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Summary

Initial coin offerings (ICOs)—a method of raising capital in exchange for digital coins or tokens that entitle their holders to certain rights—are a hot topic among legislators, regulators, and financial market professionals. In response to a surge in the popularity of ICOs over the past 18 months, regulators in a number of countries have banned ICOs. Other foreign regulators have cautioned that unregistered ICOs may violate their securities laws, issued guidance clarifying the application of their securities laws to ICOs, or proposed new rules or legislation directed at regulating ICOs. ICOs have also attracted the attention of U.S. securities regulators. The Securities and Exchange Commission (SEC) has cautioned that depending on their specific features, ICOs may qualify as offerings of "securities" subject to federal regulation.

Whether an ICO involves an offering of "securities" has important legal consequences. Section 5 of the Securities Act of 1933 (Securities Act) requires issuers of securities to register their offerings with the SEC or conduct them pursuant to a specific exemption from registration. Issuers and sellers of securities also face anti-fraud liability under the Securities Act and the Securities Exchange Act of 1934 (Exchange Act). The SEC has the authority to investigate and punish violations of the securities laws, and has indicated that it will "vigorously" police the burgeoning ICO market for such violations.

To determine whether a transaction involves an offering of "securities," courts employ a four-part test outlined by the Supreme Court's 1946 decision in SEC v. W.J. Howey Co. Under that test, a transaction qualifies as an offering of "securities" if it involves (1) an investment of money, (2) in a common enterprise, (3) with a reasonable expectation of profit, (4) to be derived from the efforts of others. In applying the Howey test, the Court has emphasized the importance of analyzing "the economic realities" of a transaction, as opposed to its form or the label that its promoters give it.

Because ICOs are incredibly diverse, it is impossible to draw broad conclusions about their status under the securities laws, which will depend on fact-intensive inquiries into details that vary among different ICOs. As a general matter, though, ICOs are more likely to qualify as offerings of "securities" when token purchasers (1) are motivated primarily by a desire for financial returns (as opposed to a desire to use or consume some good or service for which tokens can be exchanged), and (2) lack a meaningful ability to control the activities on which their profits will depend. In light of these principles, attorneys have developed a method for structuring ICOs—the Simple Agreement for Future Tokens (SAFT)—that attempts to avoid classification of the tokens issued pursuant to certain ICOs as "securities." However, whether the SAFT achieves its intended goal remains subject to significant debate.

The SEC has pursued a number of enforcement actions related to unregistered ICOs. In July 2017, the SEC issued a report of investigation concluding that tokens issued by an unincorporated organization called "The DAO" qualified as "securities" under the Howey test. And in December 2017, the agency reached the same conclusion about tokens issued by Munchee, Inc., the creator of an iPhone application involving restaurant reviews. These enforcement actions, and a prominent speech given by an agency official in June 2018, offer some guidance on the SEC's views on when ICOs will qualify as offerings of "securities."

The Securities Act and related regulations offer a number of exemptions from the Act's registration requirements for offerings that meet certain conditions. However, some commentators have doubted the attractiveness of the relevant exemptions for ICOs. Commentators have also proposed a number of policies to improve the regulation of ICOs, ranging from a specific registration exemption for ICOs to a "safe harbor" for certain token exchanges.











Initial coin offerings (ICOs) are a hot topic among federal legislators,1 regulators,2 financial market professionals,3 and even athletes4 and celebrities.5 An ICO is a method of raising capital in exchange for digital "coins" or "tokens" that entitle their holders to certain rights.6 The promoter of an ICO may raise capital to develop a digital platform, software, or other projects, and the tokens issued pursuant to the ICO may entitle their holders to access the platform, use the software, or share in any profits generated by the projects.7 In many cases, these tokens may be resold to others in a secondary market via virtual currency exchanges or other platforms.8 ICOs have been described as "a new form of crowdfunding" that startups and other online businesses can use to raise money without issuing stock or obtaining venture capital funding.9

The popularity of ICOs has surged over the past 18 months. According to one report, total ICO fundraising in 2017 has been estimated as ranging between $5.6 billion and $6.5 billion,10 up from $225 million in 2016.11 According to an estimate from Goldman Sachs, ICO funding of Internet companies during certain periods in 2017 exceeded early-stage venture capital funding of such businesses.12 This general trend has continued in 2018. One estimate puts the total proceeds generated by ICOs in 2018 at over $14 billion as of the publication of this report.13 Commentators have attributed this surge in popularity to, among other things: (1) large increases in the value of virtual currencies like Bitcoin, which investors can often exchange for new virtual currencies issued pursuant to an ICO and thereby diversify their holdings;14 (2) enthusiasm about the blockchain technology involved in the projects funded by certain ICOs;15 and (3) large returns that certain ICOs have provided to early token purchasers.16

Some commentators have expressed enthusiasm about the rise of ICOs, noting their potential to "energize and democratize start-up funding" by offering retail investors the opportunity to participate in the early-stage funding of new businesses.17 Other observers have expressed skepticism, raising concerns about fraud,18 market manipulation,19 and cybersecurity.20 Regulators are likewise divided in their approaches to ICOs. China and South Korea have banned ICOs altogether,21 and policymakers in a number of other countries have warned that certain unregistered ICOs may run afoul of their securities laws.22 Other countries have developed proposed rules or legislation specifically directed at regulating ICOs,23 while still others have released guidance clarifying the application of existing laws to ICOs.24

U.S. securities regulators have also actively monitored the rise of ICOs. The Securities and Exchange Commission (SEC) has cautioned that depending on their features, ICOs may qualify as offerings of "securities" subject to federal regulation under the Securities Act of 1933 (Securities Act) and the Securities Exchange Act of 1934 (Exchange Act).25 The Chairman of the SEC has indicated that the agency's Division of Enforcement will "vigorously" police ICOs for violations of the Acts' registration and anti-fraud provisions.26 Consistent with this representation, the SEC has brought a number of enforcement actions related to unregistered and fraudulent ICOs,27 and has reportedly issued a number of subpoenas to other token issuers.28 While the SEC's enforcement efforts do not present a complete picture of the agency's views on when ICOs will qualify as offerings of "securities," they provide insight into the agency's general approach to these transactions.

This report discusses the principles that the SEC and courts29 use to determine whether a transaction qualifies as an offering of "securities" under the Securities Act and the Exchange Act, and the application of those principles to ICOs. First, the report discusses the four-part test guiding that inquiry that the Supreme Court adopted in the 1946 case SEC v. W.J. Howey Co.30 The report provides an overview of each of the four Howey requirements and discusses their application to ICOs. Second, the report reviews a popular method for structuring ICOs—the Simple Agreement for Future Tokens (SAFT)—that has been developed with the goal of allowing the tokens issued pursuant to certain ICOs to trade free from SEC oversight. Third, the report provides an overview of two prominent SEC enforcement actions concerning ICOs and a recent speech given by the Director of the SEC's Division of Corporation Finance that offer some guidance as to how the agency will apply the Howey test to ICOs. Fourth, the report examines a number of exemptions from the Securities Act's registration requirements and discusses their possible application to ICOs. Finally, the report reviews a number of legal changes that Congress could consider concerning the regulation of ICOs.31

The Securities Act and the Exchange Act

Whether an ICO involves an offering of "securities" has important legal implications. Under Section 5 of the Securities Act, an issuer of "securities" must either (1) file a registration statement with the SEC containing a variety of information about the issuer and its business, or (2) conduct the offering pursuant to a specific exemption from registration.32 Commentators have noted that many businesses regard the detailed and complex disclosures required in registration statements, and the large fees charged by securities lawyers, as burdensome.33 Federal law also imposes anti-fraud liability on certain securities transactions, as issuers and sellers of securities are liable to buyers for false statements and misleading omissions in prospectuses and registration statements.34

On top of the requirements imposed by the Securities Act, the Exchange Act imposes certain continuous disclosure obligations on securities issuers and anti-fraud liability on securities issuers and sellers.35 Moreover, the platforms on which securities trade must register with the SEC as "securities exchanges" in certain circumstances.36 The SEC has the authority to investigate violations of the Securities Act and the Exchange Act and to impose civil monetary penalties and certain other remedies against persons who violate either Act.37

These disclosure and anti-fraud requirements are widely viewed as protecting investors and promoting the accurate pricing of securities, which in turn facilitates the efficient allocation of capital.38

The Howey Test

As discussed, in order for the registration and anti-fraud requirements of the Securities Act and the Exchange Act to apply, a transaction must involve the offer or sale of "securities." The Securities Act defines the term "security" broadly as encompassing a range of specified financial products, including "investment contract[s],"39 a "[c]atchall phrase[] . . . included to cover unique instruments not easily classified."40 The Act does not define the term "investment contract," and its legislative history does not significantly clarify the term's meaning.41 In 1946, the Supreme Court outlined a four-part test (shown in Figure 1) for determining whether a transaction qualifies as an "investment contract" within the meaning of the Act. In SEC v. W.J. Howey Co., the Court explained that a transaction is an "investment contract" when it involves (1) an investment of money, (2) in a common enterprise, (3) with an expectation of profit, (4) to be derived solely from the efforts of others.42









	Figure 1. The Howey Test




	



	Source: CRS.








In Howey, a company sold investors tracts of land in a citrus grove coupled with ten-year service contracts pursuant to which the company agreed to cultivate the groves, harvest and market the fruit, and remit any profits to the investors.43 The SEC brought an action to enjoin the company from offering the land sale and service contracts on the grounds that they qualified as unregistered "securities."44 The Supreme Court agreed with the SEC and held that the scheme qualified as an offering of "securities" based upon the four-part test noted above.45 The Court explained that because purchasers of the land and service contracts (1) invested money in citrus groves that "gain[ed] . . . utility only when cultivated and developed as component parts of a larger area," and (2) expected profits based on the management expertise and labor of others, the contracts qualified as "investment contracts" (and, by extension, "securities") within the meaning of the Securities Act.46

The Court has made clear that the Howey test "embodies a flexible rather than a static principle, one that is capable of adaptation to meet the countless and variable schemes devised by those who seek the use of the money of others on the promise of profits."47 Accordingly, in applying the test, the Court has emphasized the importance of the "economic realities underlying a transaction,"48 as opposed to a transaction's form or the name that its promoters give it.49 Commentators have noted that "[t]he intentional breadth and adaptability" of the test "necessarily leads to complex and fact-intensive judicial inquiries" into a transaction's granular details.50 Perhaps unsurprisingly, courts have concluded that a wide variety of financial arrangements qualify as "investment contracts" under the Howey test, ranging from pyramid schemes51 and ice machine leases52 to interests in earthworm farms53 and chinchilla ranches.54 Whether an ICO involves an offering of "securities" will accordingly depend primarily on its "economic realities" and not on its formal characteristics or the name given to the relevant coins or tokens.

Because the coins or tokens issued pursuant to ICOs are incredibly diverse,55 and the Howey test's application depends upon highly fact-intensive evaluations of a transaction's specific features,56 it is impossible to draw broad conclusions concerning the application of the Howey test to all ICOs. With that caveat in mind, the following subsections discuss the four parts of the Howey test and examine how possible features of specific ICOs may affect the test's application.

Investment of Money

Case Law

Under the first part of the Howey test, an agreement can qualify as an "investment contract"—and, by extension, a "security"—only if it involves an "investment of money."57 One commentator has observed that parties "rarely litigate[]" this element of the Howey test,58 and the Supreme Court's case law offers only limited guidance on the types of transactions that will satisfy it. The Court's decisions make clear that investments of cash will qualify as investments of "money" for purposes of this part of the Howey test.59 At least one court has also held that an investment of virtual currency qualifies as an investment of "money."60 In SEC v. Shavers, the U.S. District Court for the Eastern District of Texas held that a scheme pursuant to which individuals transferred Bitcoin to a promoter for use in a variety of "investment opportunities" involved an investment of "money" under Howey.61 The court explained that based upon existing case law, "the primary consideration" under Howey's "investment of money" requirement "is whether the purchaser was required to give up something of value in exchange for the promised consideration," rejecting the argument that Howey's first prong is limited to the investment of cash or currency that amounts to legal tender.62 Because the defendant in Shavers conceded that Bitcoin had value, the Court held that the scheme satisfied the first element of the Howey test.63

However, it is less clear whether an individual's provision of labor or services can involve an investment of "money"—a question that, as discussed below, may be relevant to some ICOs. While the Supreme Court has not squarely answered this question, it addressed a related issue in International Brotherhood of Teamsters, Chauffeurs, Warehousemen & Helpers of America v. Daniel.64  In that case, the Court held that an employee's interest in a compulsory, noncontributory pension did not involve an "investment of money" under the Howey test.65 In arriving at this conclusion, the Court rejected the argument that the plaintiff's labor qualified as the required "investment of money" in the pension plan on the grounds that the plan was "a relatively insignificant part" of his "total and indivisible compensation package."66 Because the employee in Daniel "surrender[ed] his labor as a whole, and in return receive[d] a compensation package . . . substantially devoid of" other benefits that resembled a "security," the Court concluded that he exchanged his labor "primarily to obtain a livelihood" rather than to "mak[e] an investment."67 While the Court accordingly concluded that the employee's interest in the pension plan did not involve an "investment of money" (and, therefore, was not a "security"), the Court noted in dicta that it declined to hold "that a person's 'investment' . . . must take the form of cash only, rather than of goods and services" in order to satisfy this element of the Howey test.68 Instead, the Court's holding appeared to rest on the fact that the primary motivation behind the employee's provision of labor was to obtain a salary and other benefits that were not "securities," rather than to make an "investment," leaving open the question of whether exchanging labor for pension benefits that represented a more significant component of an employee's compensation—or for pension benefits alone—would have involved an "investment of money."

Lower courts have arrived at different conclusions as to whether the provision of labor or services qualifies as an "investment of money" under the Howey test. In Peyton v. Morrow Electronics, Inc., the Ninth Circuit69 rejected the argument that labor qualified as an "investment of money," holding that a contract pursuant to which an employee was entitled to receive a cash salary and a percentage of his employer's gross sales did not satisfy that element of the Howey test.70 By contrast, in Uselton v. Commercial Lovelace Motor Freight, the Tenth Circuit endorsed the broad proposition that an "investment of money" under Howey "may take the form of goods and services . . . or some other exchange of value."71 In that case, the court held that transactions pursuant to which employees forfeited their legal rights to a portion of their wages under a collective bargaining agreement in exchange for the right to participate in a profit-sharing plan qualified as "investment contracts" under Howey.72 At least two district courts have also held that performing services or labor can qualify as an "investment of money" for purposes of the Howey test.73

Application to ICOs

Some ICOs involve a sale of tokens for cash.74 Such ICOs will almost certainly involve "investments of money" under the Howey test based upon the Court's case law.75 Other ICOs involve sales of tokens for other digital currencies.76 Commentators have generally agreed that such offerings will also involve "investments of money,"77 and the district court in Shavers agreed that the exchange of a valuable virtual currency qualifies as an "investment of money,"78 suggesting that ICOs in which purchasers exchange Bitcoin or other valuable virtual currencies for newly created tokens will satisfy the first element of the Howey test.

While most ICOs involve the sale of tokens for cash or other digital currencies, some tokens are distributed in other ways. Tokens can be offered as rewards for "mining," a process whereby transactions on a blockchain are verified via the solution of cryptographically difficult problems.79 An issuer may also offer tokens as rewards for the contribution of other valuable services or resources to an enterprise.80 For example, Filecoin—the creator of a major virtual currency issued to develop a distributed file storage system—sold tokens to investors in an ICO in 2017, but also offers tokens as rewards for individuals who offer storage services or retrieve data for the enterprise.81 Distributions of this sort raise the question of whether distributing tokens only as rewards for the provision of services (and not in exchange for cash or other virtual currencies) would involve an "investment of money" under Howey.82

The answer to this question is unclear. As discussed, in Daniel, the Supreme Court suggested in dicta that the provision of "goods and services" may satisfy this element of the Howey test.83 In Uselton, the Tenth Circuit went further and held that the forfeiture of legal rights to agreed-upon wages qualified as an "investment of money" on the grounds that it involved an "exchange of value"—a broad standard that would arguably include the provision of labor or services.84 The district court in Shavers adopted a similar rule, concluding that this element of the Howey test is satisfied whenever a purchaser exchanges "something of value . . . for the promised consideration."85 At least two other district courts have also held that performing services or labor can satisfy this requirement.86 By contrast, in Peyton, the Ninth Circuit held that the provision of services does not qualify as an "investment of money."87

If a court were to adopt Peyton's rule that providing services cannot qualify as an "investment of money," the distribution of tokens in exchange for valuable services like mining or data storage would be unlikely to satisfy this element of the Howey test. However, token distributions of this sort are factually distinguishable from Peyton, which involved a contract pursuant to which an employee was entitled to receive a percentage of his employer's gross sales and a cash salary in return for his services.88 By contrast, miners and others who provide valuable services to a token issuer generally do not receive a cash salary, arguably making such arrangements more analogous to the facts in SEC v. Addison.89 In that case, a district court held that an agreement pursuant to which non-salaried workers exchanged their services for a share in their employer's profits qualified as a "security."90

If a court were to adopt Uselton's broad rule that any "exchange of value" involves an "investment of money," the distribution of tokens in exchange for valuable services like mining or data storage would appear to satisfy this element of the Howey test, because these services likely have at least some value to token issuers. However, Uselton—which involved employees' forfeiture of contractually established rights to certain salaries in exchange for the right to participate in a profit-sharing plan—is distinguishable from offerings of this sort.91 Specifically, the value of "mining" and other services provided to a token issuer is likely more difficult to establish than the value of the salary rights at issue in Uselton. Along these lines, one commentator has argued that the uncertain value of such services makes it unlikely that their provision qualifies as an "investment of money" under Howey.92

But the contention that labor cannot qualify as an "investment of money" because it is difficult to value is debatable. There does not appear to be support in the case law for the proposition that difficulties in valuing a certain type of consideration remove transactions involving that consideration from the ambit of federal securities law. Such a categorical rule is arguably inconsistent with the Supreme Court's instruction that the Howey test embodies "a flexible . . . principle" that is "capable of adaptation" to encompass a wide variety of schemes,93 and with the Court's "repeated[] recogni[tion]" that the securities laws "should be construed not technically and restrictively, but flexibly to effectuate [their] remedial purposes."94

A rule that the exchange of difficult-to-value consideration cannot constitute an "investment of money" may also have odd implications. Closely held businesses,95 life insurance,96 collectibles,97 and certain derivatives98 can be difficult to value. But, while the case law is limited, it seems unlikely that a court would hold that exchanging interests in any of these assets for newly created tokens would not involve an "investment of money" under Howey's "flexible" test. Indeed, courts are routinely called upon to perform complex valuations,99 so it is unclear why the difficulty of valuing any of these assets—or an individual's services—would disqualify them from satisfying the "investment of money" requirement.

The difficulty of valuing contributions to a token issuer's enterprise may also be overstated. Even if the labor of virtual currency "miners" or other service providers may be difficult to value, their costs may be more readily identifiable. Certain Bitcoin miners have set up extensive mining operations involving hundreds of computer servers,100 and a research organization has published estimates of the cost of mining Bitcoin in various countries based on their respective average electricity rates.101 Arguably, quantifiable expenditures on "mining" or other services could provide a court with sufficient information to calculate the value of contributions to a token issuer's enterprise within reasonable boundaries.102

Indeed, if a virtual currency "miner" were to expend money in connection with his mining activities or other contributions to an enterprise based upon representations as to the enterprise's likely profitability, it seems as though a "flexible" application of the Howey test directed at effectuating the remedial purposes of the securities laws would militate in favor of the view that the miner's provision of those services qualified as an "investment of money" in the enterprise.

Common Enterprise

Case Law

Under the Howey test, a transaction must involve an investment in a "common enterprise" in order to qualify as an offering of "securities." The Howey decision did not explain the concept of a "common enterprise," and subsequent Supreme Court decisions have not elaborated upon its rationale. According to one commentator, the existence of a "common enterprise" is necessary for an agreement to qualify as a "security" because investors in such an enterprise "tend to have difficulty assessing the greater enterprise and have no control of its management," thereby requiring special protection.103 According to this reasoning, the "buyer beware" regime applicable to ordinary contracts in which buyers are able to inspect and administer the relevant consideration for themselves is inadequate for sales of fractional participation in collective projects in which "each buyer cannot appropriately inspect and will not have the control necessary to administer the common enterprise."104

Lower courts have disagreed about the proper test for assessing the "common enterprise" element of the Howey test, and have adopted three basic approaches to this requirement: (1) "horizontal commonality," (2) "broad vertical commonality," and (3) "narrow vertical commonality."105 Under the horizontal commonality approach, a "common enterprise" exists where investors pool assets and "share in the profits and risks of the enterprise."106 By contrast, vertical commonality emphasizes the relationship between an investor and the promoter of an enterprise. Under the broad vertical commonality approach, a "common enterprise" exists where an investor's fortunes are dependent on the efforts or expertise of the promoter or his agents.107 Under the narrow vertical commonality approach, a "common enterprise" exists where an investor's fortunes are dependent not only on a promoter's efforts or expertise, but also on a promoter's profits.108

One commentator has offered the following illustration of the differences between the three approaches to commonality. If a condominium developer sells individual condominium units coupled with management agreements under which the developer will rent the units to vacationers, pay each owner a percentage of the rental proceeds from their individual units, and pocket the remaining proceeds, that arrangement likely lacks horizontal commonality because each purchaser owns a separate asset, the investment funds are not pooled, and there is no sharing of profits (because each purchaser's return is based on the rental use of his individual unit).109 By contrast, an arrangement under which investors' funds are pooled to buy an entire condominium project and each investor receives a share of the enterprise's profits would involve horizontal commonality.110

While the arrangement in which investors purchase individual condominium units and share in the manager's profits lacks horizontal commonality, it would involve vertical commonality under both the broad and narrow approaches.111 The arrangement would involve broad vertical commonality because the investors' fortunes depend on the manager's efforts and expertise in renting the units and managing the condominiums.112 And the arrangement would involve narrow vertical commonality because investors are entitled to a percentage of the rental proceeds generated by the manager's activities, meaning that the investors' fortunes depend on the manager's profits in addition to his expertise and efforts.113 By contrast, if the investors paid the manager a fixed fee, the arrangement would lack narrow vertical commonality because investors' fortunes would depend only on the manager's efforts, but not on his profits.114

The federal circuit courts have adopted a range of positions concerning these three constructions of Howey's "common enterprise" requirement. The Third, Sixth, and Seventh Circuits require horizontal commonality for a "common enterprise."115 The Fifth and Eleventh Circuits have held that broad vertical commonality is sufficient.116 The First, Fourth, and D.C. Circuits have held that horizontal commonality is sufficient, but have not addressed the issue of vertical commonality.117 The Ninth Circuit has held that either horizontal or narrow vertical commonality is sufficient.118 The Second Circuit has held that horizontal commonality is sufficient and that broad vertical commonality is insufficient, but has not addressed narrow vertical commonality.119

Application to ICOs

Whether an ICO involves a "common enterprise" depends on its specific features and the test for evaluating that requirement adopted by the federal circuit in which litigation is brought. Some commentators have argued that horizontal commonality exists for token sales in which (1) tokens are fungible, (2) the issuer pools the money raised from selling the tokens, and (3) the issuer uses the pooled funds to build a network or develop other projects.120 According to these commentators, many tokens issued pursuant to ICOs satisfy these requirements and therefore involve horizontal commonality.121

By contrast, broad vertical commonality will exist where the fortunes of token purchasers are dependent on the expertise or efforts of an issuer.122 If the value of tokens issued pursuant to an ICO depends on the issuer's ability to develop a business or certain valuable products or services, the ICO may involve broad vertical commonality.123 For example, in early 2018, a company called ChronoBank issued tokens in exchange for Bitcoin that it indicated it would use to develop a platform on which users could manage digital assets.124 Such tokens appeared to involve an investment in a "common enterprise" under the broad vertical commonality test because tokenholders depended on ChronoBank's efforts and expertise in developing the platform.125 When the fortunes of token purchasers also depend on an issuer's profits—for example, where tokenholders are entitled to dividends or returns based on the profitability of the enterprise issuing the tokens—the tokens will also involve narrow vertical commonality.126 While certain ICOs likely satisfy the narrow vertical commonality requirement,127 one commentator has noted that such tokens are "rare," and concluded that most ICOs will accordingly not involve narrow vertical commonality.128

Reasonable Expectation of Profit

Case Law

The Howey test requires that a transaction involve a "reasonable expectation of profit" in order to qualify as an offering of "securities." In elaborating upon this element of the Howey test, the Supreme Court has distinguished between transactions in which purchasers are motivated primarily by financial returns (which will satisfy this requirement) and those in which purchasers are motivated primarily by a desire to use or consume a product or service (which will not). This distinction was critical to the Court's decision in United Housing Foundation, Inc. v. Forman, where the Court held that shares of stock entitling their purchasers to lease an apartment in a housing cooperative were not "securities" because the purchasers lacked the required "expectation of profit."129

The shares at issue in Forman allowed their purchasers to occupy an apartment in the cooperative, but could not be transferred to a non-tenant, pledged or encumbered, or willed to anyone other than a surviving spouse.130 Tenants who wanted to terminate their occupancy of an apartment in the cooperative were required to offer their shares to the cooperative for their initial purchase price and could not sell the shares to third parties for more than that price plus their mortgage equity if the cooperative declined to repurchase them.131 The cooperative also leased commercial facilities and professional offices in the apartment building and used the net income from these leases to reduce tenant rental costs.132 After the cooperative increased rental charges, purchasers of its shares brought federal securities law claims against it under the anti-fraud provisions of the Securities Act and the Exchange Act.133

A lower court in the Forman litigation held that the purchasers of the shares had an "expectation of profit" because, while the various resale restrictions prevented them from realizing capital appreciation, the purchasers derived income from the shares based on the cooperative's leasing activities—income that could be used to reduce their rental fees.134 The Supreme Court rejected this reasoning and overturned the lower court's decision. The Court concluded that although income derived from the cooperative's leasing activities was "the kind of profit traditionally associated with a security investment," the income at issue in Forman was "far too speculative and insubstantial" to bring the transactions within the ambit of the securities laws.135 Specifically, the Court noted that the prospect of such income was not mentioned in an information bulletin promoting the shares, and that nothing in the factual record suggested that the leased facilities actually generated income that exceeded the facilities' costs to the cooperative.136 Based on these considerations, the Court concluded that purchasers of the shares "were attracted solely by the prospect of acquiring a place to live" and not by an expectation of profit.137 While "the possibility of some rental reduction" from the cooperative's leasing activities made the shares "more attractive," the Court explained that such a possibility did not mean that purchasers had "an 'expectation of profit' in the sense found necessary in Howey."138

Lower courts have followed Forman in distinguishing between transactions motivated primarily by financial returns and transactions motivated primarily by a desire to use or consume a product or service. In Rice v. Branigar Organization, Inc., for example, the Eleventh Circuit relied on this distinction in holding that the sale of lots in a housing development and equity memberships in a nearby country club did not involve an "expectation of profit" for purposes of the Howey test.139

Rice involved a residential planned-unit development on a barrier island off the coast of Georgia.140 A developer sold purchasers lots in a housing development on the island and equity and non-equity memberships in a nearby country club.141 After the developer transferred ownership and management of the country club to a non-profit corporation and revoked club usage rights for non-equity members, purchasers of lots on the island sued the developer on the grounds that (1) the sales of the lots and equity memberships in the country club represented unregistered sales of "securities," and (2) the developer's failure to disclose that non-equity club members would lose access to the club violated the Exchange Act's principal anti-fraud provision.142

The Eleventh Circuit affirmed a lower court order granting summary judgment for the developer, concluding that the lots and equity club memberships were not "securities" under the Howey test because they did not involve the required "expectation of profit."143 The court reasoned that purchasers of the lots were motivated "primarily" by a desire to "use" the lots, and "not to derive profits from the entrepreneurial efforts of the developers."144 Like the Supreme Court in Forman, the Eleventh Circuit relied in part upon promotional materials for the lots, which "d[id] not emphasize the[ir] investment value" and instead focused on "the beauty of the island and the amenities of the club and community."145

Similarly, the court concluded that equity memberships in the country club were not "securities" because purchasers "bought the memberships to use the club's facilities."146 While the memberships represented equity interests in the club, the court rejected the argument that purchasers were motivated primarily by financial returns, noting that "there is normally little reason to invest in the equity of a non-profit company."147 The Court again relied upon promotional materials related to the transactions, which it concluded were "clearly aimed at selling the memberships to give the purchasers access to the club's facilities."148

In Teague v. Bakker, by contrast, the Fourth Circuit held that a jury could have concluded that transactions involving both consumptive and profit-related motivations involved an "expectation of profit" under the Howey test.149 Teague involved a non-profit organization's sale of "lifetime partnerships" entitling purchasers to short annual stays at a hotel and vacation retreat.150 After the organization oversold the "partnerships" and its president diverted funds for personal use, a class of purchasers brought federal securities fraud claims against the organization and its president.151 A district court granted the defendants' motion for a directed verdict against the plaintiffs on the grounds that the "lifetime partnerships" did not qualify as "securities."152 The district court reasoned that because the plaintiffs purchased "lifetime partnerships" primarily in order to stay at the hotel and vacation retreat once a year (and not to obtain financial returns), they did not have an "expectation of profit" for purposes of the Howey test.153

The Fourth Circuit rejected this reasoning and reversed the district court's order granting the directed verdict.154 The court explained that based upon Forman, the "expectation of profit" element of the Howey test requires proof that "the opportunity provided to offerees tended to induce purchases by emphasizing the possibility of profits," and that "the profits are offered in the form of capital appreciation or participation in earnings."155 The court concluded that a jury could have reasonably concluded that the sale of the "lifetime partnerships" satisfied these requirements.156 Specifically, the court reasoned that a jury could have reasonably concluded that promotional materials circulated by the non-profit organization "emphasiz[ed] the possibility of profits" in light of representations that the value of the "lifetime partnerships" "far exceeded" their purchase price.157 The court also noted that portions of the materials explicitly touted the partnerships as an "investment opportunity" that could increase in value.158 The court explained that by emphasizing the partnerships' investment value, the promotional materials could "be read to suggest that [partnership] purchasers would receive an economic benefit in the form of discounted lodging privileges"—a benefit that the non-profit organization could offer "by virtue of its operation, at regular prices, of the facilities not occupied by lifetime partners."159 Because the court concluded that a jury could have reasonably found that these representations created an "expectation of profit," it reversed the district court's order granting a directed verdict for the defendants.160

Application to ICOs

As with the other Howey factors, whether an ICO involves an "expectation of profit" depends on its specific features. Where purchasers of a token are motivated primarily by a desire to use or consume a product or service for which the tokens can be exchanged, an ICO likely will not satisfy this element of the Howey test despite any incidental profit opportunity the tokens might offer.161 By contrast, where purchasers of a token are motivated primarily by the prospect of financial returns, an ICO will satisfy this element of the test.162 The promotional materials that accompany an ICO will likely play a "central" role in assessing whether token purchasers have an "expectation of profit."163 If promotional materials "tend[] to induce purchases by emphasizing the possibility of profits," that fact will militate in favor of the conclusion that tokens qualify as "securities."164 By contrast, promotional materials that emphasize only the goods and services for which tokens may be exchanged will support the opposite conclusion.165

In evaluating the application of this part of the Howey test to ICOs, commentators have distinguished between (1) "investment" or "securities" tokens, and (2) "utility" tokens.166 Commentators have used the former terms to refer to tokens that are meant to serve as substitutes for traditional securities like corporate stock, the primary purpose of which is to offer purchasers the opportunity for capital appreciation or income in the form of dividends or interest payments.167 Such tokens will likely satisfy the third prong of the Howey test because their purchasers are motivated primarily by a desire for financial returns.168 Utility tokens, by contrast, are "designed to offer intrinsic utility" by allowing purchasers to use or access "a consumptive good or service."169 Utility tokens can "act as staking or betting mechanisms, membership rights, or loan collateral," or as "cryptographic 'coupons' redeemable for mundane goods and services like bags of ground coffee or boxes of razor blades."170 Filecoin, Storj, and Siacoin, for example, are tokens that allow their holders to access cloud storage platforms.171 Likewise, Basic Attention Tokens can be used to purchase Internet advertising and compensate publishers and Internet users who view ads within the Brave web browser.172

Whether utility tokens involve the required "expectation of profit" under the Howey test is a difficult question, because such tokens can appreciate in value and present opportunities for speculation in addition to entitling their holders to use certain goods or services.173 Some commentators have addressed this problem of dual motivation by suggesting that utility tokens will not satisfy the "expectation of profit" requirement unless purchasers' desire for financial returns "predominate[s]" over their desire to use or consume a product or service for which the tokens can be exchanged.174 This "predominance" interpretation of the "expectation of profit" element of the Howey test has some support in the case law. In Rice, the Eleventh Circuit concluded that the relevant housing lots did not qualify as "securities" because purchasers bought them "primarily to use them," rather than to derive profits.175 However, the Fourth Circuit appeared to endorse a weaker interpretation of the "expectation of profit" element in Teague, where it concluded that this requirement is satisfied where "the opportunity provided to . . . offerees tend[s] to induce purchases by emphasizing the possibility of profits."176 The appropriate test for evaluating such "dual motivation" purchases accordingly remains somewhat unclear.

However, it is clear that simply describing a token as a "utility token" is insufficient to prevent it from qualifying as a "security." In a recent enforcement action, the SEC concluded that tokens characterized as "utility tokens" in an ICO's promotional materials qualified as "securities" despite this label.177 This conclusion is consistent with the Supreme Court's case law, which makes clear that a transaction's "economic realities," and not the label given to it, determine whether the transaction involves an offering of "securities."178

Derived from the Efforts of Others

Case Law

Under Howey, a transaction must involve an expectation of profits "derived from the efforts of others" in order to qualify as a sale of "securities." One commentator has argued that the basis for this requirement is that buyers are in need of special legal protection where they lack the ability to control the uses to which their money is put.179

While the Supreme Court indicated in Howey that a "security" exists only when profits are to be derived "solely from the efforts of others,"180 lower courts have subsequently held that the term "solely" should not be interpreted literally,181 and the Court has omitted that term from later articulations of the Howey test.182 Instead of requiring that expected profits be derived "solely" from the efforts of others, courts have employed a variety of weaker formulations of this requirement. The D.C. Circuit has explained that the requirement is satisfied when profits depend "predominantly" on the efforts of others.183 Similarly, the Ninth Circuit has indicated that it is sufficient that the efforts of others are "the undeniably significant ones . . . which affect the failure or success of the enterprise."184

In evaluating the "efforts of others" element of the Howey test, courts have emphasized the extent to which investors participate in and control an enterprise. In Albanese v. Florida National Bank of Orlando, for example, the Eleventh Circuit held that contracts involving the purchase and operation of ice machines satisfied the "efforts of others" requirement based on investors' lack of control over the machines.185 Albanese involved a scheme in which investors purchased ice machines and contracts pursuant to which the seller of the machines agreed to place the machines in various hotels and other institutions, manage the machines, and collect money from the machines on behalf of the investors.186 Under the agreements, investors retained the right to select an initial location for the machines from a list provided by the seller, and the seller could not relocate the machines without the consent of investors.187 After investors discovered that many of the ice machines did not exist and that the seller was using proceeds from new investors to pay earlier investors, they sued a bank associated with the seller for aiding and abetting violations of the Exchange Act's principal anti-fraud provision.188

A district court granted summary judgment to the defendant-bank on the grounds that the contracts were not "securities" because the plaintiffs "retained the potential for ultimate control over their investments" and therefore did not expect profits derived "based on the efforts of third parties."189 However, the Eleventh Circuit rejected this reasoning and reversed the district court's order.190 The court concluded that under the agreements—which granted investors the right to select the initial placement of the machines from a list of locations offered by the seller—investors' control over the enterprise "was too insubstantial to disqualify the agreements as securities."191 Because the seller had offered its expertise in finding locations for the ice machines and contracting with hotels and other venues, and because there was no evidence suggesting that investors could hire other companies to manage their machines, the court concluded that investors were largely dependent on the seller's efforts for their profits and that the contracts accordingly qualified as "securities."192

The Ninth Circuit has held that a scheme involving even greater investor participation than the arrangement at issue in Albanese satisfied the "efforts of others" element of the Howey test. In SEC v. Glenn W. Turner Enterprises, Inc., the Ninth Circuit considered whether a multi-level marketing network in which investors purchased "Adventures" or "Plans" consisting of the right to attend seminar sessions and receive tapes and other materials aimed at improving self-motivation and sales ability involved a sale of "securities."193 Purchasers of "Adventures" and "Plans" were tasked with either re-selling those products or bringing others into the organization, for which the investors received a portion of the new investors' contributions.194 The SEC sought and obtained a preliminary injunction against the sale of the "Adventures" and "Plans" on the grounds that they constituted unregistered "securities."195

In affirming the preliminary injunction, the Ninth Circuit explained that under Howey's "efforts of others" requirement, courts should evaluate "whether the efforts made by those other than the investor are the undeniably significant ones, those essential managerial efforts which affect the failure or success of the enterprise."196 The court explained that the marketing scheme satisfied this requirement because purchasers of the "Adventures" and "Plans" effectively purchased "shares in the proceeds of the selling efforts of" the scheme's promoters.197 While investors also needed to contribute "something besides [their] money" in order to derive a profit from the scheme, the court explained that "the essential managerial efforts which affect the failure or success of the enterprise" were those of the promoters, not those of the investors.198

The D.C. Circuit adopted a similar test for applying the "efforts of others" requirement in SEC v. Life Partners, Inc.199 Life Partners involved the sale of viatical settlements—a type of contract pursuant to which an investor acquires an interest in the life insurance policy of a terminally ill person, typically at a discount that depends upon the insured's life expectancy.200 In the Life Partners litigation, the SEC brought an enforcement action against a company that sold fractional interests in life insurance policies and performed certain post-transaction administrative services on the grounds that the interests qualified as unregistered "securities."201 The pre-sale tasks performed by the viatical settlements company included evaluating the medical conditions of insured policyholders, reviewing their insurance policies, negotiating purchase prices, and preparing relevant legal documents.202 The company also performed certain post-sale functions, ranging from appearing as the owner of record on the insurance policies, holding the policies, monitoring the health of the insureds, paying premiums, filing death claims, collecting and distributing death benefits, and assisting investors who wished to resell their interests.203

The D.C. Circuit vacated injunctions against the company, concluding that the viatical settlements it had sold did not qualify as "securities" because investors did not expect to derive profits based on the "efforts of others."204 In arriving at this conclusion, the court employed a test similar to that adopted by the Ninth Circuit in Glenn W. Turner Enterprises, explaining that the "efforts of others" requirement is satisfied only where expected profits are derived "predominantly" from the efforts of others.205 Applying this test, the court distinguished between "purely ministerial" activities performed by the promoter of an investment (which are insufficient to satisfy the "efforts of others" requirement), and "entrepreneurial" activities (which may be sufficient).206 The court explained that the company's post-sale functions (for example, paying premiums, filing death claims, and distributing death benefits to investors) were merely "ministerial" and therefore did not establish that investors expected to derive profits "predominantly" from the "efforts of others."207 The court further reasoned that although the company's pre-sale activities (for example, evaluating the medical conditions and insurance policies of terminally ill persons) could be characterized as "entrepreneurial," such pre-sale activities have limited relevance to the Howey test because their value was likely already reflected in the purchase price of the contracts.208 Accordingly, the court held that such pre-sale activities "cannot by themselves suffice to make the profits of an investment arise predominantly from the efforts of others."209 While the court declined to adopt a categorical rule that a promoter's pre-sale efforts are never relevant to the "efforts of others" element of the Howey test, it noted in dicta that it "doubt[ed]" that pre-sale efforts "should ever count for much" in applying that requirement.210

The Eleventh Circuit came to the opposite conclusion concerning viatical settlements and the importance of the distinction between pre-sale and post-sale efforts in SEC v. Mutual Benefits Corp.211 That case involved a company that performed tasks that were largely similar to those performed by the relevant company in Life Partners. Like the viatical settlements company at issue in Life Partners, the company involved in Mutual Benefits Corp. identified terminally ill insureds, bid on policies, obtained life expectancy evaluations from doctors, and created the legal documents needed to conclude the relevant transactions.212 After investors purchased fractionalized interests in the relevant policies, the company paid the policy premiums, monitored the health of the insureds, and distributed the proceeds from the policies to investors.213

The Eleventh Circuit concluded that investors in the viatical settlements depended on the "efforts of others" and that the contracts accordingly qualified as "securities."214 The court rejected Life Partners' distinction between a promoter's pre-sale and post-sale efforts, reasoning that while the "efforts of others" element of the Howey test "may be . . . more easily satisfied by post-purchase activities, there is no basis for excluding pre-purchase managerial activities from the analysis."215 The court accordingly concluded that "both pre- and post-purchase managerial activities . . . should be taken into consideration in determining whether Howey's test is satisfied."216 The court reasoned that because the viatical settlements company had engaged in significant pre-purchase managerial activities and a number of important post-purchase efforts, the viatical settlements contracts involved the required dependence on the "efforts of others."217

Application to ICOs

Whether the purchasers of tokens issued pursuant to ICOs have the sort of dependence on the "efforts of others" necessary for the tokens to qualify as "securities" depends on the degree of control purchasers are given over the enterprise that they fund.218 Applying this element of the Howey test to individual ICOs requires close examination of "the rights, powers (and, sometimes, obligations) attendant to the token in question."219 Where tokenholders have robust powers to control the activities of the relevant enterprise, an ICO is unlikely to involve the type of dependence on others required for the tokens to qualify as "securities."220 By contrast, where tokenholders have limited power or ability to control the activities they fund, the "efforts of others" requirement will likely be satisfied.221

The case law applying this requirement makes clear that in assessing whether investors depend on the "efforts of others," courts look primarily to investors' expectations of control at the time they make their investments and not "at some later time after the expectations of control have developed or evolved."222 Accordingly, the formal powers granted to tokenholders in an ICO's white paper or other relevant documents are likely to be the focus of a court's assessment of the "efforts of others" requirement. However, courts have also considered evidence concerning how businesses have operated in practice as probative "of how control was allocated at the outset" of an investment.223 That token purchasers have or have not exercised management responsibilities over an enterprise in practice may therefore be relevant to a court's "efforts of others" analysis.

The timing of a token issuer's efforts to support the value of the tokens it issues may also be relevant in applying the "efforts of others" element of the Howey test. In Life Partners, the D.C. Circuit "doubt[ed]" that activities performed by an issuer before a transaction "should ever count for much" in determining whether the transaction involves the sale of a "security."224 If that approach to the "efforts of others" requirement is correct, then tokens are less likely to qualify as "securities" when an issuer performs the "entrepreneurial" tasks that make the tokens valuable before the tokens are sold. However, it is important to bear in mind that the D.C. Circuit's distinction between pre-sale and post-sale efforts has been rejected by at least one other federal circuit court.225 Whether the timing of a token issuer's efforts is a central part of applying the "efforts of others" requirement accordingly remains unsettled.

Simple Agreements for Future Tokens (SAFTs)

The complexities surrounding the Howey test's application to ICOs have prompted the development of a framework for token offerings called the "Simple Agreement for Future Tokens" (SAFT). The SAFT is a framework for certain token offerings developed by Protocol Labs, Inc. and attorneys at the law firm Cooley LLP.226 The goal of the SAFT is to obtain certain advantages related to securities, money services, and tax laws for ICOs that would otherwise involve "pre-functional utility tokens."227 As discussed, a "utility token" is a token purchased not for investment purposes but primarily to use or consume a good or service for which the token can be exchanged.228 A "pre-functional utility token" is a token that lacks utility when it is sold, but will become useful (that is, exchangeable for some good or service) at some later date, perhaps after the construction of a platform or products on which the tokens will be used.229 A "functional utility token," by contrast, is a utility token that is useful when it is delivered to purchasers.230 Because "pre-functional utility tokens" do not have utility when they are sold and become useful only after the development of some type of platform or service that the tokens can be used to access, some commentators have suggested that they are more likely to involve an "expectation of profit" and depend on the "efforts of others" (and therefore qualify as "securities" under the Howey test) than "functional utility tokens."231

The basic goal of the SAFT vis-à-vis federal securities laws is to allow companies to raise money through a token offering for the development of a platform or service that is not yet fully functional, but without offering "pre-functional utility tokens" (which are arguably more likely than "functional utility tokens" to qualify as "securities"). The SAFT framework attempts to accomplish this goal through a contract pursuant to which investors exchange money for the right to receive functional utility tokens at some future date, instead of receiving "pre-functional utility tokens."232

The developers of the SAFT concept have explained that the SAFT contract itself—that is, the agreement to exchange money for the right to receive functional utility tokens in the future—is "very likely a security" under the Howey test.233 The SAFT's developers have accordingly proposed that promoters enter into SAFTs with investors pursuant to SEC Regulation D, which provides an exemption to registration for offerings that meet certain conditions.234 However, the developers of the SAFT concept have argued that the functional utility tokens delivered pursuant to SAFT contracts may not themselves qualify as "securities." Specifically, the SAFT's developers argue that tokens issued pursuant to SAFTs may not involve the required "expectation of profit" derived from the "efforts of others" because (1) token purchasers are motivated primarily by a desire to use or consume products or services, and (2) the relevant "efforts" to make the tokens useful occur before the tokens are delivered to investors.235 Accordingly, the SAFT framework attempts to allow organizations to raise capital for the construction of a platform or service that tokens can be used to access, while potentially avoiding classification of the tokens as "securities" so that they can trade in secondary markets largely free from SEC regulation.236

Notably, the SAFT's developers caution that use of the SAFT framework does not prevent all "functional utility tokens" from qualifying as "securities." Specifically, the SAFT's developers note that where utility tokens are genuinely useful only by members of a particular industry or other small group, purchases of such tokens by the public at large are likely to be motivated primarily by a desire for financial returns and not by a desire to use or consume goods or services.237 In such cases, ICOs will likely involve the required "expectation of profit" under Howey. The SAFT's developers also note that where a token issuer promises to engage in significant post-delivery activities that will enhance the value of tokens, an ICO likely satisfies the "efforts of others" requirement despite the SAFT structure.238 Finally, the SAFT's developers caution that where a token issuer maintains control over the "monetary policy" for tokens—that is, if an issuer promises to redeem tokens based on its revenue or to engage in other activities to support secondary trading or enhance a token's price—an ICO likely involves dependence on the "efforts of others" and therefore qualifies as an offering of "securities."239

The SAFT concept has emerged as a popular method of structuring ICOs. According to one estimate, over 60 companies had raised $564 million using SAFTs in the first four months of 2018.240 However, courts and the SEC have not evaluated whether the SAFT framework in fact achieves its intended goal of avoiding regulation under the securities laws. Moreover, in February 2018, the Wall Street Journal reported that the SEC had issued subpoenas and information requests to a number of token issuers, including issuers who have relied upon the SAFT framework.241 Some commentators have also criticized the legal analysis in the SAFT white paper. Indeed, in November 2017, the Cardozo Blockchain Project at the Benjamin N. Cardozo School of Law issued a research report raising four general concerns with the SAFT framework.242

First, the report argues that the SAFT white paper "wrongly suggest[s] that application of the . . . federal securities laws will turn on bright-line rules" by maintaining "that the question of whether a utility token will be deemed a security will generally turn on whether the token is 'functional.'"243 The paper argues that this suggestion is in tension with the flexible, case-by-case analysis mandated by Howey and its progeny.244

Second, the report contends that following the SAFT framework could present token creators with greater risk under federal securities laws than they might otherwise face.245 Specifically, the report argues that because token creators who use the SAFT will tend to emphasize the profit-generating potential of their tokens in offering SAFT contracts to accredited investors under Regulation D, use of the SAFT could have the unintended consequence of "transform[ing] an inherently consumptive digital good (the token itself) . . . into an investment contract."246 The report argues further that a premise on which the SAFT concept relies—that the timing of a token creator's efforts makes a difference in assessing the "efforts of others" element of the Howey test—lacks meaningful support in the case law.247 Specifically, the report notes that although the D.C. Circuit drew a distinction between a promoter's pre-purchase and post-purchase efforts in Life Partners, other courts (such as the Eleventh Circuit in Mutual Benefits Corp.) have come to the opposite conclusion and have held that pre-purchase entrepreneurial activities (such as developing a platform) are relevant to the "efforts of others" analysis.248 The report also questioned whether the post-purchase activities performed by most developers using SAFTs in fact qualify as insignificant "ministerial" efforts, noting that platform developers routinely release updated versions of their platforms with additional features after tokens are sold.249

Third, the report argues that one of the concerns motivating the SAFT concept—that "pre-functional utility tokens" are likely to be "securities" because they involve dependence on the "efforts of others"—is misplaced.250 The report argues that because purchasers of "pre-functional utility tokens" are likely motivated primarily by a desire to use or consume the platform or products they are funding and not by a desire for financial returns, such tokens do not involve an "expectation of profit" under Howey, and accordingly do not qualify as "securities" even if they involve dependence on the "efforts of others" for their ultimate consumptive value.251

Fourth, the report argues that use of the SAFT could harm consumers.252 Specifically, the report contends that unlike traditional equity offerings, which often involve "lockup periods" during which investors cannot sell their shares, SAFTs offer investors the ability to quickly "flip" their tokens for a profit, incentivizing token creators to focus on the profitability of such near-term sales at the expense of viable long-term projects.253 The report also raises concerns about the ability of SAFT purchasers who hold large numbers of tokens to manipulate the market for those tokens to the detriment of other investors and the token issuer.254

In light of this ongoing debate over the SAFT framework and the lack of guidance from regulatory agencies and the courts, it remains unclear whether (and in what circumstances) tokens issued pursuant to SAFTs will qualify as "securities" under federal law.

The SEC's Views

The SEC has pursued a number of enforcement actions against token issuers and other actors in the virtual currency industry,255 and SEC officials have testified before Congress and given other public statements on their general approach toward ICOs.256 The subsections below review two prominent SEC enforcement actions concerning ICOs and a recent speech by the Director of the SEC's Division of Corporation Finance that has generated considerable discussion about the agency's views on ICOs.

The DAO Report

In July 2017, the SEC issued a report of investigation concerning an unregistered sale of digital tokens by an unincorporated entity organization called "The DAO."257 The DAO was a "decentralized autonomous organization," a term used to describe virtual organizations embodied in computer code and executed on a distributed ledger or blockchain.258 One of The DAO's promoters memorialized the concept behind the organization in a white paper proposing the creation of an entity that would use "smart contracts"259 to allow individuals to "work[] together collaboratively outside of a traditional corporate form."260 The white paper indicated that in order to raise money, The DAO would issue digital DAO Tokens to "investors" in exchange for units of the virtual currency Ether, which The DAO would then use "to fund 'projects'" that could generate financial returns for the enterprise.261

The DAO's white paper indicated that DAO Tokens granted their holders certain voting and ownership rights.262 Specifically, holders of DAO Tokens could propose projects for The DAO to pursue, vote on whether The DAO should pursue particular projects, and share in any profits generated by these projects.263 However, the white paper also contemplated a managerial role for certain employees of the organization responsible for The DAO. These employees—called "Curators"—were charged with reviewing proposed projects before they were put to a tokenholder vote. The Curators were also granted "ultimate discretion" as to whether proposals were submitted for a vote.264 According to the SEC, one Curator commented publicly that he had "complete control" over the projects that would be submitted for votes, the order in which the projects were submitted, and the duration of the voting process.265 The white paper also indicated that Curators would have the power to reduce voting quorum requirements in certain circumstances.266 The DAO's promotional materials included representations that DAO Tokens could be traded in secondary markets via several platforms, and The DAO's promoters solicited at least one Internet platform to trade DAO Tokens on its system by the time the tokens were offered.267 According to the SEC, in the months after the offering, one platform executed over 500,000 transactions in DAO Tokens by more than 15,000 customers, while another executed more than 22,000 such transactions by more than 700 customers.268

After DAO Tokens were sold to investors, but before The DAO began funding projects, a hacker utilized a flaw in The DAO's code to steal approximately one-third of The DAO's assets, prompting the SEC's investigation.269 While the SEC did not pursue an enforcement action against The DAO's creators, it concluded in its report of investigation that DAO Tokens were "securities" under the Howey test.270

In the report, the SEC reasoned that the exchange of Ether for DAO Tokens represented an "investment of money" for purposes of the first part of the Howey test.271 The agency also concluded (without explanation) that "[i]nvestors who purchased DAO Tokens were investing in a common enterprise."272 The SEC also determined that purchasers of DAO Tokens had an "expectation of profit" based on promotional materials indicating that The DAO was "a for-profit entity whose objective was to fund projects in exchange for a return on investment."273 In applying the "expectation of profit" factor, the SEC explained that even if the projects pursued by The DAO could include "services and the creation of goods for use by DAO Token holders," that fact did "not change the core analysis that investors purchased DAO Tokens with the expectation of earning profits from the efforts of others."274

The bulk of the SEC's analysis focused on the "efforts of others" requirement.275 In evaluating this element of the Howey test, the SEC concluded that investors expected profits derived primarily from the "efforts of others" because (1) the efforts of The DAO's promoters and Curators were "essential" to the relevant enterprise, and (2) investors had only limited voting rights.276 The SEC concluded that investors relied on the efforts of The DAO's promoters and Curators "to manage The DAO and put forth project proposals that could generate profits," emphasizing that The DAO's promoters had held themselves out as experts in the relevant subject matter and selected Curators based on their expertise.277 The SEC explained that investors were dependent on the Curators' expertise in light of their authority to (1) vet proposed projects, (2) determine when to submit proposed projects for a vote, (3) determine the order and frequency of proposals submitted for a vote, and (4) determine whether to halve the default quorum necessary for a successful vote on certain proposals.278 The SEC also concluded that investors had only limited voting rights.279 These voting rights did not "provide [tokenholders] with meaningful control over the enterprise," the SEC explained, because tokenholders' ability to vote for proposed projects was "largely perfunctory" in light of the Curators' authorities and the absence of concrete information available in project proposals.280 The SEC also noted that tokenholders' power was further diminished by the fact that they "were widely dispersed and limited in their ability to communicate with one another."281

The SEC accordingly concluded that because DAO Tokens satisfied each of the four Howey factors, they qualified as "securities" that The DAO was legally required to register.282

Munchee

In December 2017, the SEC instituted cease-and-desist proceedings against Munchee, Inc., the creator of an iPhone application involving restaurant reviews.283 In October 2017, Munchee had announced that it would conduct an ICO of "MUN tokens" to raise roughly $15 million to develop its business.284 In a white paper describing the offering, Munchee explained that it would use the ICO's proceeds to hire employees for its development team, market and promote the Munchee App, pay for legal expenses, and maintain and "ensure the smooth operation of the MUN token ecosystem."285 The white paper explained that within this "ecosystem" (shown in Figure 2 below), users of the Munchee App could write restaurant reviews in exchange for MUN tokens, restaurants could purchase ads, and Munchee would offer "in-app" goods or services that could be purchased with MUN tokens.286 Munchee also represented that it would work with restaurants so that users of the Munchee App could buy food with MUN tokens and restaurants could reward customers with MUN tokens.287









	Figure 2. The Munchee "Ecosystem"




	



	Source:  Munchee Order, supra note 27 at 4.








The Munchee white paper described how increased participation in this "ecosystem" would lead to an increase in the value of MUN tokens.288 Among other things, the white paper described how Munchee planned to take certain MUN tokens out of circulation when restaurants paid for advertising using the tokens, thereby increasing the price of MUN tokens by reducing their supply.289 The white paper also indicated that Munchee would ensure that holders of MUN tokens would be able to sell the tokens on secondary markets, and that Munchee would buy or sell tokens in order to ensure the existence of a liquid market.290 In addition to touting MUN tokens' profit potential in its white paper, Munchee and its founders made a variety of other claims about prospective investment returns in blogs, podcasts, and on Facebook before the ICO.291 The white paper also asserted that Munchee had performed a "Howey analysis" of the MUN tokens and concluded that "as currently designed, the sale of MUN utility tokens does not pose a significant risk of implicating federal securities laws."292

Munchee started selling MUN tokens in late October 2017.293 After roughly 40 people purchased MUN tokens in exchange for approximately 200 Ether (the equivalent of roughly $60,000 at the time of the offering), SEC staff contacted Munchee, prompting it to stop the token sale and refund purchasers' money.294

The SEC imposed a formal cease-and-desist order against Munchee in December 2017.295 In the order, the SEC concluded that MUN tokens qualified as "securities" under the Howey test.296 The SEC reasoned that purchases of MUN tokens for Bitcoin or Ether qualified as "investments of money" under Howey because such sales involved "the type of contribution of value that can create an investment contract."297 The SEC did not evaluate the "common enterprise" element of the Howey test, but concluded that MUN token purchasers had the required "expectation of profit" because of Munchee's representations about the MUN token ecosystem's capacity to generate capital appreciation and promises that MUN tokens could be traded on secondary markets.298 Finally, the SEC concluded that purchasers of MUN tokens expected profits derived primarily from the "efforts of others" because Munchee had represented that it would revise the Munchee App and create the "ecosystem" that would increase the value of MUN tokens.299

Because Munchee had sold MUN tokens without filing a registration statement, the SEC concluded that it had violated the Securities Act and ordered it to cease and desist from future violations.300 However, because Munchee had consented to the entry of the order and promptly ceased selling the tokens when contacted by the SEC, the agency did not impose a civil penalty.301

June 2018 Hinman Speech

In June 2018, William Hinman, the Director of the SEC's Division of Corporation Finance, delivered a speech on the application of the Howey test to virtual currencies.302 Among other things, the SEC's Division of Corporation Finance provides interpretive assistance to companies seeking clarification of SEC rules in the form of no-action, interpretive, and exemptive letters explaining the Commission's views.303 While the speech does not represent a definitive statement of the law or a binding statement of the SEC's views, commentators have described it as "the SEC's most detailed guidance about digital tokens since" the DAO report.304

In the speech, Hinman addressed the question of "whether a digital asset offered as a security can, over time, become something other than a security."305 Hinman explained that where a digital asset "represents a set of rights that gives the holder a financial interest in an enterprise, the answer is likely 'no'" based on a straightforward application of the Howey test.306 However, Hinman clarified that where the centralized enterprise that issued a token no longer plays an active role in supporting the value of the token, and where the primary motivation of token purchasers is "to purchase a good or service," the token may not qualify as a "security" even if it qualified as a "security" when initially offered to investors.307 In such cases, Hinman explained, "purchaser[s] . . . no longer reasonably expect a person or group to carry out essential managerial or entrepreneurial efforts," and "the efforts of the third party are no longer a key factor for determining the enterprise's success."308 In light of these principles, Hinman concluded that based on his understanding, Bitcoin and Ether (the two largest virtual currencies by market capitalization) did not at that time qualify as "securities" because neither involved "a central third party whose efforts are a key determining factor in the enterprise."309

However, Hinman also emphasized the dynamic nature of the Howey test, cautioning that "[e]ven digital assets with utility that function solely as a means of exchange in a decentralized network" can qualify as "securities" based upon particular facts and circumstances surrounding their packaging and sale.310 Along these lines, Hinman outlined more than a dozen factors that may be relevant to whether digital tokens qualify as "securities," ranging from the meaningfulness of investors' governance rights and influence over an enterprise to the characteristics of the groups to which tokens are marketed.311

Analysis

The DAO report, the Munchee enforcement action, and Hinman's June 2018 speech provide some insight into the SEC's views on ICOs. Because both The DAO and Munchee ICOs involved an exchange of Ether for the relevant tokens, the SEC's enforcement actions indicate that the agency believes that the exchange of virtual currency for newly issued tokens will qualify as an "investment of money" under the Howey test. Moreover, commentators have suggested that the SEC's lack of attention to the "common enterprise" element in both actions means that this part of the Howey test involves "a simple inquiry" under which that requirement will be satisfied whenever investors' funds are pooled together, establishing horizontal commonality.312

The Munchee report also makes clear that in assessing the "expectation of profit" requirement of the Howey test, the SEC will not simply accept a promoter's characterization of a token as a "utility token."313 However, the Munchee order leaves a number of other questions concerning the "expectation of profit" requirement unanswered. Specifically, the SEC identified a number of factors that led to the conclusion that MUN tokens were "securities," including the tokens' lack of utility when they were delivered to investors, Munchee's representations about their potential for appreciation, its promise to take tokens out of circulation to maintain their value, and the company's promise to establish secondary markets for the tokens. As a consequence, it is unclear which (if any) of these factors the SEC regarded as necessary or sufficient to conclude that investors had the required "expectation of profit."

Some commentators have argued that the SEC's reasoning in the Munchee order appears to rest "on two key factors": (1) "the strong emphasis by Munchee and its agents on the potential profits of an investment in MUN tokens," and (2) "the inability to use the MUN tokens for any purpose for a substantial period of time."314 If this analysis is correct, issuers of tokens intended to be "utility tokens" should take care to "avoid promoting the investment value of the tokens or the ability of purchasers to derive (or share in) profits from the purchase and sale of the tokens."315 Moreover, while the SEC did not explicitly state "that tokens that have no function at the time of creation and distribution cannot be utility tokens (rather than securities)," commentators have suggested that "refrain[ing] from issuing tokens until they have meaningful functionality" may be a "reasonable approach" in light of the Munchee order.316

The DAO report also offers some guidance on how the SEC will apply Howey's "efforts of others" requirement. The report makes clear that "giving [token] buyers some rudimentary role" in an enterprise is insufficient to insulate an ICO from the securities laws.317 Instead, the SEC concluded that purchasers of DAO Tokens depended on the "efforts of others" because the significance of their voting powers was significantly diminished by (1) the authority of The DAO's "curators" to control key aspects of the voting process, (2) the limited information tokenholders were given about the projects that they voted on, and (3) the pseudonymity and dispersion of tokenholders.318 However, as with the Munchee order's assessment of the "expectation of profit" requirement, the weight the SEC placed on each of these factors in its "efforts of others" analysis is unclear. It is uncertain, for example, if the pseudonymity and dispersion of tokenholders are sufficient to establish the required dependence on the "efforts of others" in cases where tokenholders are better informed and a centralized entity has less authority to control the activities of the enterprise.319

Hinman's June 2018 speech has also generated a great deal of commentary. As discussed, in the speech, Hinman indicated that a token that initially qualifies as a "security" may "over time[] become something other than a security," concluding that based on his understanding, tokens such as Bitcoin or Ether are not "securities."320 Ether originated in 2014 when the non-profit Ethereum Foundation conducted a token "pre-sale" in which it solicited contributions of Bitcoin that it promised to use to develop a blockchain-based computing platform (the Ethereum network).321 After software developed by the Ethereum Foundation was run by "miners," participants in the "pre-sale" were awarded Ether, a newly invented scarce digital token that can be used in a variety of ways on the Ethereum network.322

Some commentators, including former Chairman of the Commodity Futures Trading Commission (CFTC) Gary Gensler, have suggested that Ether—which as of August 2018 was the second-largest virtual currency by market capitalization, clocking in at roughly $29.2 billion323—may qualify as a "security" because it was issued by a centralized entity before the Ethereum network was fully functional.324 However, the Ethereum Foundation325 and some commentators326 have rejected this conclusion. Some commentators have argued that because Ether can now be exchanged for various services on the Ethereum network, the vitality of which now depends on the efforts of "hundreds of independent software developers" and "millions of users" (and not the small number of Ethereum Foundation programmers who originally developed the Ethereum network), Ether no longer qualifies as a "security," even if 2014 pre-sale contracts for Ether may have qualified as "securities."327

In his speech, Hinman appeared to side with this latter group of commentators, indicating that based on his understanding, Ether is not a "security" because the network on which it runs is "decentralized," meaning that purchasers of Ether do not depend primarily on the "efforts of others" for their profits.328 A network is sufficiently "decentralized" to preclude tokens from qualifying as "securities," Hinman explained, "where purchasers would no longer expect a person or group to carry out essential managerial or entrepreneurial efforts."329 Hinman's suggestion that Ether is not a "security" was greeted with enthusiasm by investors330 and virtual currency advocates, who have voiced concerns about the potential harms of applying federal securities laws to virtual currencies.331

Some commentators have also argued that Hinman's speech may have important implications for the viability of the SAFT framework. After the speech, one of the SAFT's developers argued that Hinman's emphasis on a network's "decentralization" is similar to (though not precisely the same as) the concept of "functional" utility tokens on which the SAFT white paper relied, because Hinman had explained that a network is "decentralized" when purchasers no longer expect a third party to carry out essential managerial efforts to support its value.332 Other commentators have drawn similar conclusions, arguing that Hinman's endorsement of the proposition that a product that initially qualifies as a "security" may evolve into a non-security bodes well for the SAFT.333

Notably, the text of Hinman's speech contains a footnote indicating that because the Howey test depends upon the facts and circumstances of individual offerings, "nothing in" the speech was "meant to opine on the legality or appropriateness of a SAFT."334 Accordingly, while Hinman's views are certainly relevant in assessing the viability of the SAFT, any firm legal conclusions about that framework remain premature.

Possible Exemptions from Registration

In light of the various uncertainties with the application of the Howey test to ICOs and the limited guidance offered by the SEC to date, commentators have discussed whether, assuming ICOs qualify as offerings of "securities," certain exemptions from the Securities Act's registration requirements may be available to token issuers. As a threshold matter, it is important to note that an issuer that relies upon an exemption from registration generally has the burden of proving that its offering falls within the exemption.335 Moreover, such exemptions concern only an issuer's obligation to register securities with the SEC. The anti-fraud provisions of the Securities Act and the Exchange Act apply to securities even if they are exempt from registration.336 Nevertheless, registration exemptions may offer token issuers valuable benefits by allowing them to avoid the detailed and complex disclosures required in registration statements.337 This section of the report reviews a number of exemptions from the Securities Act's registration requirements and discusses their possible application to ICOs. The features of the relevant exemptions are summarized in Table 1 below.



Table 1. Exemptions from Registration













	 


	Section 4(a)(2)

	Regulation D

	Regulation A

	Regulation CF




	Dollar Limit

	None

	$5 million for Rule 504 offerings; no limit for Rule 506 offerings

	$20 million for Tier 1 offerings; $50 million for Tier 2 offerings

	$1.07 million




	Resale Restrictions

	Yes

	Rule 506 securities are subject to resale restrictions; Rule 504 securities are subject to resale restrictions in certain circumstances

	No

	Yes




	State Law

	State registration requirements apply

	Rule 506 offerings are exempt from state registration requirements; Rule 504 offerings are not

	Tier 2 offerings are subject to state filing requirements but are exempt from state laws concerning pre-offering review; Tier 1 offerings are not exempt from either category of state law

	Exempt from state registration requirements




	Other Relevant Features

	Investors must be sufficiently sophisticated to be able to "fend for themselves"

	General solicitation and advertising permitted for Rule 506(c) offerings, as long as all purchasers are accredited investors

	Tier 2 offerings are subject to post-offering reporting requirements

	Offering must be made through a platform registered with the SEC or operated by a registered broker-dealer







Source: CRS.





Section 4(a)(2) of the Securities Act

Section 4(a)(2) of the Securities Act offers an exemption to registration for transactions "not involving any public offering."338 The Securities Act does not define the term "public offering." The provision's legislative history suggests that Congress intended it to exempt securities transactions from registration "where there is no practical need for [registration] . . . [or] where the public benefits [of registration] are too remote."339 In interpreting the phrase "public offering," the Supreme Court has held that the exemption is available for sales of securities to persons who are able to "fend for themselves" in evaluating an offering.340 In SEC v. Ralston Purina, the Court considered whether a company's offering of stock to "key employees" fell within the Section 4(a)(2) exemption from registration.341 In adopting and applying the "fend for themselves" standard, the Court explained that although "executive personnel who because of their position have access to the same kind of information" contained in a registration statement may qualify as persons able to "fend for themselves," many of the other employees who were offered the stock lacked that type of access, meaning that the exemption did not apply.342

Lower courts have considered a variety of factors in applying the "fend for themselves" standard. While "the principles emerging from these cases are," in the words of one commentator, "not crystal clear,"343 courts have generally considered the number of offerees, the sophistication and experience of offerees, the nature and kind of information that has been provided or to which the offerees have access, the size of the offering, and the precautions taken to prevent the offerees from reselling their securities in determining whether the Section 4(a)(2) exemption applies to a securities transaction.344 Importantly, securities sold pursuant to the Section 4(a)(2) exemption qualify as "restricted securities,"345 meaning they cannot be resold within certain time periods unless certain conditions are met.346

Commentators have argued that Section 4(a)(2) is not an attractive option for most token issuers based on the limitations discussed above.347 Specifically, observers have reasoned that because ICOs often involve offering a large number of tokens to a large number of prospective investors of varying levels of sophistication and generally do not involve resale restrictions, Section 4(a)(2)'s exemption will not appeal to the typical token issuer.348 However, for token issuers who are comfortable with more limited offerings to smaller numbers of sophisticated investors, Section 4(a)(2) may offer an exemption from SEC registration.

Regulation D

In part because of the imprecision of the judicial decisions interpreting Section 4(a)(2), the SEC promulgated Regulation D to offer a more specific exemption.349 Regulation D provides two more specific exemptions from the Act's registration requirements.

First, Rule 504 of Regulation D provides an exemption for certain issuers for offerings of up to $5 million.350 The Rule 504 exemption is not limited to offerings of securities that involve sophisticated investors. However, as with securities sold pursuant to Section 4(a)(2), securities sold pursuant to Rule 504 generally qualify as "restricted securities" subject to certain resale restrictions for certain time periods.351

Second, Rule 506 of Regulation D provides an exemption to registration for offerings that satisfy a variety of conditions.352 Among other conditions, Rule 506 offerings must not involve general solicitation or advertising, and must be limited to accredited investors—a category that includes certain high net-worth individuals353—and up to 35 other purchasers.354 The prohibition on general solicitation and advertising does not apply, however, to Rule 506(c) offerings, in which issuers must (among other things) take reasonable steps to ensure that only accredited investors purchase the relevant securities.355 There is no limit on the amount of money that can be raised in Rule 506 offerings.356 However, like securities sold in Section 4(a)(2) and Rule 504 offerings, securities sold in Rule 506 offerings are "restricted securities" subject to resale restrictions for certain time periods.357

A number of token issuers have relied upon Regulation D.358 As discussed, the popular SAFT framework for token offerings involves offering SAFT contracts to accredited investors pursuant to Regulation D.359 Over the past year, a number of SAFT issuers have filed Form Ds with the SEC providing notice of claimed exemptions from registration under Regulation D.360 One issuer, the chat software company Telegram, filed a Form D with the SEC in February 2018 reporting that it had raised $850 million using the SAFT structure.361 Likewise, in August and September 2017, the blockchain data storage company Filecoin raised over $257 million using the SAFT framework in an offering conducted pursuant to Rule 506.362

However, commentators have raised concerns about such offerings. Specifically, some analysts have noted that Rule 506's limitations on participation by non-accredited investors dramatically restrict the pool of investors eligible to participate in an ICO.363 Other observers have argued that the resale restrictions applicable to securities offered under the Regulation D exemptions may prove "problematic" for token purchasers seeking immediate liquidity.364

Other concerns about Regulation D ICOs are grounded not in alleged shortcomings of Regulation D itself, but in worries about whether the SAFT framework in fact achieves its intended goal of avoiding classification of certain tokens as "securities."365 If the SEC or a court were to determine that SAFTs do not invariably accomplish this goal, and that certain tokens issued pursuant to SAFTs in fact qualify as "securities," the tokens distributed pursuant to SAFTs offered under Regulation D would likely qualify as "restricted securities" subject to resale restrictions, contrary to the intentions of token issuers and purchasers.366 Such a scenario would present token issuers and purchasers with significant legal risks.367

Regulation A

Regulation A offers another exemption from the Securities Act's registration requirements.368 Regulation A provides exemptions for two "tiers" of offerings. Tier 1 offerings allow issuers to raise up to $20 million and are open to accredited and non-accredited investors.369 Tier 2 offerings allow issuers to raise up to $50 million, but involve limitations on the amounts that non-accredited investors are allowed to invest.370 Unlike issuers who avail themselves of the Regulation D exemptions, issuers who avail themselves of the Regulation A exemption are required to file an offering statement and to disclose a variety of information that would otherwise be required in a registration statement (though the relevant disclosures are more limited than those required of non-exempt offerings).371 However, unlike securities offered pursuant to Regulation D, securities offered pursuant to Regulation A are not subject to resale restrictions.372

While it appears that token issuers have utilized Regulation A less frequently than Regulation D, some commentators have argued that Regulation A "appears to have more potential" for ICOs than Regulation D.373 Specifically, these observers have noted that the absence of resale restrictions for securities offered under Regulation A may prove attractive to token issuers.374

Regulation Crowdfunding

Regulation Crowdfunding (Reg CF) offers an exemption from the Securities Act's registration requirements for certain offerings of up to $1.07 million.375 This regulation (1) limits the amounts that certain individual investors are permitted to invest, (2) requires that issuers relying upon the exemption conduct offerings through a single funding portal registered with the SEC and the Financial Industry Regulatory Authority,376 or an online platform operated by a registered broker-dealer, and (3) imposes a variety of disclosure obligations on issuers.377 Like securities issued pursuant to Section 4(a)(2) and Regulation D, securities issued pursuant to Reg CF are subject to a variety of resale restrictions.378

Although some commentators have raised the possibility of conducting ICOs pursuant to Reg CF,379 others have argued that resale restrictions on Reg CF securities and the $1.07 million limit on Reg CF offerings make it a poor option for ICOs.380

Legal Considerations for Congress

While discussion of the legal issues raised by ICOs is still in its relative infancy, commentators have offered a variety of proposals to improve ICO regulation. The subsections below review a number of these proposals.

Guidance

Some commentators have criticized the SEC's policy of "regulation through enforcement," in which the agency has made its views of ICOs known primarily through actions taken against individual defendants rather than by providing more general guidance applicable to all regulated entities.381 According to these commentators, this type of "piecemeal" approach "leaves token sale participants without ready answers to the questions that will determine whether or not the tokens they offer are securities."382 These observers contend that this absence of legal certainty may drive token sales overseas, "harming healthy innovation in the U.S."383 In order to avoid these innovation-chilling effects, some commentators have proposed that the SEC issue interpretive guidance clarifying its views on ICOs or, in the absence of such guidance, offer "meaningful guideposts to token sale participants" in future administrative orders and reports.384 If the SEC does not issue such guidance of its own volition, Congress has the authority to require it to do so.

Registration Exemption

Some commentators have proposed that the SEC promulgate an exemption from the Securities Act's registration requirements for token issuers that is modeled after Regulation A.385 As discussed, Regulation A provides for two tiers of exempt offerings (Tier 1 offerings are capped at $20 million, while Tier 2 offerings are capped at $50 million), and securities sold pursuant to Regulation A are not subject to resale restrictions.386 Commentators have proposed retaining these features of Regulation A for a token-specific exemption, but modifying Regulation A's disclosure requirements "to better fit with tokens and token-funded projects."387 Among other changes, a token-specific exemption could require disclosure of the relevant computer code supporting a network on which tokens can be used (which may be relevant to the network's viability), and any evaluations of the code performed by technical experts.388 If the SEC does not promulgate such an exemption pursuant to its general exemptive authority,389 Congress could adopt one statutorily or direct the SEC to do so.390

Safe Harbor for Token Exchanges

Some observers have proposed that Congress adopt legislation providing a "safe harbor" for token exchanges, under which exchanges are immune from liability for facilitating the sale of unregistered securities in certain circumstances.391 Specifically, commentators have proposed granting immunity to exchanges that (1) perform technical due diligence to verify a token's cybersecurity practices, (2) obtain an opinion from qualified counsel concluding that a token is not a "security," and (3) immediately de-list tokens that are subsequently found to be "securities."392 These commentators contend that such a safe harbor would prevent "utility tokens" from moving to overseas exchanges in response to refusals by U.S. exchanges to incur the risks associated with listing them.393

Regulatory Structure

Finally, a number of commentators have called upon Congress to consider changes to the regulatory structure surrounding ICOs. Currently, a variety of federal regulatory agencies have responsibility for different aspects of virtual currency regulation. The SEC is responsible for regulating virtual currencies that qualify as "securities."394 The CFTC has general jurisdiction over derivatives markets for virtual currencies like Bitcoin that qualify as "commodities,"395 and has the authority to police "spot" markets for such virtual currencies for fraud and market manipulation.396 However, no federal agency has general jurisdiction over virtual currency "spot" markets.397 The Financial Crimes Enforcement Network (FinCEN), a bureau within the Treasury Department, also has responsibility for regulating virtual currencies. FinCEN is responsible for enforcing the Bank Secrecy Act (BSA), a major federal anti-money laundering statute, and has issued guidance clarifying the BSA's application to various actors in the virtual currency industry.398

Dissatisfied with this multi-agency approach to virtual currency regulation, some commentators have proposed creating a new federal agency to focus specifically on the regulation of virtual currencies.399 Other observers have proposed that Congress designate an existing regulator as having "primary jurisdiction" over virtual currencies.400 To date no legislation has been introduced in the 115th Congress on such a proposal.
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