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When Are LLC Interests Securities 

Law360, (August 22, 2017)   

A limited liability company (LLC) is a popular legal vehicle for setting up a new business or 
joint venture because, among other things, it affords flexibility to design the capital and 
governance structure. A common question in this context is whether an LLC interest 
constitutes a “security” for purposes of determining whether state and 
federal securities laws apply. If an LLC interest is a “security,” an LLC 
and holders of LLC interests must analyze and comply with state and 
federal securities laws in connection with the issuance and transfer of 
LLC interests. For example, most securities transactions must be 
registered or satisfy a registration exemption. Also, anti-fraud rules 
apply to securities transactions, and state and federal securities 
regulators have jurisdiction over securities transactions. The failure to 
comply may have significant consequences and may trigger, among 
other consequences, rescission rights, damages, and civil and criminal 
penalties. 
 
Federal courts look to the definition of “security” in the Securities Act of 
1933, which includes “investment contract,” “stock,” and “instrument[s] 
commonly known as a ‘security.’”[1] LLC interests are not included and most case law 
instead involves an examination of whether an LLC interest is an “investment contract.” 
 
To determine whether an investment is an “investment contract,” federal courts use the test 
laid out in U.S. Securities and Exchange Commission v. W.J. Howey Co.: an investment  
contract exists when a transaction involves (1) an investment of money, (2) in a common 
enterprise, (3) with profits to come solely from the efforts of others, examining the facts and 
circumstances.[2] Most case law examining LLC interests focuses on the third prong of the 
test. 
 
A court could instead find that an LLC interest constitutes “stock” or an “investment 
commonly known as a security.” It is unlikely that an LLC interest would constitute “stock,” 
as the term appears to be applied narrowly only to traditional stock as opposed broadly to 
stock-like instruments.[3] Further, courts apply the “investment contracts” analysis when 
analyzing whether an investment constitutes an “instrument commonly known as a 
security.”[4] Therefore, analyzing whether an LLC interest is one or the other should 
presumably reach the same result and not expand the arguments available. 
 
In analyzing the third prong of the Howey test, courts examine the facts and circumstances 
and focus on the level of control an investor has, either alone or as a group if there are 
multiple investors, over the profitability of the investment.[5] An investment is less likely to 
be an investment contract the greater control an investor has.[6] Put differently, a passive 
investment is more likely an investment contract than an investment where an investor 
plays an active role, which is more like a joint business endeavor.[7] It is important to note 
that it is the objective ability of an investor to exercise control that matters, not whether the 
investor actually intends to or chooses to exercise such control.[8] 
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Courts take into account multiple factors in making this determination and, presumably, no 
one factor alone would be determinative. The following is a presentation of frequently 
examined factors into three groups, each with a common theme. 
 
The first group of factors focuses on an investor’s ability to control the terms of the 
investment and exercise voting rights. 
 

 An investor’s ability to amend the terms of an LLC’s operating agreement would 
have the ability to control the profitability of the investment because it would permit 
the investor to, for example, take direct control or dissolve the LLC.[9] 
 

 The right to vote with respect to “major decisions” or otherwise may be indicative of 
control if it gives an investor protection from unilateral action by other members.[10] 

 
Courts also examine an investor’s ability to influence and control management, operations 
and assets. This ability may arise from rights provided in the LLC’s governing documents or 
through participation in management. Notably, the lack of a right to influence management 
or the lack of an ability to do so would be indicative of an expectation of profits from the 
efforts of others.[11] The following are examples of factors indicative of control: 
 

 The right to appoint and remove managers;[12] 

 Control rights over management decisions generally;[13] 

 The right to participate in an LLC’s governing body;[14] 

 Control over the LLC’s funds;[15] 

 Veto right with respect to sale or encumbrance of assets;[16] and 

 Control over distributions.[17] 
 
The last group of factors focuses on investors’ ability to make informed decisions and 
control the investment that way. 
 

 Sophisticated investors with ability to make informed, intelligent decisions are likely 
to be viewed as controlling the profitability of their investment.[18] Thus, it appears 
that the right to exercise control may be obviated if an investor is not sophisticated 
enough to do so intelligently. 
 

 Access to information about an LLC’s business is an extension of the foregoing 
point.[19] Given that most state statutes and operating agreements provide some 
level of informational right, it is likely a factor that will not be given significant weight 
in the absence of other indicia of control over an LLC. 

 
As illustrated, there are myriad factors that may weigh one way or another in the investment 
contract analysis. The fact-specific nature of the analysis leads to great uncertainty as to 
whether an LLC interest is a security. If in doubt, it would be prudent for issuers and sellers 
to assume that state and federal laws apply, and purchasers the opposite, in most cases. 
 
—By Rikard Lundberg, Brownstein Hyatt Farber Schreck LLP 
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