
SECURITIES-FOUNDER PURCHASE CONTRACTS-
"CONTRACT" DEFINED

Georgia Market Centers, Inc. v. Fortson' involved a unique scheme
for raising money and the solicitation of consumer support for the
establishment of a retail market center within a particular geographical
area. Customers were to be attracted by the idea that the high quality
merchandise available in the market centers could be purchased at a
reduced price. Investors were attracted by the suggestion that they could
get the original investment back quickly and make an early profit.

The promoters of the corporation offered Founder Purchase
Contracts to the public. Two types of Founder Purchaser Contracts were
offered, a Founder Supervisor for $750.00 and a Founder Distributor for
$150.00. in consideration for this investment the founders were allowed
to choose an expensive gift, such as cookware, television sets or other
similar household items in addition to their right of pecuniary gain by
distributing an allocated number of purchaser identification cards. Only
a holder of a purchaser identification card was allowed to shop in the
market center when constructed. The founder supervisor and distributor
received commissions on merchandise that was purchased on the
purchaser identification cards they had distributed as well as a
commission for their enrollment of new founders.

The Commissioner of Securities brought this action seeking to enjoin
the defendants from violating the Georgia Securities Act2 by selling or
offering to sell the Founder Purchase Contracts. The trial court held the
contracts securities and hence subject to regulation under the securities
act. The Georgia Supreme Court reversed, holding the contracts were
"not investments of money in a common enterprise with profits to come
solely from the efforts of others" 3 and therefore not a security within the
meaning of the Georgia Securities Act.

I. Georgia Market Centers, Inc. v. Fortson, 225 Ga. 854, 171 S.E.2d 620 (1969).
2. Ga. L. 1957, pp. 134-163, as amended: GA. CODE ANN. 97-102(i) (1969) which defines a

security as "any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate
of indebtedness, investment certificate, certificate of interest or participation, certificate of interest
in oil, gas or other mineral rights, collateral trust certificate, pre-organization certificate or
subscription, transferable share, investment contract, voting-trust certificate or beneficial interest in
title to property, profits or earnings, or any other instrument commonly known as a security,
including any guarantee of, temporary or interim certificate of interest or participation in, or
warrant or right to subscribe to, convert into or purchase, of any of the foregoing. "Security" shall
not mean any insurance or endowment policy or annuity contract under which an insurance
company promises to pay a fixed number of dollars either in a lump sum or periodically for life or
some other specified period."

3. Georgia Market Centers, Inc. v. Fortson 225 Ga. 854,859,171 S. E.2d 620,624 (1969).
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This is a case of first impression in Georgia. Heretofore, there has
been no test laid down by the Georgia courts to determine what is a
security within the meaning of the act. Seemingly, the generally accepted
rule for determining what is a security was laid down by the United
States Supreme Court in Securities and Exchange Coninm'n v. W.J.
Howey Co.' where the court held the test to be "[Whether the scheme
involves an investment of money in a common enterprise with profits to
come solely from the efforts of others." 5 However, the Court related
"The statutory policy of affording broad protection to investors is not to
be thwarted by unrealistic and irrelevant formulae."' This latter
statement is consistent with the universally accepted rule that "form will
be disregarded for substance" when determining the existence of a
security.7 This maxim supports the general rule that the purpose of all
security laws is to protect the investing public.8 Herein lies the
explanation for the different results reached by the courts in determining
what is a security.
• .Those courts which have read their security statutes literally have
generally followed the test as set forth in Howey and ruled upon similar
facts to the principal case that a security was not involved. The Supreme
Court of Alabama recently ruled on the same question as presented by
the instant case and held that a security was not involved since any
profits to be gained by the investor did not solely depend on the efforts of
others; but rather upon the efforts of the investor.9 Likewise, in Emery v.
So-Soft of Ohio, Inc.'° where a referral contract was involved the Ohio
Court of Appeals held "no security." The Pennsylvania Supreme Court,
applying that states' securities statute, ruled the contract was not a
security in a situation where the purchaser bought a contract in which he
was purposely overcharged for a given item and by which he acquired a
three year privilege of getting $100.00 for each successful lead he

4. 328 U.S. 293 (1945).
5. Id. at 301.
6. Id. at 301.
7. Tcherepnin v. Knight, 389 U.S. 332, (1967); Woodward v. Wright, 266 F.2d 108, 112 (10th

Cir. 1959); Securities Exchange Comm'n v. Universal Service Ass'n., 106 F.2d 232, 237 (7th Cir.
1939); Securities Exchange Comm'n v. Timetrust, Inc., 28 F. Supp. 34, 38 (N.D. Cal. 1939); People
v. Woodson, 177 P.2d 586, 78 CA2d 132 (1947).

8. Tcherepnin v. Knight, 389 U.S. 332 (1967); Wilko v. Swan, 346 U.S. 427 (1953); Securities
Exchange Comm'n v. Guild Films, Inc. 279 F.2d 485 (2d Cir. 1960); Schmidt v. United States, 198
F.2d 32 (7th Cir. 1952), cert. denied, 344 U.S. 896 (1953); Leithauser v. Harrison, 168 So. 2d 95
(Fla. App. 1964); Tucker v. McDell's, Inc., 359 S.W. 2d 597 (1960); Travelers Health Ass'n v.
Commonwealth, 188 Va. 877, 51 S.E.2d 263 (1949), affd., 339 U.S. 643 (1950).

9. Gallion v. Alabama Market Centers, 282 Ala. 679, 213 So. 2d 841 (1969).
10. 300OhioSt. 2d226, 199 N.E.2d 120(1964).

[Vol. 21



SECURITIES

furnished the corporation." North Carolina courts are in accord and
have held an arrangement whereby the purchaser was to receive 80% of
the gross receipts of his own servicing of a vendors copyrighted realty
transfer system not to be a security as "[plrofits were dependent chiefly
upon the efforts ofthe purchaser." 2

The other line of cases have apparently placed greater emphasis upon
the theory that the purpose of all security laws is to protect the investing
public. In a recent Florida decision 3 the court held the founders'
contracts to be securites within the meaning of the Florida Act. 4 The
Minnesota courts rely on a long line of cases following the rule as
announced in State v. Gopher Tire & Rubber Co.'" The factual situation
in Gopher Tire is probably more closely related to that of the instant
case than any other. The promotional scheme there contemplated the
payment of a sum to the company in exchange for the right to assist in
the company sales by word of mouth advertising. The investors received
no interest in the company itself. Rather, the investor was to receive a
percentage of the price of the company's products sold within a
geographical area and had the right to purchase at discount in the
company's store. Further as a bonus, the investors were to receive a
percentage of the net profits. The court held the transaction involved a
security.' 6 The position taken in Gopher Tire was reaffirmed by the
Minnesota Supreme Court in State v. Lorentz. 7

The Federal courts have not consistently followed the rule as
announced in Howey. In Blackwell v. Bentsen'" involving almost the
identical factual situation as presented in Howey, except the promoters

1I. Pennsylvania v. Consumers Research, 414 Pa. 253, 199 A.2d 428 (1964).
12. State v. Heath, 199 N.C. 135, 138, 153 S.E. 855,858 (1930).
13. Florida Discount Center, Inc. v. Antinori, 226 So.2d 693,695 (1969). The court stated:

The entire scheme is ingenious, but clearly directed toward the possibility of gain. We
hold the founders' contracts to be 'interest in or under a profit-sharing or participation
agreement or scheme' within the meaning of § 517.02(1) for the reason given by Mr.

Justice Murphy in Howey just following the passage relied upon by the appellant: "The
statutory policy of affording broad protection to investors is not to be thwarted by
unrealistic and irrelevant formulae."

14. F.S.A. 849.091 (1965).
15. 146 Minn. 52, 177 N.W. 937 (1920).
16. Id. at 56. The court stated:

To lay down a hard and fast rule by which to determine whether that which is offered to a
prospective investor is such a security as may not be sold without a license would be to
aid the unscrupulous in circumventing the law. It is better to determine in each instance
whether a security is in fact of such a character as fairly to fall within the scope of the
statute.

17. 221 Minn. 366,22 N.W. 2d 313 (1946).
18. 203 F.2d 690 (5th Cir. 1953).
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added an increment of investor activity, the Fifth Circuit Court of
Appeals reversed the trial court and held as a matter of law that the
transaction fell within the purview of the Securities Act and the U.S.
Supreme Court affirmed. 9 The Tenth Circuit has also followed this line
of reasoning.20

The decision in the principal case apparently has left only one question
to be explicitly answered. Are the Founder Contracts preorganizational
certificates and thus a security and subject to regulation? It is interesting
to note that the California Supreme Court in an opinion by Justice
Traynor 2 held that a similar factual situation amounted to a
preorganizational certificate and was thus a security subject to
regulation. Justice Traynor stated:

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

The Georgia Court in the principal case concerned itself primarily
with the question of whether or not the transaction was an investment
contract. Had more emphasis been placed upon the question of the
Founders Contracts being preorganizational certificates then perhaps
the outcome would have been different.

An analysis of those cases discussed reveals that in order to determine
whether any given promotional scheme will be classified as a security
and subject to regulation is dependent upon which line of thinking the
courts of the jurisdiction indulge. First, is the rule of the jurisdiction a
literal application of the "efforts of others" test an announced in
Howey, or secondly do the courts look beyond form to substance? A
third possibility, of course, would be a combination of elements of the
first two with the court primarily looking to protect the investing public.
The answer to the problem lies in better drafted security laws and their
implementation into the law by the state legislature and not in judicial
legislation from the bench.

During the 1970 session of the General Assembly, the legislature

19. 347 U.S. 925 (1954).
20. Continental Marketing Corp. v. Securities Exchange Comm'n., 387 F.2d 466 (10th Cir.

1967).
21. Silver Hills Country Club v. Sobieski, 55 C.2d 811, 361 P.2d 906 (1961).
22. Id. at 908.
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amended the securities act."3 This amendment is directed toward the
prevention of the reoccurrence of the type investment scheme that is
presented by the principal case.

JOHN W. WINGATE, JR.

23. Ga. Laws 1970, pp. 450-451. Section I. An Act known as the "Georgia Securities Act",

approved February 26, 1957, p. 134) as amended, is hereby amended by striking subsection (i) of

section I in its entirety and substituting in lieu thereof a new subsection (i) to read as follows:

"(i) 'Security' shall mean any note, stock, treasury stock, bond, debenture, evidence of

indebtedness, certificate of indebtedness, investment certificates, certificate of interest or

particpation, certificate of interest in oil, gas, or other mineral rights, collateral trust

certificate, preorganization certificate or subscription, preincorporation certificate or

subscription, transferrable share, investment contract, voting-trust certificate, or

beneficial interest in title to property, profits or earnings, or any other instrument

commonly known as a security, including any guarantee of, temporary or interim

certificate of interest or participation in, or warrant or right to subscribe to, convert into

or purchase, any of the foregoing. 'Security' shall further mean all contracts which entitle

the purchaser under such contracts to receive from the vendor compensation for services

performed or to be performed under such contracts, whether such compensation shall be

in the form of (I) discounts or special rates not afforded to the general public on goods to

be purchased, or (2) any other compensation whatever accruing to such purchaser for

such services under such contract, provided that such compensation for the same or

similar services shall not be available to others not a party to such contracts. 'Security'

shall not mean any insurance or endowment policy or annuity contract under which an

insurance company promises to pay a fixed number of dollars either in a lump sum or

periodically for life or some other specified period, nor to any variable annunity contract

as provided for and regulated under the Georgia Insurance Code and issued by a life

insurance company licensed to do business in the State of Georgia."

Section 2. All laws and parts of laws in conflict with this Act are hereby repealed.
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