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Unregulated Initial Coin Offerings (“ICOs") are rapidly becoming
an industry standard for fintech startups seeking to fund new
ventures.

An ICO is a funding mechanism whereby a tech company secures
capital for the development of a new cryptocurrency or blockchain-
based application or service by selling tokens on the blockchain
platform it is developing. ICOs are appealing because they allow
virtual asset service providers ("VASPs”) to secure buy-in to their
platform — thereby increasing its legitimacy and viability — without
necessarily having to surrender equity or risk losing control over
the venture.

The foundational principles of securities laws
apply to the use of blockchain-enabled capital
raising schemes.

Initially, ICOs were an attractive option for tech entrepreneurs who
had promising ideas for new blockchain-based technologies but
lacked connections to more traditional venture capital funding
channels. Today, there are a broad range of blockchain-enabled
capital raising schemes, and institutional investors are getting
in on the action for fear of being left behind as a new wave of
technological innovation renders legacy banking and finance
structures obsolete.

However, tech companies and investors often fail to appreciate
that the complex regulatory structures that make it cumbersome
to invest in other types of securities are necessary to ensure that
investors are protected from innocently incomplete disclosures —
or worse, deceit, misrepresentations, and fraud. Indeed, the dearth
of regulation is a source of enormous risk in the virtual asset
services industry and has drawn the concern regulators.

In 2018, former SEC Chairman, Jay Clayton, said, “I believe every
ICO I've seenis a security,” bluntly stating, “ICOs that are securities
offerings, we should regulate them like we regulate securities
offerings. End of story.”
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However, definitive regulatory guidance did not follow. With the
transition to a new presidential administration, all signs indicate a
swell of new regulatory activity on the horizon that will impact the
cryptocurrency space.? One key question that VASPs ought to be
asking is: When are blockchain-enabled capital raising considered
securities offerings?

Transactions that qualify as "“investment contracts” under the
Securities Act of 1933 (“Securities Act”) and the Securities
Exchange Act of 1934 ("Exchange Act”), to the extent they are not
exempt, must be registered with the SEC prior to being offered for
sale to investors in the U.S. As a part of the registration process,
companies must accurately disclose certain information which
may be material to investors, including:

* adescription of the company’s properties and business;

* adescription of the security to be offered for sale;

* information about the management of the company; and

* financial statements certified by independent accountants.

The most basic framework for determining whether a contract
qualifies as a security under U.S. law is found in the Supreme
Court's 1946 SEC v. W.J. Howey Co. decision.? The case involved two
commonly-managed Florida companies (the “Companies”); with
one owning large tracts of citrus acreage, and the other essentially
running the citrus business.

The Companies began offering small parcels of the citrus
acreage coupled with a service contract for farming the parcel
and remitting the net proceeds to the investor. The purchasers
received a deed to the parcel, but the service contract gave the
Companies a lease on the parcel and total authority over the crops
such that purchasers did not even have a right of entry onto the
property without the consent of the Companies. The purchasers
were typically non-agricultural professionals and the key selling
point was the expectation of a substantial return.

When the Companies were sued by the SEC for failure to register
the contracts as securities under the Securities Act, the Supreme
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Court sided with the SEC, holding that the transactions
qualified as "“investment contracts” for purposes of the Act
because the scheme involved:

(1) aninvestment of money;
(2) ina common enterprise;
(3) with the expectation of profits; and

(4) with such profits to be generated solely from the efforts
of the promoter or a third party.

The Supreme Court intentionally delineated a flexible
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.”

VASPs will find themselves facing the
onerous task of achieving compliance
with federal securities laws on their
cryptocurrency platforms.

In 2017, with that principle in mind, the SEC produced
a report (the "DAO Report”) analyzing a Decentralized
Autonomous Organization® run by a German corporation
and its co-founders in which it affirmed that Howey applies
to VASPs.

The findings published by the SEC in the DAO Report include
the following: ©

* An “investment of money” under Howey may refer
to a contribution of fiat currency in exchange for
cryptocurrency tokens, or it may refer to an investment
made using a virtual currency.’

*  DAOs and other distributed ledger or blockchain-enabled
capital raising schemes qualify as a “common enterprise”
under Howey.

e Although the DAO was digital, and arguably
“decentralized,” the profitability of the DAO was
dependent on the managerial efforts of its co-
founders and contract “curators,” who were essentially
“promoters” responsible for managing the DAO and
putting forth project proposals for consideration by the
DAQO's investors.

In the DAO Report, the SEC maintains, in less colorful
language than Mr. Clayton, that the foundational principles
of securities laws apply to the use of blockchain-enabled
capital raising schemes, of which ICOs are but one form.

If and when U.S. regulators begin more aggressively to
apply the Howey test, VASPs will find themselves facing the
onerous task of achieving compliance with federal securities
laws on their cryptocurrency platforms. Some may even find
themselves in the position of “investment companies” under
the federal Investment Company Act of 1940, with all of the
accompanying obligations that status entails.®

A number of states’ securities regulators have already begun
to take more aggressive action than the SEC with at least
one state bringing civil and criminal proceedings for the
unlicensed sale of an unregistered security arising from a
cryptocurrency venture.?
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