of the initial agreement; (2)
the lack of knowledge of the identity of other limited partners in the
purported public limited partnership; and (3) public solicitation of the
purported limited partners by the general partner. Are any of these fea-

26. Placing restrictions on the alienation of joint stock company shares
results in dissolution upon the death of a member, as in a partnership situation.
Hammond v. Otwell, 170 Ga. 832, 154 S.E. 357 (1930). See also Haiku Sugar Co.
v. Johnstone, 249 F. 103 (9th Cir. 1918).

27. This disadvantage has caused a decline in the use of this form of busi-
ness organization. Probably the most famous of the modem joint stock companies
was the American Express Co. Founded in 1858, it at one time had 27,000 "share-
holders." In 1965, the company, threatened with massive personal liability on the
part of its members as a result of its expanded activities, incorporated. See J.
CRANE & A. BROMBERG, PARTNERSHIP § 34, at 178 n.16 (1968).

28. Mo. CONsT. art. XI, § 1 provides that a joint stock company is to be
classified a corporation for the purposes of the Missouri Constitution. (Whether
that classification carries over into the corporate statutes is an open question).
An interesting question arises here. Mo. CONsT. art. XI, § 8 provides that share.
holders of corporations have limited liability. Lack of limited liability was the
element that caused the decline of the joint stock company as a form of business
organization. Query whether the language of section 1 of article XI, classifying
joint stock companies as corporations, means that in Missouri members of joint
stock companies have limited liability. If it does, that is a significant reason to
require joint stock companies to meet the corporate requirements; otherwise, a
corporation could avoid state control by organizing as a joint stock company.

29. Of course, the primary advantage of a limited partnership is the shield
from personal liability for the limited partners. In Missouri, section 359.070,
RSMo 1969, creates this limited liability.

30. See Cheyenne Oil Corp. v. Oil & Gas Ventures, Inc., 42 Del. Ch. 100,
204 A.2d 743 (1964).

[Vol. 37
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PARTNERSHIP INTERESTS AS SECURITIES

tures repugnant to the Limited Partnership Act?31 If so, the agreement
cannot qualify as a limited partnership even if it purports to be one.
However, if these practices are consistent with the act and the parties
fulfill the other requirements of the Limited Partnership Act, no court
should deny limited partnership status simply because the arrangement
does not fit the court's stereotype of a limited partnership.

First, may limited partners be admitted after the formation of the
partnership? At common law, the admission of a new partner into a
general partnership caused a technical dissolution of the old partnership
and the formation of a new one.32 This is not necessarily so with the limited
partnership. The Limited Partnership Act clearly envisions the admis-
sion of additional partners after the formation of the original partner-
ship without dissolution resulting.33 Section 859.090, RSMo 1969, [all
references to statutory sections are to the Missouri Revised Statutes unless
otherwise indicated] provides that the general partners have the right to
admit additional limited partners if such power is given them in the
certificate of partnership.3 4 If this authority is given in the certificate, the
limited partners have no further voice in the selection or admission of
new limited partners. The general partners merely follow the procedure
outlined in the certificate, select the additional limited partners, and
induct them by filing an amendment to the certificate.3 5 Having approved
in advance of the admission of additional limited partners, the original
limited partners cannot prevent their induction by refusing to sign the

81. §§ 859.010-.290, RSMo 1969.
82. See, e.g., Shunk v. Shunk Mfg. Co., 86 Ohio App. 467, 98 N.E.2d 821

(1949). Bromberg argues the opposite view is preferable; he concludes that the
authorities contra are of dubious value. Bromberg, Partnership Dissolution-
Causes, Consequences, and Cures, 48 TEXAS L. Rav. 681 (1965). Bromberg's posi-
tion has been incorporated in J. CRANE & A. BROMBERG, PARTNERSHIP § 78A (1968).

33. See §§ 859.080, .160(2); UNiFORm LIMnTE PARTNERSHIP Acr § 1, Com-
ment (1969).

84. One should distinguish the certificate of partnership from the partnership
agreement. Although the same document often serves as both the certificate of
partnership and the partnership agreement, (see, e.g., Certificate and Agreement of
Partnership, Preliminary Prospectus, Monterey Vineyards, at A-1 (May 80, 1972)),
the two are not necessarily the same. Section 859.020 requires that the certificate
be recorded with the County Clerk in the county where the partnership conducts
its business. The certificate must include certain information outlined in that
section, including the authority of the general partners to admit additional
limited partners. § 859.020 (1)K (1), RSMo 1969. For a general discussion of this
point, see Pittman, Missouri's "Uniform Limited Partnership Act", 14 Mo. L. REv.
188 (1949). The certificate, however, need not contain the entire agreement of the
partners. For example, the share of the profits to which each general partner is
entitled may be omitted. Therefore, separate private partnership agreements from
which the information required by the certificate is extracted are common. See
J. CRANE & A. BROMBERG, PARTNERSHIP § 26, at 145 (1968). The Hilleary case is
unclear whether a separate partnership agreement existed or whether the certificate
doubled in brass; the failure of the parties to furnish the court with the separate
partnership agreement, or the inept drafting of the certificate if no separate
agreement existed, caused the court a number of unnecessary problems.

85. § 359.080, RSMo 1969.
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amended certificate of partnership. Section 359.250 (3) provides that the
court can order the certificate amended without the signature of the
objecting limited partner.36

Next, does the Limited Partnership Act contemplate free transfer-
ability of a limited partner's interest? Section 359.190 concerns this ques-
tion. Subsection 1 provides that a limited partnership interest is freely
assignable. Subsection 3, however, reveals that the assignment alone does
not make the assignee a substituted limited partner. The assignment merely
entitles the assignee to receive the limited partner's share of the profits
and a return of his capital contribution upon dissolution. Like the as-
signee of a general partner's interest at common law,3s the assignee of a
limited partnership interest is not entitled to require an accounting by
the partnership, to have access to any information concerning the partner-
ship, or to inspect the partnership books.38 Subsection 4, however, out-
lines a method for making the assignee a substituted limited partner.
The subsection provides that the certificate of partnership may give the
assigning partner the right to designate his successor as a limited partner.
Thus, the other partners can agree in advance to accept as a limited
partner any person to whom a limited partner sells his interest.3 9

From these provisions on the addition of new limited partners and
the transfer of existing partnership interests, it is clear that the drafters
of the Limited Partnership Act intended to depart from the traditional
common law limitations on addition of partners and transferability of
partnership interests. They intended to create a vehicle for investment
more closely resembling the corporation. Therefore, the objections to the
use of the limited partnership as a public investment device not only
find no support in the statutory language, but also run contrary to the

36. For a discussion of the language of section 359.250 and its departure
from the language of the Uniform Act, see Pittman, Missouri's "Uniform Limited
Partnership Act", 14 Mo. L. REv. 133, 145 (1949). To avoid circulating the amend-
ment document to the various limited partners to obtain their signatures (a rather
cumbersome process at best) one limited partnership provided that the general
partner would serve as the attorney-in-fact for all the limited partners for the
purpose of executing and signing any amendments to the certificate of partnership
including the admission or substitution of limited partners. See Preliminary
Prospectus, Monterey Vineyards, at A-7-A-9 (May 30, 1972).

37. See J. CRANE & A. BROMBERG, PARTNERSHIP § 42 (1968).
38. These rights seem of limited value to an investor, especially where he is

entitled to receive the same information as a result of the partnership interests
being registered as securities. Assignment requires no further formal action by
the partnership. On the other hand, accession to the status of substituted limited
partner requires filing of an amendment to the certificate of partnership. The
amendment must be signed by all the partners, general and limited. As this can
be a very cumbersome process in a large public partnership, whether the sub-
stitution process is necessary to protect the assignee's interests or whether the
simpler assignment provides sufficient protection should be considered.

39. As in the case of the newly admitted partner, the actual substitution does
not take place until the certificate of partnership is amended in accordance with
section 359.250, thereby giving public notice of the substitution. § 359.190 (5),
RSMo 1969.
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intent of the Uniform Commissioners as expressed in their comments to
the act.4 0

Another reason that the courts have been reluctant to recognize a
public investment vehicle as a true limited partnership is that the pur-
ported limited partners have no knowledge of the identity of their fellow
investors. As pointed out before, however, the statute specifically authorizes
a provision in the partnership certificate abolishing prior approval by
the limited partners as a condition to the admission of new limited part-
ners or the substitution of assignees for existing limited partners. There-
fore, it would be absurd to use this objection to deny limited partnership
status to those organizations having certificates that include such pro-
visions. Where the limited partners have contracted away their voice in
the selection and admission of other limited partners, it is irrelevant
whether the limited partners know the identity of those to be admitted.
In this regard, the limited partnership is like a corporation. In neither
case does the investor have any control over the acceptance of the other
individuals into the organization. Further, the Uniform Commissioners
make clear their general purpose to restrict the function and, correspond-
ingly, the liability of the limited partner. Actually, he is no longer a
partner with the resultant common law partnership duties; rather, he
is a passive investor seeking a return on his capital through the operation
of the enterprise by others.41 In this context, a limited partner's knowledge
of those running the enterprise, the general partners, is relevant to an
intelligent investment decision, but his knowledge of the other passive
investors is irrelevant.

The courts' final objection is to the public solicitation of investors.
Here the Limited Partnership Act itself is silent. Most authorities agree
that the Uniform Commissioners did not foresee the use of the act to
form large public limited partnerships.4 2 Does that mean that such part-
nerships cannot take advantage of its provisions? Is the statute inflexible
and incapable of adapting to meet the needs of a changing business
climate? It need not be. First, no provision in the act limits the number
of limited partners that the partnership can contain. This, coupled with
the provisions just outlined concerning induction of new members and
transferability of partnership interests, which were included to make the
interests a medium for investment, results in an investment vehicle essen-
tially impersonal in nature. Further, the limited partners have no effect
on the actual conduct of the business. Essentially, their investment differs
little from an investment in the stock of a corporation or the deposit
of funds in a savings account. Yet the courts allow the corporation and
the bank, under regulated conditions, to seek investors from the general
public. Why should they restrict the limited partnership? Obviously, they

40. See UNFORM Lmrrrr PARTNERSHin ACr § 1, Comment (1969).
41. Id.
42. See, e.g., J. CRANE & A. BRommERG, PARTNERsmp § 26, at 146 (1968).
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should not. Courts that have attempted to deny limited partnership status
because of the public nature of the enterprise have confused the limited
partnership with the general partnership. The relationship may result
from prior social or business contact, as the auto mechanic hypothetical
suggests, but the statute does not require that it result from such contact.
Therefore, the courts should not engraft additional requirements of knowl-
edge of and association with the other limited partners on to those stated
in the statute.

The court registered specific objections to the Hilleary agreement.
First, the introductory paragraph of the certificate indicates that the
agreement is made between the persons named in paragraph 8. However,
paragraph 3 contains no names, but refers the reader to Exhibit 1.

4 3 That
is consistent with the Limited Partnership Act. Section 359.020 requires that
the names and addresses of all the partners be included in the certificate,
but it does not require that they appear in any particular place. As Ex-
hibit I was attached and incorporated by reference, it is clearly a part of
the certificate. Thus, there is substantial, if not literal, compliance with
the statutory provisions, which is sufficient to create a limited partner-
ship.44

The court further attempts to distinguish the Hilleary agreement from
a "bona fide" limited partnership because Exhibit I indicates that the
Garbos as the sole limited partners are entitled to 5.76 percent of the
partnership profits, but makes no provision for Hilleary Franchise, the
only general partner, to receive any of the remainder. From this, the court
concludes that Hilleary Franchise cannot share in the partnership profits.
Therefore, according to the court, Hilleary Franchise has nothing to
transfer under the rights granted it in paragraph 8 of the certificate (deal-
ing with assignment of interests and substitutions of partners) except its
right to receive royalty income from the sale of the "John Henry's"
franchise to the partnership.

It is submitted that the omission does not prevent the agreement
from being a bona fide limited partnership, 45 nor does it prevent Hilleary
franchise from sharing in the profits. The document reproduced in the
report of the case purports to be nothing more than a certificate of part-

43. 479 S.W.2d at 500. Under paragraph 8 of the agreement, dealing with
substitution, the parties evidently contemplated assignment of interests after
the formation of the partnership. Therefore, to simplify amending the recorded
certificate, they probably chose to set out their names, addresses, and interests in
Exhibit I rather than in the body of the certificate.

44. § 359.020 (2), RSMo 1969. Good drafting principles dictate that the initial
paragraph should refer directly to Exhibit I, but the arrangement does not alter
the legal effect of the instrument.

45. Cf. Electric Supply Co. v. United States Fidelity & Guar. Co., 79 N.M. 722,
449 P.2d 324 (1969). In that case the plaintiff alleged that a limited partnership
of which he was a member was invalidly formed because the partnership agree-
ment indicated that members of a certain group (identified in an exhibit at-
tached to the agreement and including the plaintiff) were to be limited partners
and share 40 percent of the profits. The individual share of the profits of each
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nership, executed by the partners pursuant to Section 359.020. This docu-
ment need not contain the entire agreement between the partners.4 6 One
item of information that section 359.020 requires the certificate of part-
nership to contain is the share of the profits to which each limited partner
is entitled.4 7 It is not required, however, that the shares of the general
partners be disclosed.4 8 Thus, the omission of this information from the
recorded certificate does not cause the Hilleary agreement to fail to comply
with the disclosure provisions of the Limited Partnership Act.

Further, what of the assumption that Hilleary Franchise is entitled
to none of the partnership profits? From the discussion in the previous
paragraph, one can see that the interest of Hilleary Franchise may be
set out in a separate document.4 9 Moreover, a valid oral agreement allocat-
ing a share of the profits to Hilleary Franchise may exist. Nothing requires
that a written instrument evidence a general or limited partnership agree-
ment; 0 the partnership agreement can be entirely oral, entirely written,
or partly written and partly oral. Furthermore, under general contract

limited partner was to be set out in detail in the exhibit. However, the exhibit
showed the detailed division of only 36 percent of the profits, leaving 4 percent
unallocated. The court held that this did not prevent creation of a valid limited
partnership. The unallocated 4 percent was "a matter for adjustment between
the partners themselves and there is ample provision under the Uniform [Limited]
Partnership so that an adjustment can be made.... .79 N.M. at 727, 449
P.2d at 328.

46. Common practice is to have a separate partnership agreement containing
the details of the partnership. The information required to be published in
the certificate is extracted and filed as a public record. See J. CRANE &c A. BitOM-
BERG, PARTNERSHIP § 26, at 145 (1968).

47. § 359.020 (1)1 (i), RSMo 1969.
48. One reason for separate partnership agreements is avoidance of disclosure

of the division of profits among the general partners. J. CRANE & A. BROMBERG,
PARTNERSHip § 26, at 145 (1968). A model certificate that does not list the capital
contribution or share of the profits for the general partners is set out at J.
CRANE & A. BRONMERG, PARTNERSHiP, app. VII (1968). For a sample form of the
certificate and a separate partnership agreement, see J. MULDER & M. VOLTZ., THE
DRAFTING OF PARTNERSHIP AGREEMENTS 40-53 (rev. ed. 1955). Of course, where
there is a single general partner, as in the Hilleary agreement, his interest normally
can be determined simply by subtraction.

49. Two additional factors suggest the existence of another agreement be-
tween the parties. First, the title of the document normally indicates if it is used
as both certificate and agreement. See, e.g., Certificate and Agreement of Partner-
ship, Preliminary Prospectus, Monterey Vineyards, at A-1 (May 30, 1972). Second,
the existence of a second document of agreement would help explain the delay
of over a month between the purported execution date of the agreement and the
date of acknowledgment of the certificate. The agreement may have been entered
into on November 28, 1969, as the certificate recited, (479 S.W.2d at 494), but
the information not extracted nor the certificate executed and acknowledged
until sometime in 1970. The original agreement of partnership need not be
acknowledged, but the certificate must be. § 359.020, RSMo 1969.

50. The limited partnership agreement must be in writing to the extent of
the certificate that section 359.020 requires. Nothing prevents this certificate from
merely being the partial memorandum of an oral partnership agreement. For a
discussion of the application of the statute of frauds to partnership agreements,
see J. CRANE & A. BROMBERG, PARTNERSHIP § 23 (1968).
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law, parol evidence of such an agreement is admissible, whether its omis-
sion from the written memoranda was purposeful 5' or unintentional.5 2

Even if the parties did not discuss or agree on the interest Hilleary
Franchise was to receive, all is not lost. In Electric Supply Co. v. United
States Fidelity & Guaranty Co.,53 the court held that a similar failure to
allocate was a matter to be worked out by the partners among themselves.
The obvious solution is amendment of the partnership agreement to make
an allocation.54 If the parties are unwilling to do this, the statutes ap-
parently give the courts two alternatives. The remaining 94.26 percent

51. If the omission of Hilleary Franchise's share of the profits was inten-
tional, the writing was not intended a complete integration of the agreement. In
that case, under contracts law, parol evidence is admissible to establish those items
not covered by the written portion of the agreement. See generally S. WILLISTON,
CONTRAcTs § 633 (3d ed. 1961).

The parties may have intentionally omitted Hilleary Franchise's interest
because Hilleary Franchise did not want the interest to be made public, or per-
haps because it contemplated admission of additional partners under paragraph 8
and assignment to them of part of its interest, and therefore was uncertain of
the final extent of its interest. It was contemplated that each investor would
execute and receive a single copy of the partnership certificate. 479 S.W.2d at
496. This copy would show only the interest of the currently inducted limited
partner. Apparently Hilleary would maintain a composite copy and record a
composite copy according to the requirements of section 359.020. Listing Hilleary's
interest would be misleading if another partner were inducted, because Hilleary's
interest would decrease accordingly.

52. If the parties intended a complete integration of their agreement and
through oversight failed to list the agreed-upon interest that Hilleary Franchise
was to receive, Exhibit I is obviously ambiguous on its face. Here, too, contract
law indicates that parol evidence is admissible to establish what the parties
agreed was to be Hilleary Franchise's share of the profits. See generally S.
WILLISTON, CoNTRAcTs § 631 (3d ed. 1961).

53. 79 N.M. 722, 449 P.2d 324 (1969); see note 47 supra.
54. The parties perhaps intended to do so. Capital of $10,001 was likely

insufficient to open the restaurant operation. Additional capital logically would
come from the admission of new limited partners. Previously unallotted shares of
the profits commensurate with their capital contributions could be allotted to
them. The partners may have intended that paragraph 8 permit implementation
of such a plan, but that paragraph fails to provide the necessary authorization. It
is an enabling provision authorized by section 359.190, allowing the limited
partners to assign their interests and appoint the assignee a substitute limited
partner without the consent of the other partners. See text accompanying note
41 supra. As the certificate stands, it does not reflect any limited partnership in-
terest in Hilleary Franchise, although section 359.120 specifically permits a person
to be both a limited partner and a general partner at the same time. Section
359.190 applies only to limited partnership interests, because section 359.090
clearly indicates that new general partners cannot be admitted by action of the
general partner alone. Nor does the act contain any provision for the conversion
of a general partner's interest to that of a limited partner; this would not raise
the necessary capital anyway, because it is a transfer of an existing interest rather
than the creation of a new interest. Hilleary Franchise, rather than the partner-
ship, would be entitled to the proceeds of such an assignment.

One solution is inclusion of a provision authorizing the general partner to
admit new limited partners. The provision should establish the capital con-
tribution each new partner is to make, the percentage of the profits he is to
receive, and the formula for readjusting the shares of the existing partners (as-
suming that all of the profits have already been allocated). Sections 359.080 and
359.090 (6) authorize such provisions, which must be included in the certificate
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could be divided equally between the two existing partners,5 5 or the
profits could be left unallocated, to accumulate and be distributed as
capital upon dissolution of the partnership. 6 Only if a court were to hold
that the unallocated profits must accumulate and be distributed as capital
after dissolution would Hilleary Franchise have nothing to assign under
paragraph 8 of the certificate. 57

Finally, in the attempt to distinguish the Hilleary agreement from a
true limited partnership, the court observes that the certificate of partner-
ship stated that the partnership was created on November 28, 1969, but
Hilleary Franchise did not make its corporate acknowledgment until Janu-
ary 6, 1970, some 89 days later. The court concluded from this and the
previous points that the original partnership was not formed between
the Garbos and Hilleary Franchise, but that the Garbos joined as limited
partners at a later date.58

Other possible explanations exist for the difference in dates. The
document reproduced in the opinion purports to be nothing more than
a certificate of partnership; it is not necessarily the original partnership
agreement. Therefore, Hilleary Franchise and the Garbos may have entered
into a separate written5 O or oral 0 agreement of partnership on November

to be effective. See § 359.020 (1)1(k), RSMo 1969. No similar provision is in-
cluded in the Hilleary agreement; therefore, additional limited partners can only
be admitted by the consent of all the partners, limited and general.

55. Section 358.060 (2) provides that the provisions of the Missouri Uniform
Partnership Act apply equally to limited partnerships unless inconsistent with
the provisions of the limited partnership act. Section 358.180 provides all
partners share equally in the profits of the partnership unless the articles of
partnership provide otherwise. Limited partners share equally in the profits
unless some special agreement is included in the certificate of partnership.
§ 359.140, RSMo 1969. In conjunction, these two provisions provide a basis for
arguing that the Garbos should receive 5.76 percent as a preference stated in the
certificate and then share equally with all the other partners (in this case only
Hilleary Franchise) in the remaining undivided profits. The problem with this
approach is that section 359.020 (1)1 (i) requires that the share of profits of each
of the limited partners be set out in the certificate of partnership. However, the
language of section 359.140 suggests that such listing is only necessary when the
limited partners do not share equally. Thus interpreted, the sections indicate the
preference that the Garbos enjoy is set out in the certificate, and that this may
be sufficient.

56. Section 359.230 provides priorities for distribution of assets upon dis-
solution. Return of capital is to be based upon the percentage of each partner's
contribution to the original capital, if this priority is unaltered by the certificate
or subsequent agreement. The Hilleary case contains no indication of an altering
agreement. Clearly, if the partnership lost money, each limited and general
partner's share would be- ratably reduced. Logic dictates that if the partnership
makes money and the money is not allocated as profits, the partner's shares
should be ratably increased as well.

57. Such a holding is unlikely. Even then it would have the right to re-
ceive a portion of the returned capital based upon its percentage of contribution,
and this is an assignable right. Its share would likely be quite small, because it
contributed only $1, as compared to the Garbos' $10,000. 479 S.W.2d at 496.

58. Id. at 500.
59. See text accompanying note 49 supra.
60. See text accompanying note 50 supra.

19729]

15

Long: Long: Partnership, Limited Partnership, and Joint Venture

Published by University of Missouri School of Law Scholarship Repository, 1972



MISSOURI LAW REVIEW

28. Another possibility is that the parties signed the certificate on No-
vember 28, as the certificate recites, but that Hilleary Franchise simply
delayed acknowledgment of its act until January 6, 1970. If this possi-
bility is true, the agreement would create the partnership as of November
28, because the partnership agreement need not be acknowledged.

Even if the court is correct that the partnership was formed on No-
vember 28 between other parties,61 the admission of the Garbos as limited
partners at some time after its original formation would not destroy limited
partnership status.62 Sections 359.080 and 359.090 envision the admission
of new limited partners after the formation of the original partnership
interests and the substitution of assignees as limited partners. Therefore,
the court's conclusion that admission of the Garbos after the formation of
the partnership deprives it of limited partnership status flies in the face
of specific statutory authority.63

III. WHAT TYPES OF PARTNERSHIP AND

JOINT VENTURE INTERESTS ARE SECURrriES?

From the preceding discussion it is clear that a public limited part-
nership, and particularly the Hilleary arrangement, can be a bona fide
limited partnership. The basic, underlying questions remain unanswered,
however. First, what are the proper criteria for determining whether part-
nership and joint venture interests are securities? In an attempt to answer
this question, section A of this part discusses the general securities concepts
applicable to partnership interests. Second, under these criteria which
interests are securities? Sections B, C, and D discuss the application of
the general concepts to interests in partnerships, limited partnerships, and
joint ventures, in an attempt to develop specific guidelines for the prac-
titioner's use in determining whether each is or is not a security.

A. General Applicable Securities Rules
The obvious starting point is the statutory definition of a security.

Section 409.401 (1) defines "security":

61. Section 359.010 requires that there be at least one general partner and one
limited partner at the time of formation of the partnership. Although section
359.120 states that the same person can be, concurrently, a limited partner and a
general partner of the same partnership, two persons are required for the initial
formation. See § 359.020, RSMo 1969. That the Garbos were the only limited
partners listed in the certificate strongly implies that they were the limited part-
ners at the formation.

62. Some authority suggests that the status of a partnership interest as a
security is determined by whether the interest was acquired at the formation of
the partnership or by subsequent purchase of an existing partnership interest
or admission as an additional partner. See Op. Arr'Y GEN. (Cal.) No. 9073 (1933);
Op. ATr'Y GEN. (La.), [1946-1954 Transfer Binder] BLUE SxY L. RM ff 70,031
(1947); 1921-22 Op. ATr'Y GEN. (Nebr.) 163.

63. See text accompanying notes 34-38 supra. If the certificate failed to grant
the necessary authority to the general partners, as allowed by section 359.090,
admitting additional limited partners would require the consent of all the part-
ners, limited and general. § 359.090 (6), RSMo 1969. In the Hilleary agreement,
the general partner probably had no authority to admit new limited partners.
See note 54 supra.
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"Security" means any note; stock; treasury stock; bond; debenture;
evidence of indebtedness; certificate of interest or participation in
any profit-sharing agreement; collateral-trust certificate; preor-
ganization certificate or subscription; transferable share; invest-
ment contract; voting-trust certificate; certificate of deposit for a
security; certificate of interest or participation in an oil, gas, or
mining title or lease or in payments out of production under such
a title or lease; or any contract or bond for the sale of any interest
in real estate or deferred payments or on installment plans when
such real estate is not situated in this state or in any state adjoin-
ing this state; or, in general, any interest or instrument commonly
known as a "security," or any certificate of interest or participa-
tion in, temporary or interim certificate for, receipt for, guarantee
of, or warrant or right to subscribe to or purchase, any of the
foregoing.

This definition is part of the Uniform Securities Act, which has been
adopted in 25 states, the District of Columbia, and Puerto Rico. The
definition in the Uniform Act is based upon that in the Securities Act
of 1933. 64 The definition does not cover interests in partnerships and joint
ventures specifically. However, in addition to the specific categories of
securities, the statute contains three general classifications: (1) Investment
contracts; (2) certificates or interests in profit-sharing plans; and (3)
any interests or instruments commonly known as securities. Interests in
partnerships and joint ventures must fit within one of these general
categories if they are securities.

During the evolution of the definition under state law prior to the
passage of the Securities Act of 1933, the state legislatures realized the
difficulty of including every possible kind of security by specific enumera-
tion. Instead of identifying the common elements of the various types of
securities and drafting a definition based on these elements, however, the
state legislatures sought to provide flexibility in the securities acts by
introducing general phrases that were to cover new plans as they de-
veloped.6 5 By the time Congress passed the Securities Act of 1933, the
above three general phrases had become common, and were included in
that act without further definition. Thus the task of determining the scope
of the phrases went to the courts.

64. 15 U.S.C. § 77b (1) (1970). For purposes of this article, the definitions
can be treated as identical. Because of the strong influence of the federal act
and also because the federal act was based upon earlier state legislation, the
definitions found in the laws of states that have not adopted the Uniform Act
closely resemble the definitions in the Uniform Act and the federal act. It may
be assumed that the definition involved in any case discussed follows the language
of the Uniform Act unless otherwise noted.

65. Although the drafters of the early statutes probably intended that each
of the general phrases cover a different type of financial arrangement, the
tendency today is to lump the general phrases together, as if they were inter-
changeable.

The early decisions attempted to distinguish investment contracts from profit-
sharing plans. See, e.g., SEC v. Mining Truth Pub. Co., 1 SEC Jud. Dec. 469
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In the mid-1940's, the Supreme Court handed down two decisions 8

involving the definition of "investment contract" that shaped the develop-
ment of the general phrases for the next 25 years. In the first of these
cases, SEC v. C.M. Joiner Leasing Corp.,67 the SEC sought to enjoin the
Joiner Corporation from selling assignments of oil leases in conjunction
with contracts requiring the Joiner company to drill test wells to deter-
mine whether the land would produce oil.68 The investor was completely
passive, because the value and development of his property was solely
in the hands of the Joiner company. The Court declined to define "invest-
ment contract," on the ground that the definition would immediately
be evaded by the development of some new financing interest. Instead,
the Court determined that the instruments were securities because "trading
in these documents had all the evils inherent in the securities transactions
which it was the aim of the Securities Act to end."60

The Joiner case was soon followed by SEC v. W.J. Howey Co.70 The
Howey company was an established Florida citrus fruit growing firm that
sought to expand its production. The company secured an additional 500
acres of land suitable for citrus cultivation. To finance the purchase of
the land and to meet the costs of bringing it into production, the com-
pany decided to sell half of the new acreage to individual investors in
plots of 5 acres or less. Along with the sale contract, the investor was offered

(E.D. Wash. 1937); State v. Robbins, 185 Minn. 202, 240 N.W. 456 (1932). 1
L. Loss, SECURIMTs REGULATION 488 (2d ed. 1961), citing Op. ATT'y-GEN. (Fla.),
[1954-1961 Transfer Binder] BLus SKY L. Rpm. ff 70,388 (1958), suggests that the
distinction might be the existence of written evidence of the security. Profit-
sharing plans apparently required written evidence; investment contracts did not.

An example of the blurring of the general phrases is that the term "any
interest or instrument known as a 'security'" has fallen into disuse. Only two
recent cases using the term were found. See SEC v. Glenn Turner Enterprises, Inc.,
(1971-1972 Transfer Binder] CCH FED. SEc. L. Rirm. II 93,606 (D. Ore. Aug. 30,
1972); First Nat'l Say. Foundation, Inc. v. Samp, 274 Wis. 118, 80 N.W.2d 249
(1956). In Turner, the court used its interpretation of alternate grounds for
holding that the interests in issue were securities. The interests were also held
to be investment contracts and profit-sharing plans. Some courts label pyramid
interests and founder-member contracts as profit-sharing plans to avoid the defini-
tion of an investment contract developed in SEC v. W. J. Howey Co., 328 U.S. 293
(1946); See text accompanying note 73, infra.

66. SEC v. C. M. Joiner Leasing Corp., 320 U.S. 344 (1943); SEC v. W. J.
Howey Co., 328 U.S. 293 (1946). These decisions were under the Securities Act
of 1933 and therefore were not binding on the state courts in their interpretation
of the blue sky laws; however, they were literally followed (see, e.g., Emery v.
So-Soft, Inc., 30 Ohio Op. 2d 226, 199 N.E.2d 120 (Ct. App. 1964); Gallion v.
Alabama Mkt. Centers, Inc., 282 Ala. 679, 213 So.2d 841 (1968)) until the Supreme
Court of Hawaii rejected them in State v. Hawaii Mkt. Center, 485 P.2d 105
(Hawaii 1971). The Hawaii Market Center case appears to have replaced the

Supreme Court cases as the landmark decision in the area.
67. 320 U.S. 344 (1943).
68. This case would not arise under the Uniform Act because it includes in

the definition of a security any "certificate of participation in an oil, gas, or
mining title or lease or in payments out of production under such a title or
lease." § 409.401 (1), RSMo 1969.

69. 320 U.S. at 349.
70. 328 U.S. 293 (1946).
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a management contract by an affiliated corporation, Howey-in the-Hills
Service, Inc. Under the management contract, the affiliated company was
to care for the fruit trees and harvest and market the mature fruit. The
landowner could not enter his tract to pick and market the fruit without
the consent of the management company. The fruit from the various
groves was .pooled, processed, and marketed together. The investor re-
ceived payment based on the amount of fruit taken from his plot at the
time the fruit was picked, less a management fee and the cost of caring
for the tract. The Court stressed that most sales were made to non-resident
business and professional people who lacked the skill, knowledge, or equip-
ment to care for their property; therefore, the purchase by them was strictly
an investment.7 1 Moreover, the Court noted, it would be uneconomical
to run' the separate tracts as individual units. For these reasons, more
than 85 percent of the land purchasers had also purchased the management
contract.

72

Rather than simply detailing these facts and concluding, as in Joiner,
that the contracts were investment contracts because they contained the
evils the Securities Act sought to control, the Court chose to provide a
definition of "investment contracts":

[An investment contract] is where individuals were led to invest
money in a common enterprise with the expectation that they will
earn a profit solely through efforts of the promoter or of some one
other than themselves ...
... In other words, an investment contract for the purpose 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 .... 73

In addition to stating the definition, the Court issued an admonition

71. 828 U.S. at 296.
72. That the remaining persons did not purchase the management con-

tract is of no importance. If the land and management contracts offered together
constitute a security, offering the contracts for sale without registration is pro-
hibited. 15 U.S.C. § 77e (1970). See also § 409.801, RSMo 1969.

78. 328 U.S. at 298-99. The Court maintained that it was not formulating
a new definition, but merely summarizing the states' experience with the concept
of investment contracts under their securities acts. A careful reading of the state
cases cited by the Court in support of its definition reveals, however, that part
of the Court's definition was made from new cloth. For example, the prior
state experience provides no basis for that portion of the Howey definition that
refers to "efforts of others." The concept appears to have originated in the
definition of securities found in 87 CoRP. JUR. Licenses § 168 (1925). That
definition was based upon the case of Lewis v. Creasey, Corp. 198 Ky. 409, 248
S.W. 1046 (1923). The state courts did not widely accept either the Corpus
Juris or Lewis definitions. Similarly, there is some question concerning the "com-
mon enterprise" requirement of the Howey definition. The state and federal
case development of the Howey definition is beyond the scope of this article. For
a discussion, see Long, An Attempt to Return "Investment Contracts" to the
Mainstream of Securities Regulation, 24 OKLA. L. Rav. 185 (1971).
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that has been ignored too often in the succeeding 25 years. This admonition
is at least as important as the Court's definition:

The statutory policy of affording broad protection to investors is
not to be thwarted by unrealistic and irrelevant formulae.7 4

Thus, the Court appears to say that its definition should be used only as
long as it fulfills the needs of securities regulation. If it fails to bring
within the coverage of the securities acts those interests that, in light of
the policies behind the acts, should be covered, the state and lower federal
courts should feel no compunction about changing it.

The Howey definition contains four elements: (1) The investment of
money;75 (2) in a common enterprise; (3) with the expectation of a profit;
(4) to be made solely through the efforts of others. Attempted applica-

tions of this definition have varied,76 but since 1946 most of the courts
deciding cases involving investment contracts have followed, or purported
to follow, the Howey definition.

74. 328 U.S. at 301. See also Tcherepnin v. Knight, 389 U.S. 332, 336
1967), where the Court said: "Form should be disregarded for substance and

ge emphasis should be on economic reality."
75. Money here means value or money's worth. A corporation may issue

stock in exchange for property, goods, or services previously performed. § 351.160 (1),
RSMo (1969). Should not the same principle apply to an investment contract?
Recently a District of Columbia court considered this problem in Murphy v.
Dare to Be Great, Inc., Civ. A. No. 3826-72 (D.C. Super. Ct., Sept. 20, 1972).
The court first concluded that the investment of money provision should be
interpreted as the giving of any kind of consideration in the general contract
sense. It then held that all the activities of a prospective independent sales agent
or trainee for Dare to Be Great done in order to qualify for that status and to
sell the Dare to Be Great programs was consideration for his right to share in the
profits of future sales as much as the money he paid to join the organization
originally. Cf. Continental Marketing Associates, Inc.. 3 BLUE Sny L. RP.x.
II 71,016 (Ind. Sec. Comm'n 1969).

76. See, e.g., Commonwealth ex rel. Pennsylvania Sec. Comm'n, 414 Pa.
253, 199 A.2d 428 (1964). There, the court determined that the word "profit"
should be taken literally. Thus, a contract providing for the payment of money
regardless of the overall profitability of the enterprise could not be an invest-
ment contract. One need only contrast the corporate bond and debenture with
the investment contract to show that the interpretation is improper. The interest
obligation is a fixed charge on the enterprise; interest must be paid even if the
enterprise is profitable. Clearly, the profit that the definition refers to is the
investor's rather than that of the enterprise. The definition might more properly
embrace the expectation of "benefit" rather than "profit." See Silver Hills
Country Club v. Sobieski, 55 Cal. 2d 811, 361 P.2d 906, 13 Cal. Rptr. 186 (1961),
where the expected return was the use of country club facilities.

The concept of a common enterprise has troubled the federal courts in con-
nection with discretionary commodity accounts. The Seventh Circuit, in Mil-
narik v. M-S Commodities, Inc., 457 F.2d 274 (7th Cir. 1972), aff'g 320 F. Supp.
1149 (N.D. Ill. 1970), held that discretionary commodity accounts are not securi-
ties, on th- ground that the discretionary holder did not share in the profits;
he merely received a normal trading commission for executing sales for the account.
A series of contrary decisions, holding discretionary accounts to be investment
contracts, have come out of the Southern District of New York. See Johnson
v. Arthur Espey, Shearson, Hammill & Co., 314 F. Supp. 764 (S.D.N.Y. 1972);
Bache & Co. Inc. v. Commercial Iron Sc Metal Co., [1970-1971 Transfer Binder]
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However, cases within the last five years evince growing dissatisfac-
tion with the Howey test.77 Much of this dissatisfaction centers around the
last element. The Court failed to make clear in Howey what type of efforts
it meant. As a result a split of authority developed. In the late 1960's, a
few courts, ignoring the Court's admonition about the application of
irrelevant formulae, interpreted the "efforts" test literally.1 8 These courts
determined that investor participation in the enterprise in any manner
was sufficient to remove the investor's interest from the coverage of the
Howey definition. That his participation had no effect upon his invest-
ment or the outcome of the enterprise was unimportant. It was only
necessary that he be required to do some work, usually physical, to further
the enterprise. Thus, two courts held sufficient to avoid the Howey defini-
tion a requirement that an investor in a membership-only discount depart-
ment store hand out 50 cards to potential customers.7 9

Some courts, however, determined that the efforts to which the Court

CCH FED. SEC. L. REP. 11 93,114 (S.D.N.Y. 1971); Berman v. Orimex Trading
Inc., 291 F. Supp. 701 (S.D.N.Y. 1968); Maheu v. Reynolds & Co., 282 F. Supp.
423 (S.D.N.Y. 1967). More important, the court misplaced its emphasis in de-
termining whether a common enterprise is present. The existence of a com-
mon enterprise does not depend upon sharing the profits, but rather upon
whether there is some joint participation. Berman v. Orimex Trading Inc.,
291 F. Supp. 701 (S.D.N.Y. 1968). See also Long, An Attempt to Return "In-
vestment Contracts" to the Mainstream of Securities Regulation, 24 OKLA. L.
REv. 135, 162 (1971). Discretionary trading accounts involve joint participa-
tion. An investor contributes capital, and a commodity dealer uses his expert
knowledge to attempt to make a profit. Both are engaged in the common enter-
prise of attempting to profit from the capital invested. That the expert is com-
pensated by salary or commission does not alter the fact that he and the investor
are engaged in pursuing a common goal or enterprise.

77. The dissatisfaction can largely be traced to Coffey, The Economic Reali-
ties of "Security": Is There a More Meaningful Formula?, 18 WEsTERN RES. L. Rv.
367 (1967).

78. See Gallion v. Alabama Mkt. Centers, Inc., 282 Ala. 679, 213 So. 2d 841
(1968); Georgia Mkt. Centers, Inc. v. Fortson, 225 Ga. 854, 171 S.E.2d 620 (1969);
Emery v. So-Soft, Inc., 30 Ohio Op.2d 226, 199 N.E.2d 120 (Ct. App. 1964);
Koscot Interplanetary, Inc. v. King, 452 S.W.2d 531 (Tex. Civ. App. 1970),
writ ref. no rev. err. 466 S.W.2d 364 (Tex. 1970); Bruner v. State, 463 S.W.2d
205 (Tex. Crim. App. 1970).

79. Gallion v. Alabama Mkt. Centers, Inc., 282 Ala. 679, 213 So. 2d 841
(1968), and Georgia Mkt. Centers v. Fortson, 225 Ga. 854, 171 S.E.2d 620 (1969).
The Georgia Legislature promptly amended the definition of security to negate
the Fortson decision. Ga. Laws of 1970, H.B. No. 1156 (Mar. 20, 1970), amend-
ing GA. CODE § 97-102 (1968) (codified at GA. CODE § 97-102 (i) (1971 Supp.)).
See 21 MERCER L. REv. 715 (1971). The new statute covers pyramid-type schemes.
Fortson v. Turner, Complaint No. 38464 (Ga. Super. Ct., Bibb County., Sept.
6, 1972).

The investor's "profit" in the Gallion and Fortson cases was partly a com-
mission on net sales to person who presented the cards and purchased items at
the store. For cases rejecting this approach under similar factual situations, see
D.M.C., Inc. v. Hayes, [1961-1971 Transfer Binder] 3 BLUE SKY L. RES'. 11 70,897
(Colo. Dist. Ct. 1971); Shaul v. Consumer Companies of America, Inc., 3 BLUE

SKY L. REP. 71,022 (Ohio C.P., Franklin County., 1972); Continental Marketing
Associates, Inc., 3 BLUE SKY L. REt'. 71,016 (Ind. Sec. Comm'n 1969); Discount
Mart Corp., 3 BLUE SKY L. REP., ff 71,003 (Okla. Sec. Comm'n 1970).
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referred were managerial efforts.8 0 Under this view, the crucial question
is whether the investor has the right to participate in those management
decisions that determine whether the venture will be successful. If the
investor has the right to share in the making of such decisions, his interest
is not a security; however, if he merely invests, leaving the control and
management to other active investors or paid managers, his interest is
a security.8 1

The dispute over the kinds of efforts sufficient to avoid classification
as a security has climaxed in the litigation involving pyramid schemes82

and founder-member contracts. 83 The interpretation of Howey that equates
"efforts" with "managerial efforts" is ascendant,8 4 because no case since
the 1970 case of Koscot Interplanetary, Inc. v. King8 5 has followed the
literal interpretation of Howey that any efforts will suffice. The Idaho
court in State ex rel. Park v. Glenn Turner Enterprises, Inc.8 6 summed
up the opposition to this literal interpretation when it said:

[This] arbitrary position could not possibly serve the objectives
of the Securities Act to protect the investing public from the
depredations of any unscrupulous individuals bent on fraud. As
a matter of fact, such a test provides a built-in loophole for any
such person to devise methods to avoid the purpose of the Securi-
ties Law.87

The following quotation from SEC v. Glenn W. Turner Enterprises, Inc.88

typifies the position of most courts that have recently decided the issue:

80. See, e.g., Polikoff v. Levy, 55 111. App. 2d 229, 204 N.E.2d 807, cert. denied,
382 U.S. 903 (1965); State v. Silverberg, 166 Ohio St. 101, 139 N.E.2d 342 (1956).

81. The accuracy of this interpretation of the efforts test is verified by the
following quotation from the Howey case itself: "Thus all the elements of a
profit-seeking business venture are present here. The investors provide the capital
and share in the earnings and profits; the promoters manage, control, and operate
the enterprise." 328 U.S. at 300 (emphasis added).

82. See, e.g., SEC v. Glenn W. Turner Enterprises, Inc., [1971-1972 Transfer
Binder] CCH FED. SEC. L. REP. ff 73,606 (D. Ore. Aug. 30, 1972); State ex rel.
Park v. Glenn Turner Enterprises, Inc., 3 BLUE SKY L. REP. fI 71,023 (Idaho Dist.
Ct., Mar. 28, 1972).

83. See, e.g., D.M.C., Inc. v. Hayes, [1961-1971 Transfer Binder] 3 BLUE
SKY L. REP. f 70,897 (Colo. Dist. Ct. 1971); State v. Hawaii Mkt. Center, Inc.,
485 P.2d 105 (Hawaii 1971), afrg 3 BLUE SKY L. REP. 1 70,880 (Hawaii Cir. Ct.,
1st Cir. 1970); State ex rel. Fisher v. World Mkt. Centers Inc., 3 BLUE SxY L. REP.

71,034 (Okla. Dist. Ct. June 2, 1972). See also Attorney General v. Great Way
Merchandising, Ltd., [1971] 3 W.W.R. (n.s.) 13 (Alb. A.D.).

84. See, e.g., Venture Inv. Co. v. Schaefer, 3 BLUE SKY L. REP. 1 71,031 (D.
Colo., June 16, 1972); State v. Hawaii Mkt. Center, Inc., 485 P.2d 105 (Hawaii
1971); SEC v. Glenn W. Turner Enterprises, Inc., [1971-1972 Transfer Binder]
CCH FED. SEC. L. REP. ff 93,606 (D. Ore., Aug. 30, 1972).

85. 452 S.W.2d 531 (Tex. Civ. App. 1970), writ ref., no rev. err. 466 S.W.2d
364 (Tex. 1970). See also Bruner v. State, 463 S.W.2d 205 (rex. Crim. App. 1970).

86. 3 BLUE SKY L. REP. 71,023, (Idaho Dist. Ct., Ada County, Mar. 28,
1972).

87. Id. at 67,200.
88. [1971-1972 Transfer Binder] CCH FED. SEC. L. RP. ff 93,606 (D. Ore.,

Aug. 30, 1972). See also State v. Hawaii Mkt. Center, Inc., 485 P.2d 105, 111
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The most essential consistency in the cases which have considered
the meaning of "investment contract" is the emphasis on whether
or not the investor has substantial power to affect the success of
the enterprise. When his success requires professional or mana-
gerial skill on his part, and he has authority corresponding with
his responsibility, his investment is not a security within the
meaning of the securities acts. When he is relatively uninformed
and unskilled and then turns over his money to others, essentially
depending upon their representations, and their honesty and skill
in managing it, the transaction is an investment contract.8 9

The early tendency to construe "efforts" to include physical non-mana-
gerial efforts caused some courts to reject the Howey test completely. 00

Looking for an alternative test, these courts generally 9' turned to the
"risk capital" test developed in Silver Hills Country Club v. Sobieski.9 2

In that case, the promoters solicited investments in a newly formed coun-
try club. The investor's contribution was used in the construction of club
facilities. The investor received only the right to use the facilities; he
received no ownership right or interest in them. The ownership remained
entirely in the promoters, who also had exclusive rights to profits from
the operation of the club. Justice Traynor, writing for the majority, said:

We have here nothing like the ordinary sale of a right to use exist-
ing facilities. Petitioners are soliciting the risk capital with which
to develop a business for profit. The purchaser's risk is not less-
ened merely because the interest he purchases is labelled a member-
ship. Only because he risks his capital along with other purchasers
can there be any chance that the benefits of the club membership
will materialize. 93

(Hawaii 1971). For an interest to avoid securities classification, the investor's
authority in the enterprise must result from his investment and not from the
position that he holds within the enterprise. A corporation president's stock is
no less a security because he also holds the chief management position within
the corporation; his management position is not a necessary concomitant of his
stock ownership. Similarly, the executive status of an investor in a pyramid scheme
in the corporation promoting the scheme does not prevent the investment from
being a security. See Continental Marketing Associates, Inc., 3 BLUE SxY L. REP.

71,016, at 67, 179 (Ind. Sec. Comm'n 1969).
89. [1971-1972 Transfer Binder] CCH FED. SEc. L. REP. 1 93,606, at 92.
90. See, e.g., Florida Discount Centers, Inc. v. Antinori, 226 So. 2d 693 (Fla.

App. 1969), aff'd, 232 So. 2d 17 (Fla. 1970); State ex rel. Healy v. Consumer Busi-
ness Sys., Inc., 92 Ore. Ad. Sh. 287, 482 P.2d 549 (Ct. App. 1971).

91. See, e.g., Frye v. Taylor, 3 BLUE SYx L. REP. 1 71,020 (Fla. App., Mar. 9,
1972); State ex rel. Healy v. Consumer Business Sys., Inc., 92 Ore. Ad. Sh. 287,
482 P.2d 549 (Ct. App. 1971).

92. 55 Cal. 2d 811, 361 P.2d 906, 13 Cal. Rptr. 186.
The Silver Hills case was not the first decision to expound the risk capital

concept. The Wisconsin Supreme Court recognized it in Brownie Oil Co. v. Rail-
road Comm'r, 207 Wis. 88, 240 N.W. 827 (1932). See also 27 Op. A-r'Y-GEN.
(Wis.) 598 (1938); 26 Op. ATr'Y-GEN. (Wis.) 370 (1937). An early exposition of
the concept is in State v. Gopher Tire & Rubber Co., 146 Minn. 52, 177 N.W.
937 (1920); it was the first case to consider investment contracts.

93. 55 Cal. 2d at 814, 361 P.2d at 908, 13 Cal. Rptr. at 188.
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An interest comes within the risk capital test if the investor con-
tributes to the capital necessary to finance or operate the enterprise and
receives in exchange the right to some benefit.9 4 Under the Silver Hills
decision the contribution need not result in the investor receiving an
equity interest,05 nor does the benefit have to be in the form of a monetary
return or "profit." Although Silver Hills discusses contributions to initial
risk capital, a more recent case suggests that the investment is a security
whenever there is a contribution to capital, whether initial or additional.9 6

In the 1971 case of Commissioner v. Hawaii Market Center, Inc.,9 7

the Hawaii Supreme Court rejected the Howey test despite its modifica-
tion by the trial court to read "substantially through the efforts of others."9 8

Impressed by the risk capital test and Professor Coffey's plea for recogni-
tion of the economic realities of securities, 99 the court created a new test
that combines the best elements of the Howey and the risk capital tests:

[W]e hold that for the purposes of the Hawaii Uniform Securities
Act (Modified) an investment contract is created whenever:
(1) an offeree furnishes initial value to an offeror, and
(2) a portion of this initial value is subjected to the risks of the

enterprise, and
(3) the furnishing of the initial value is induced by the offeror's

promises or representations which give rise to a reasonable
understanding that a valuable benefit of some kind, over and
above the initial value, will accrue to the offeree as a result of
the operation of the enterprise, and

94. This is the critical point in a discussion of franchises as securities. If
the franchisee invests an amount greater than the fair market value of the franchise,
and the additional proceeds are used to sustain the franchisor's operation so that
it can fulfill its obligations to the franchisee, the franchisee has contributed to
the risk capital of the franchisor. The franchisee expects benefits from the con-
tribution in the form of performance by the franchisor. Finally, he has no
control rights in the franchisor's business (in most cases he does control his own
franchise operation, but that is irrelevant). Clearly, franchises can be securities.
See 49 Or. ATr'Y-Gt.N (Cal.) 124, 3 BLUE SKY L. RE. f1 70,747 (1967); Op.
A-r'Y-GEN. (Ga.) No. CS 05622, 3 BLUE SKY L. R.P. ff 70,893 (1971). See also
Venture Inv. Co. v. Schaefer, 3 BLUE SKY L. REP. ff 71,031 (D. Colo., June 16,
1972); Mr. Steak, Inc. v. River City Steak, Inc., 324 F. Supp. 640 (D. Colo. 1970),
aff'd, 460 F.2d 666 (10th Cir. 1972).

95. One should distinguish capital in the broad economic sense from capital
in the narrow balance sheet sense. A person who lends the enterprise money
and receives a bond or promissory note contributes to the economic capital of
the enterprise, but he has no equity share in it. The same may be true in the
investment contract situation.

96. State ex rel. Park v. Glenn Turner Enterprises, Inc, 3 BLUE SKY L. REP.
1 71,023 (Idaho Dist. Ct., Mar. 28 1972).

97. 485 P.2d 105 (Hawaii 1971).
98. State v. Hawaii Mkt. Center, Inc., [1961-1971 Transfer Binder] BLUE

SKY L. REP. ff 70,880 (Hawaii Cir. Ct., 1st Cir. 1970), affd, 485 P.2d 105 (Hawaii
1971) (emphasis added). See also D.M.C., Inc. v. Hayes, [1961-1971 Transfer
Binder] BLUE SKY L. REP. f 70,899 (Colo. Dist. Ct. 1971); Discount Mart Corp.,
3 BLUE SKY L. REP. f 71,003 (Okla. Sec. Comm'n 1970).

99. Coffey, The Economic Realities of a "Security": Is There a More Mean-
ingful Formula?, 18 W=EsTFN REs. L. REv. 367 (1967).
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(4) the offeree does not receive the right to exercise practical and
actual control over the managerial decisions of the enter-
prise.1 00

Two other state courts' 0 1 and two federal district courts' 02 have adopted
this test in the short time since its formulation. It may be destined to
replace the Howey test as the pre-eminent test for an investment contract.

Contemporaneously with the development of the general law of in-
vestment contracts in Howey and Joiner, another special test was sug-
gested to determine whether interests in partnerships, limited or general,
and joint ventures are securities. This test is the one that the Hilleaiy
court champions; it is that a bona fide partnership (limited or general)
is never a security, because there is no public offering of the partnership
interests. Conversely, if interests are offered to the public, the organization
is not a bona fide partnership, and the interests are securities. Prior to
1945, some judicial authority supported this position, 103 but no real
attempt had been made to articulate the reasoning behind it.

In 1945, a series of articles entitled "Regulation and Liability Under
California Corporate Securities Act" appeared in the California Law Re-
view. 104 This series, written by T.W. Dahlquist, a practicing attorney,
became a classic in securities regulation in California. The first article
supports the position that bona fide partnership interests, limited or
general, are not securities within the California Act.' 05 The article first
asserts generally that three factors determine the interests that are securi-
ties under the California Act. The first two, discussed above, require an
investment with expectation of profit and an absence of control over the
enterprise by the investor. The third factor, which concerns the question
of good faith and lack of intent to evade the statute, involves the extent to
which the interests are offered to the public. 06

The article then applies these general criteria specifically to part-
nership interests. The author asserts, without citing authority, that the

100. 485 P.2d at 109.
101. State ex rel. Park v. Glenn Turner Enterprises, Inc., 3 BLUE SxY L. REP.

71,023 (Idaho Dist. Ct., Mar. 28, 1972); State ex rel. Fisher v. World Mkt. Cen-
ters, Inc., 3 BLUE SKY L. R P. 71,034 (Okla. Dist. Ct., June 2, 1972).

102. SEC v. Glenn IV. Turner Enterprises, Inc., [1971-1972 Transfer Binder]
CCH FED. SEc. L. RPrTR. 1 93,606 (D. Ore. Aug. 30, 1972) (under the Securities
Act of 1933 and the Securities and Exchange Act of 1934); Venture Inv. Co. v.
Schaefer, 3 BLUE SKY L. REP. 1 71,031 (D. Colo. June 16, 1972) (under the Colo-
rado Uniform Securities Act).

103. See, e.g., Lindemulder v. Shoup, 258 Mich. 679, 242 N.W. 807 (1932);
State v. Golden, 216 Minn. 97, 12 N.W.2d 617 (1943); Hanneman v. Gratz, 170
Minn. 38, 211 N.W. 961 (1927). See also Op. Arr'Y-GEN. (Cal.) No. 9073 (1933);
1921-1922 Op. ATr'y. GEN. (Nebr.) 163.

104. Dahlquist, Regulation and Civil Liability Under the California Corporate
Securities Act (pt. 1), 33 CALIF. L. REv. 343 (1945), (pts. 2-4), 34 CAijF. L. RmV.
344, 543, 695 (1946).

105. Dahlquist, Regulation and Civil Liability Under the California Corporate
Securities Act, 33 CALm. L. R.v. 343, 359, 361-65 (1945).

106. Id. at 359.
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prior administrative interpretation of the California act was that bona
fide partnership interests were not securities within the meaning of that
act.1 07 He then states:

It is believed that one of the chief criteria for determining whether
an interest in a partnership is a "security" under the Act is the
element of selection of the partners. In all general partnerships,
and also in bona fide limited partnerships, there is the right of
delectus personarum, the right to determine membership. No
partner is admitted without unanimous approval of every other
partner. A true partnership is a relation [sic] of personal con-
fidence and is a select closed group. Its memberships are never
indiscriminately offered at random to the public at large.1 08

Thus, the essence of this test proposed by Dahlquist is whether all of the
members have control over the selection of other members of the pur-
ported partnership. If this factor is present, the organization is a bona
fide partnership or joint venture, and the interests are not securities.
Conversely, if some of the members have no control over the member-
ship selection process, the organization is not a bona fide partnership
or joint venture, and the interests are securities.

The California Court of Appeals adopted this test in a series of
cases.' 00 It appears, however, that no other case except Hilleary has adopted
the test." 0

It is submitted that the Dahlquist formula is incorrect in making
the determination whether partnership interests are securities depend
on whether the members have control over the admission of new mem-
bers. Therefore, that part of the test should be omitted from the list of
factors for determining whether interests in general or limited partner-
ships or joint ventures are securities. Several reasons exist for this position.

First, the test was developed for use in circumstances that are not
present today in most states. At the time of the article, the California
securities act provided that no company, regardless of size, could sell
any securities of its own issue, including the initial issue, without obtain-

107. Id. at 361.
108. Id. at 363.
109. Solomont v. Polk Dev. Co., 245 Cal. App. 2d 488, 54 Cal. Rptr. 22 (1966);

Rivlin v. Levine, 195 Cal. App. 2d 13, 15 Cal. Rptr. 587 (1961). See also Farns-
worth v. Nevada-Cal Management, Ltd., 188 Cal. App. 2d 382, 10 Cal. Rptr.
531 (1961). The Farnsworth court discusses the Dahlquist test, but properly based
its decision on the absence of public sale. Each of these cases was decided by a
different division of the Second District Court of Appeals. No other district of
the California Court of Appeals has approved the Dahlquist test.

110. But see Virnig v. Smith, 252 Minn. 363, 90 N.W.2d 241 (1958); Conroy
v. Schultz, 80 N.J. Super. 443, 194 A.2d 20 (Ch. 1963); Brown v. Cole, 155 Tex.
624, 291 S.W.2d 704 (1955). These cases, in dicta, adopt the Dahlquist test for
limited partnerships. See also Op. ATr'Y-GEN. (La.), [1946-1954 Transfer Binder]
BLUE SKY L. RnP. 7f 70,031 (1947). Professor Loss supports the Dahlquist test, but
with reservations. 1 L. Loss, SucuTrriEs rGULATION 502-06 (2d ed. 1961). See also
Comment, Public Limited Partnerships in Northwest Real Estate Syndications, 7
WiLLAMErE L. J. 74, 85 (1971).
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ing a permit from the Corporation Commissioner.'1 1 Because the Cali-
fornia act defined "company" to include associations and partnerships of
every kind,112 the question immediately arose whether the act required
every partnership or joint venture, whether it consisted of 2 men, both
of whom were actively engaged in the partnership business, or 100 men,
only 1 of whom was actively engaged in the business, to secure a per-
mit. Securing the permit was difficult and required disclosure of in-
formation that otherwise partners would probably keep confidential.
Therefore, the permit requirement was an onerous and unnecessary hin-
drance to anyone desiring to do business in the non-public partnership
form. Therefore, a need existed for a legal theory that would exempt
non-public partnerships from the permit requirement. It was against this
background that Dahlquist developed his idea that partnership interests
had never been securities. Then, in an attempt to reconcile this idea
with the obvious need for regulation when interests are sold at random to
the general public and with earlier California cases holding interests in
various types of partnerships to be securities, 113 Dahlquist developed his
dichotomy of bona fide and non-bona fide partnership interests.

Today in most states, including California,1 4 the securities acts are
based on the premise that an interest is always a security or never a
security. If it is a security, it may be exempt from the registration require-
ments' 5 of the act depending on its nature or its method of sale, but the
remaining portions of the act apply to it, particularly the anti-fraud pro-
visions. 16 Thus, if a given partnership or joint venture interest is a
security, it is always subject to the anti-fraud sections of the act, but if
sold to a small group in a particular manner it need not be registered.117

Consequently, in most states the purported distinction between bona fide
and non-bona fide interests is unnecessary. The anti-fraud provisions pro-
tect the purchaser when any interests are sold, but the burden of registration
is imposed only when the need exists for additional protection.

The Dahlquist test is supportable under neither prior nor subsequent
California case law. In People v. Simonsen,"s the court held the evidence

111. Law of May 23, 1949, ch. 384, § 1, [1949] Cal. Stats. 707 (repealed 1969).
112. Law of May 23, 1949, ch. 384, § 1 [1949] Cal. Stats. 698 (repealed 1969).
113. See, e.g., People v. Claggett, 130 Cal. App. 141, 19 P.2d 805 (1933); Bar-

rett v. Gore, 88 Cal. App. 372, 263 P. 564 (1928); People v. Simonsen, 64 Cal.
App. 97, 220 P. 442 (1923).

114. The former securities act was repealed completely in 1968 and replaced
by the Corporate Securities Law of 1968.

115. § 409.301, RSMo 1969.
116. §§ 409.101, .411, RSMo 1969.
117. The exemption typically applicable to partnership interests that are

securities is that in section 402 (b) (9), which exempts sales to 10 or fewer persons
within any 12-month period under certain conditions. UNIFORM SEC. Acr
§ 402 (b) (9). In Missouri, this exemption applies to sales by issuers only, where the
total number of securities holders after the sale does not exceed 25. § 409.402 (b) (9),
RSMo 1969.

118. 64 Cal. App. 97, 220 P. 442 (1923).
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sufficient to support the trial court's conclusion that the agreement created
a general partnership, and also held that the interests were securities.
Similarly, People v. Dysart"1 9 held that a criminal complaint charging the
defendant with the sale of an unregistered limited partnership interest
stated a public offense under the securities act. These cases and others1 20

caused the Executive Deputy Commissioner of Corporations to conclude
in 1944 that limited partnership interests were within the statutory defi-
nition of securities, and thus could not be sold without a permit. 121 Cases
subsequent to the Dahlquist article are also inconsistent with its proposed
test. In 1947, People v. Woodson 22 reaffirmed that partnership and limited
partnership interests could be securities. In 1961, in Farnsworth v. Nevada-
Cal. Management, Ltd.,123 the court discussed the test, but found the
interests exempt from the statute because no public sale had occurred. 124

Admittedly, both Rivlin v. Levine' 2 5 and Solomont v. Polk Development
Co.1 2

6 adopt the Dahlquist test. Nevertheless, it is clear that in both cases
the partnerships were not bona fide partnerships under the limited partner-
ship statutes; therefore, no need existed to resort to the Dahlquist test to
bring the interests within the securities act.' 27

119. 49 Cal. App. 2d 287, 102 P.2d 1091 (1940).
120. People v. Dutton, 41 Cal. App. 2d 866, 107 P.2d 937 (1940); People v.

Claggett, 130 Cal. App. 141, 19 P.2d 805 (1933); People v. Oliver, 102 Cal. App.
29, 282 P. 813 (1929); Barrett v. Gore, 88 Cal. App. 372, 263 P. 564 (1928).

121. Smith, Limited Partnership Interests as Securities Under the Corporate
Securities Act, 19 L.A. BAR BULL. 257 (1944). Dahlquist acknowledged the article
and the cases, but countered by stating that the cases all involved non-bona fide
partnership interests. He pointed out that no law firm, brokerage house, or
accounting firm had ever filed for a permit, yet the corporation commission had
not brought action against any such organization. Dahlquist, supra note 105, at
361-62. The Dahlquist test was not necessary to reach the desired result. The
California act required that a partnership obtain a permit to issue securities.
See text accompanying note 111 supra. Dahlquist assumed that, absent some rule
about public sale and bona fide partnerships, all partnership interest would have to
be registered. That assumption is incorrect; partnership interests that are also
securities, must be registered, because the act governs only interests that are
securities. The Smith article and the California cases (see cases cited supra note
120) indicate that only those partnership interests that gave the investor no
management rights were considered securities. As the discussion in part II, section
B of this article demonstrates, all limited partnership interests qualify. This is
consistent with the language of the securities act because it would be possible for
a partnership to issue interests other than interests in itself that would be securi-
ties, e.g., interests in gas and oil leases, long-term promissory notes, and the like.

122. 78 Cal. App. 2d 132, 177 P.2d 586 (1947). See also People v. Dutton, 41
Cal. App. 2d 382, 107 P.2d 937 (1940).

123. 188 Cal. App. 2d 382, 10 Cal. Rptr. 531 (1961).
124. Law of May 23, 1949, ch. 384, § 1 [1949] Cal Stat. 700 (repealed 1969),

exempted sales of partnership interests from the coverage of the securities act
so long as there was no public sales. See also Moulin v. Der Zakarian, 191 Cal.
App. 2d 184, 12 Cal. Rptr. 572 (1961); Camerini v. Long, 184 Cal. App. 2d 292,
8 Cal. Rptr. 174 (1960); 14 Op. Awr'Y-GEN. (Cal.) 16, [1946-1954 Transfer Binder]
BLUE SKY REP. f" 70,106 (1949).

125. 195 Cal. App. 2d 13, 15 Cal. Rptr. 587 (1961).
126. 245 Cal. App. 2d 488, 54 Cal. Rptr. 22 (1966).
127. In Solomont v. Polk Dev. Co., id., the court found that the signature

[Vol. 37

28

Missouri Law Review, Vol. 37, Iss. 4 [1972], Art. 1

https://scholarship.law.missouri.edu/mlr/vol37/iss4/1



PARTNERSHIP INTERESTS AS SECURITIES

Nor is the Dahlquist test supportable under general partnership law.
Clearly, the basis of partnership is mutual agency.'2 8 Any agency relation-
ship is built upon consent' 29-the consent of the agent to act as agent and
the consent of the principal that the agent act on his behalf. If no consent
is given no agency is created; if consent is withdrawn, the agency terminates
immediately. One effect of this rule on the partnership situation is that
no person can be admitted to a partnership without the agreement of all
the existing partnersB 0 If some partners include a new partner without
the consent of all, dissolution of the original partnership results, because
mutual consent is no longer present.' 3' Thus, the Dahlquist test is correct
that no partnership, limited or general, exists unless the members consent
to admit each additional partner. However, characterizing an organization
that requires no such consent as a non-bona fide partnership is in-
correct; by definition, it is not a partnership at all.

Similarly objectionable is the conclusion that partnership interests
cannot be offered to the public. Admission of new partners to a general
partnership requires the consent of each existing partner. 32 However,
nothing in the partnership statute prevents the existing partners from
seeking new partners by public solicitation. 33 Admittedly, entry into a

of the limited partner was procured by fraud. Under California law, the partner-
ship was, therefore, void ab initio. Miller v. Kraus, 155 P. 834 (Cal. App. 1915).
In Rivlin v. Levine, 195 Cal. App. 2d 13, 15 Cal. Rptr. 587 (1961), no limited
partnership was created as to the plaintiffs. They were purportedly admitted to
an existing limited partnership, but the statutory requirements for the admission
of new partners were not met.

128. Section 9 of the Uniform Partnership Act provides that each partner
is the agent of the partnership. The partnership is not a legal entity; therefore,
each partner is the agent of every other partner when he is performing partnership
business. See also § 358.090, RSMo 1969.

129. RESTATEMENT (SECOND) Or AGENCY § 1 (1958).
130. § 358.180 (7), RSMo 1969. See generally J. CRANE & A. BROmSERG, PART-

NERSHIP § 5 (c) (1968).
131. Firpo v. Piper, 111 Cal. App. 403, 295 P. 886 (1931). Other cases sug-

gested that the admission of a new partner causes technical dissolution of the
old partnership and the formation of a new one. See, e.g., White v. White, 5 Gill.
359 (Md. App. 1847). Bromberg, Partnership Dissolution-Causes, Consequences,
and Cures, 43 TExAs L. REv. 631, 636 n.24 (1965), collects and discusses the cases
that take this position. It refutes the principle that dissolution occurs only when
new partners are admitted without the consent of all the old partners. The
result, for present purposes, is the same under either theory, because if admis-
sion of new partners results in dissolution, consent of the others is a prerequisite
to anyone becoming a member of the new partnership.

132. No reasons have been expressed that would prevent a prior agreement
to accept as a partner any person nominated by a particular partner. J. CRANE &
A. BROMBERG, PARTNERSHIP § 7, at 44 (1968); cf. Pawgan v. Silverstein, 265 F.
Supp. 898 (S.D.N.Y. 1967); Polikoff v. Levy, 55 Ill. App. 2d 229, 204 N.E.2d
807, cert. denied, 382 U.S. 903 (1965). Nonetheless, the partners can still reject
the nominee; if they do so, no partnership comes into existence with the nominee
as a partner. However, the rejection might subject them to liability for breach
of the contract to accept the nominee. Compare the Hohfeldian distinction be-
tween the right to act and the power to act. W. HoHFELD, FUNDAMENTAL LEGAL CON-
CEPTIONS (1919).

133. See the discussion of the running battle between Judge Frank, as chair-
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fiduciary relationship as a consequence of a newspaper advertisement may
be unusual, but the statute does not preclude such a partnership. To that
extent a public general partnership is indistinguishable from a partnership
formed between lifelong friends.' 3 4

Public solicitation of additional limited partners is easier. The Limited
Partnership Act provides for the subsequent admission of new limited
partners.' 3 5 If the original partnership agreement and the recorded certifi-
cate of partnership so authorize, the general partners may admit additional
limited partners without obtaining the consent of the existing limited
partners as each new partner is admitted.' 36 The limited partners cannot
withdraw this authorization. If the limited partners refuse to execute the
necessary amendment to the certificate to make the nominee a limited
partner, the court can order the certificate amended without their sig-
natures. 3 7 Therefore, nothing prevents the general partner from seeking
additional limited partners by public advertisement. The restricted role
of the limited partner removes most objections to entering into a fiduciary
relationship with a stranger.

The basis for the final objection to the Dahlquist test is that it makes
the test of whether a partnership or joint venture interest is a security
different from the tests to determine whether other interests are securities.
For example, a pyramid sales contract does not become a security because
the purchaser has no control over the identity of future purchasers. Nor
are promissory notes or debentures classified as securities because the
holders lack control over who may become holders of these interests; that
the holders have no such control is treated as insignificant. And surely no
one would contend that a first refusal and pre-emptive right provision in
corporate shares make the shares no longer securities. Yet the holder of
such a share practically has as much control over the admission of new
shareholders as the partner in the general or limited partnership has
over the admission of new partners. It is submitted that unless the peculiar
nature of a financial interest demands the application of a special test,
the interest should be measured by attributes common to all securities to
determine whether it is a security. As demonstrated above, the "control-

man of the SEC, with the Saturday Evening Post concerning an advertisement run
by an oil promoter in the Wall Street Journal. The ad read: "Wanted fastl One
man with $15,000 cash money or two men with $7500 cash money each." The
issue was whether this ad was an offer to sell a security, or was merely an ad
seeking a general partner. 1 L. Loss, SECURITIES REGULATION 505-506 (2d ed. 1961).

134. An advertisement may constitute the public offering of a security, depend-
ing upon the provisions of the partnership agreement. See pt. III, § D of this
article.

135. See text accompanying note 33 supra.
136. § 359.090, RSMo 1969.
137. § 359.250, RSMo 1969. Whether the limited patrner who objected to

the admission of a particular new limited partner could request an immediate
dissolution of the new partnership after it is formed by the court-ordered amend-
ment is open. Logically, he should not be allowed to do so. See generally J. CRANE
& A. BROMBERG, PARTNERSHIP § 90B (1968).
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over-admission-of-new-members" test singles out partnership and joint
venture interests for special treatment; therefore, it should not be applied
to these interests.

In summary, the important distinction in this area is "between the
public offering of securities parading as 'limited partnership interests'
and 'an offering of a half interest in a hamburger stand'."13 8 The Dahl-
quist test of control over the- selection of new members, with its cor-
responding classification of partnership interests as bona fide or non-
bona fide, is of no help in making this distinction. However, the tests
developed by the courts in other investment contract situations will prop-
erly distinguish between those partnership and joint venture interests that
are securities and those that are not. Therefore, each type of partnership
or joint venture interest should be considered in light of these recently
developed tests. As previously discussed,139 the applicable test provides:
Any contract, agreement, or other instrument whereby the investor invests
money or money's worth in a common venture with the recipient, over
which the investor has no managerial control over the venture as a result
of his investment, and where the investment becomes a part of the risk
capital of the venture, and where the investor expects some benefit to
accrue to him as a result of his investment is a security.

B. Limited Partnership Interests Are Always Securities
Limited partnership interests are always securities under this test.

There is an investment of money or money's worth.1 40 The investors
participate in the common venture of the partnership business, although
limited partners are restricted to contributing capital and advising the
general partners in a general, non-binding way.14 ' The investment be-
comes a part of the risk or venture capital used to operate the partnership
business. Moreover, the limited partner expects a return on his invest-
ment from partnership profits. 142

138. 1 L. Loss, Sxcumarms REGULATION 505 (2d ed. 1961).
139. See text accompanying note 100 supra.
140. § 359.040, RSMo 1969. The section states that the limited partnership

contribution may be cash or other property, but not services. It is unclear why
services performed before the formation of the partnership are insufficient as
capital contributions. Contrast capital stock of corporations; work performed to
organize the business of the corporations can be a sufficient contribution to ex-
change for capital stock.

141. Weil v. Diversified Properties, 319 F. Supp. 778 (D.D.C. 1970); Silvola
v. Rowlett, 129 Colo. 522, 272 P.2d 287 (1954). The Silvola case suggests that the
limited partner can work for the partnership as an employee without losing his
status as a limited partner, but any decisions he makes concerning the partner-
ship or any managerial functions he performs must be subject to reversal by the
general partner. Managerial control derived from the investment should be dis-
tinguished from that derived from an employment relationship; management
authority derived from an employment relationship is irrelevant in determining
whether the interest is a security.

142. Each limited partner's share of the profits must be listed in the certificate.
§ 859.020, RSMo 1969; see text accompanying note 47 supra.
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The remaining question is whether the investor has control over
management or investment decisions. The rights of limited partners are
narrowly circumscribed and specifically enumerated by section 10 of the
Uniform Limited Partnership Act.1 43 The limited partner has four rights
under the Act: (1) To have the general partner maintain partnership
books and to inspect those books; (2) to demand and receive full informa-
tion concerning the partnership business and to an accounting when ap-
propriate; (3) to dissolution of the partnership when ordered by a court
of competent jurisdiction; and (4) to receive the share of the partnership
profits allocated in the certificate of partnership and to the return of his
contribution upon dissolution, or earlier as provided in the partnership
agreement. Any other attempted participation by a limited partner in the
business, including an attempt to interfere with management and control,
constitutes a breach of the partnership agreement and entitles the general
partner to dissolution of the partnership.144

Confronted with the contention that the statutory rights of the limited
partner were sufficient to constitute control and avoid securities dassifica-
tion, the court in Curtis v. Johnsonl45 said:

[T]he general partner would have the management of the busi-
ness and be responsible for the making of profits for distribution.
We do not think that certain formal controls such as those pos-
sessed by limited partners [under the Uniform Act] prevent the
enterprise from being one in which the investor expects to receive
profits "solely from the efforts of others"., 48

Several courts and attorneys general concur in this view.14 7

C. Partnership Interests Are Sometimes Securities, Sometimes Not
Classifying a general partnership interest as a security depends upon

the last element of the proposed test, managerial control. The other
elements are dearly present.

Three variations of the general partnership merit examination. First
is the situation in which the general partners all actively engage in the
control and management of the partnership business. At the other ex-
treme is the general partnership in which the partnership agreement
designates one or two partners as managing partners; the remaining

143. UNIFORM LIMr~aT PARTNERSHIP Acr § 10. The Missouri statute is section
359.100, RSMo 1969.

144. Weil v. Diversified Properties, 319 F. Supp. 778 (D.D.C. 1970). More-
over, such action would violate section 359.070, RSMo 1969, and cause loss of
limited liability to third parties by the limited party in violation.

145. 234 N.E.2d 566 (Ill. App. 1968); cf. Sire Plan Portfolios v. Carpentier,
8 Ill. App. 2d 354, 132 N.E.2d 78 (1956).

146. 234 N.E.2d at 572-73.
147. See Reiter v. Greenberg, 21 N.Y.2d 388, 235 N.E.2d 118, 288 N.Y.S.2d 57

(1968); Op. ATr'Y-GEN. (Nev.), [1961-1971 Transfer Binder] BLUE SYY L. REP.
70,691 (1965); Op. ATr'y-GEN. (N.D.), [1961-1971 Transfer Binder] BLUE SKY

L. R aP. f 70,799 (1968); cf. United States v. Wernes, 157 F.2d 797 (7th Cir. 1946).
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partners are inactive in the business, or they are active only as employees.
In the intermediate situation, no provision in the partnership agreement
designates some of the partners as managing partners, but the location,
skill, and knowledge of some general partners indicate that the parties
contemplate that a few of the partners would run the business. In effect,
the non-active partners become silent partners. 148

The language of the Partnership Act is the starting point. The
Partnership Act provides, in contrast to the Limited Partnership Act, that
all partners have an equal right to share in the management and conduct
of the partnership business. 14 9 If a partner is active in the partnership
business and shares in management and control, his interest is not a
security. Even registration under the security act could not give him more
complete access to information. Moreover, the investor actively participates
in the operations that make his investment a success or failure. Therefore,
he has no need for the protection of the securities act. Most general
partnerships involve active participation by all the partners; therefore,
interests in them are not securities.

The Partnership Act contains an important caveat, however: "The
rights and duties of the partners in relation to the partnership shall be
determined, subject to any agreement between them .... ."150 The gen-
eral partner's statutory right to share in the control and management
of the partnership can be altered. Typically, in a large partnership, con-
trol and management is concentrated in the hands of a few of the senior
partners; the document creating the investor's interest also restricts his
right to participate in partnership affairs. For purposes of the securities
laws, little difference exists between this and a limited partnership in-
terest.151

Pawgan v. Silverstein 52 involved a general partnership entered into
to buy and lease back to the seller a motel in New York City. 53 Three
of the twenty partners were designated managing partners. The partner-
ship agreement provided: "The Managing Partners will run the business
of the Partnership. However, consent of a majority in interest of all
Partners shall be required for a sale of the property or refinancing of the
mortgage, provided the Managing Partners are a part of the majority."'"5

148. See, e.g., Warner v. Modano, 340 Mass. 439, 164 N.E.2d 904 (1960) (hold-
ing that a silent partner is a general partner and, therefore, liable for the debts
of the partnership). See generally J. CRANE & A. BROmaERG, PARTNmRSHiu § 142
(1968).

149. § 358.180 (5), RSMo 1969.
150. § 358.180, RSMo 1969 (emphasis added).
151. Of course, a non-managing general partner does not escape liability for

partnership debts. See McEvoy v. Grant, 802 Pa. 539, 153 A. 763 (1931); White
v. Houston, 103 S.W.2d 1073 (Tex. Civ. App. 1936).

152. 265 F. Supp. 898 (S.D.N.Y. 1967).
153. The defendant Silverstein had entered into several real estate syndica-

tions. Some had been cast in limited partnership form, and at least two had been
cast in general partnership form. No attempt was made when forming the general
partnership to comply with the Limited Partnership Act.

154. United States v. Silverstein, 237 F. Supp. 446, 447 (S.D.N.Y. 1965). Judge
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The agreement gave the managing partners sole authority to admit new
partners upon payment of a cash contribution of $72,000. Several non-
managing partners assigned their interests with the knowledge and con-
sent of the managing partners. This partnership closely resembles a
limited partnership, 55 although the agreement is consistent with the
provisions of the general partnership law. The court readily determined
that the partnership interests were securities under the federal acts.' 56

Admittedly, this type of partnership is seldom used, because unlimited
liability exists for the investor. 5 7 Nevertheless, large law firms, accounting
firms, and brokerage houses are commonly organized as general partner-
ships with the control in the hands of a small group of managing directors.
If the new partner is required to invest upon being admitted to such a
partnership, one may argue that he buys a security. 5 8 If so, he is entitled to
the protection of the anti-fraud provisions of the securities act.

The final, difficult problem is how to classify the general partnership
if the agreement makes no provision for managing partners to run the
partnership, but the surrounding circumstances indicate that one of the
partners is to control the business. Take, for example, an oil drilling
venture formed between several California doctors and an experienced
Kansas oil drilling expert. The drilling site is on Kansas land secured
by the oil expert. The partnership agreement is silent as regards authority
to oversee the drilling. Clearly, however, the geographical location of
the doctors and their lack of skill and expertise show that they are in no
position to actively participate. They have the right to participate in
control, but it is anticipated that they will not and, in fact, they do not:
Are their interests securities? The court considered identical facts in

Metzner's opinion in Pawgan v. Silverstein incorporated the statement of facts
from this earlier case.

155. An attempt to comply with the Limited Partnership Act would probably
have succeeded.

156. See also Moulin v. Der Zakarian, 191 Cal. App. 2d 184, 12 Cal. Rptr. 572
(1961), involving a general partnership formed to trade in commodities and com-

modities futures. The agreement provided that one partner was "expressly
authorized to exercise his sole and complete discretion in determining the trades
to be made for the partnership." 191 Cal. App. 2d at 186, 12 Cal. Rptr. at 573.
The court found that the partnership interests were not sold to the public and,
therefore, were exempt from the California securities act. Law of May 23, 1949,
ch. 384, § 1, [1949] Cal. Stat. 700 (repealed 1969), exempted any general or
limited partnership interest not sold to the public. It is submitted that the
interests here would have been securities in states that have adopted the Uniform
Act.

157. United States v. Silverstein, 237 F. Supp. 446 (S.D.N.Y. 1965).
158. These interests would certainly be exempt from registration, because

the interests are not offered to the public. Most states have a provision similar
to that in the UNIFORM SEC. Aar § 402 (b) (9), which exempts interests offered to
only a small number of persons each year. However, Missouri firms with more
than 25 non.managing members may have problems, because section 409A02 (b) (9),
limits such sales to 25 total securities holders. Of course the act may be inapplicable
also because there is no investment made by the newly admitted junior partner.
Query, however, whether in this situation past services on behalf of the firm could
be considered his investment.
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Vicioso v. Watson,'59 but the question remains unanswered. The case was
decided under the former California Securities Act, with its exemption
for partnership or joint venture interests not sold to the public. 6 0 The
court found that the doctors had the right to control, but that they de-
ferred the control to the oil expert.161 The court held that this right of
control created a joint venture under California law. Because no public
sale occurred, the interests were exempt.

This case should be decided differently under the federal act or the
Uniform Securities Act. The recent cases, both federal and state,162 em-
phasize the realities of the transaction and disregard form. If circumstances
indicate that the investor will be passive and will not exercise his technical
right of control, his investment is as much a security as that of the in-
vestor who does not have the right of control.

D. Joint Venture Interests
As previously pointed out, joint ventures are a form of partnership.

Therefore, the analysis in the previous section concerning partnership in-
terests is equally applicable here. Nevertheless, one point requires clarifi-
cation. One court has said that no joint venture can exist unless each
venturer has a right to share in the control.163 Although technically cor-
rect, the statement is misleading if interpreted to mean the joint venture
may contain no provision stating that the management or control will be
concentrated in one or two managing venturers. Control consolidation
provisions are acceptable in joint venture agreements, just as in general
partnership agreements.' 64 A surrender of the right to control, expressly
or impliedly, makes the joint venture interest a security. If the joint
venturer actively participates in the business, however, his interest, like
that of the active general partner, is not a security.

E. Exemption of Partnership Interests from Registration
One point deserves further emphasis. A security does not necessarily

have to be registered. The Uniform Act contains several exemptions from
registration for certain securities and transactions. 65 The drafters included
one exemption, contained in section 402 (b) (9), because they realized that
forcing an enterprise, whether a corporation or a partnership, to register

159. 325 F. Supp. 1072 (C.D. Cal. 1971).
160. Law of May 23, 1949, ch. 384, § 1, [1949] Cal. Stat. 700 (repealed 1969).

A companion claim under the federal act, was dismissed as barred by the statute
of limitations.

161. In fact, the doctors exercised more control than in the example in the
text, because they selected the well sites and the drilling times.

162. See, e.g., Tcherepnin v. Knight, 389 U.S. 332 (1967); State v. Hawaii
Mkt. Center, Inc., 485 P.2d 105 (Hawaii 1971).

163. Goldberg v. Paramount Oil Co., 143 Cal. App. 2d 215, 300 P.2d 329 (1956).
164. See, e.g., Vicioso v. Watson, 325 F. Supp. 1071 (C.D. Cal. 1971); Dills

v. Delira Corp., 145 Cal. App. 2d 124, 302 P.2d 397 (1956); Polikoff v. Levy, 55
Ill. App. 2d 229, 204 N.E.2d 807, cert. denied 382 U.S. 903 (1965); Virnig v. Smith,
252 Minn. 363, 90 N.W.2d 241 (1958).

165. § 409.402, RSMo 1969; UNIFoRm SEC. Aar § 402.
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each time it sold a small quantity of securities in a private sale would be
counterproductive. The securities acts contain more than the registration
provisions, however. All of them contain provisions that give the pur-
chaser a remedy of his purchase is induced by fraud.166 Therefore, although
partnership and joint venture interests that are securities are exempt
from registration, the purchaser of them will still be able to recover if his
purchase was induced by fraud.

IV. CONCLUSION

The ideas and test discussed in this article are neither new nor revolu-
tionary. Many members of the securities bar have long understood them.
Yet, only recently, in connection with the rash of pyramid sales and
founder-membership cases, have the courts articulated these tests. More-
over, they have never systematically applied them to that narrow group
of investment contracts involving interests in partnerships and joint
ventures. It is hoped that clear enunciation of these tests and discussion
of them in the framework of the partnership and joint venture can elimi-
nate the confusion surrounding their application to interests in these or-
ganizations. Thus, perhaps decisions like Hilleary can be avoided in the
future as limited partnerships and joint ventures become more common
media of public investment.

166. UNIFORM SEC. Acr §§ 101, 410. It is interesting to note that section 101
covers fraud in either the purchase or sale of securities, while section 410 only
gives a remedy to the purchaser. Section 10 (b) of the Securities and Exchange
Act, 15 U.S.C. 78j (b) (1970), and SEC rule lOb-5, 17 C.F.R. § 240.10b-5 (1972),
have been interpreted to cover both the buyer and the seller. See, e.g., Mac-
Andrews & Forbes Co. v. American Barmag Corp., 839 F. Supp. 1401 (D.S.C. 1972).
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