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The Securities and Exchange Com-
mission’s position toward tokens, digital 
coins and cryptocurrency has evolved 
over the last year.1 In 2017, we saw the 
year of the initial coin offering (“ICO”), 
where blockchain-based companies were 
able to raise millions of dollars and in 
some cases, billions, by selling the com-
panies’ self-created and self-issued cryp-
tographic tokens. 

These tokens provided their holders 
with a wide range of rights, from rights 
to secure additional tokens, to voting 
and other participation rights, to rights 
to a percentage of profits in the issuing 
entity. By the second half of 2017, and 
after several instances of hacking and 
fraud, the SEC completed its investiga-
tion of the Decentralized Autonomous 
Organization (“DAO”) project, provided 
its initial perspective on the subject of 
whether the issuance of a token con-
stitutes the issuance of a security (the 
“DAO Report”).2

The purpose of this article is to: (1) 
analyze the SEC’s changing views on to-
ken issuances over the past 12 months; 
and (2) discuss the conflicting standards 
presented by established case law and 
new “official” statements set forth by 
the SEC as to if and when the issuance 
of tokens constitutes the issuance of a 
security as defined in the Securities Act 
of 1933 (the “Securities Act”) and the Se-
curities Exchange Act of 1934 (the “Ex-
change Act”). 

The Seminal Securities Cases 
A handful of seminal securities law 

cases are used by both the SEC and attor-
neys to argue that an entity’s issuance of 
tokens should (or should not) fall within 
the regulatory purview of the SEC. The 

seminal case used to determine whether 
the issuance of tokens constitutes enter-
ing into an “investment contract,” and, 
therefore, is tantamount to the issuance 
of a security, is SEC v. W.J. Howey Co.3 

The courts further clarified the How-
ey four-part test (the “Howey Test”) in 
four other cases: United Housing Foun-
dation, Inc. v. Forman;4 Noa v. Key Fu-
tures, Inc.;5 SEC v. Edwards;6 and Gary 
Plastic Packaging Corp. v. Merrill Lynch, 
Pierce, Fenner & Smith, Inc.7

Howey

Section 2(a)(1) of the Securities Act 
and Section 3(a)(10) of the Exchange Act 
define the term “security.” In Howey, 
the Supreme Court clarified the term 
“investment contract” and noted that in-
vestment contracts have long been used 
to describe instruments that are more 
variable in nature.8 

In its analysis, the Court set forth 
the following four-part test to determine 
whether an agreement constitutes an 
investment contract, and thus a security 
(the “Howey Test”):9 

1. An investment of money;
2. In a common enterprise;
3. With an expectation of profits;
4. Solely from the efforts of others.
For the sale of a token to meet the

definition of an investment contract, 
these four factors must all be met.10 In 
the context of a token sale, where proj-
ect capital is provided and all token 
purchasers are expected, to varying 
degrees, to maintain and update the 
project’s scope, development, modifi-
cations and improvements, the ques-
tion of whether there is an investment 
of money and whether that investment 
of money is in a common enterprise is 
generally undisputed.11

Thus, the inquiry into whether a 

token is a security narrows to whether 
there is an expectation of profits and 
whether that expectation of profits is 
solely from the efforts of others. As 
courts have analyzed “expectation of 
profits” through the lens of “efforts of 
others,” the main inquiry into the issu-
ance of tokens focuses on the last factor 
of the Howey Test, i.e., whether buyers 
purchased tokens expecting third par-
ties to do the work necessary to realize 
the benefits of the prospective business 
and the corresponding appreciation in 
the value of the tokens.

United Housing

In United Housing, tenants of a low-
income, cooperative housing project 
brought suit and alleged violations of 
federal securities laws. As part of pur-
chasing an apartment in the Co-op City 
housing cooperative, a prospective pur-
chaser had to buy 18 shares of stock 
in an associated nonprofit, cooperative 
housing corporation. 

The Supreme Court found that the 
tenants did not have an expectation of 
profits from the managerial efforts of 
others even when Co-op City leased 
commercial facilities, professional of-
fices, parking spaces, and community 
washing machines to non-tenants as a 
method to ensure that tenants were able 
to maintain a low purchase price. The 
Court found that the income received by 
the cooperative in these external leases 
was “far too speculative and insubstan-
tial to bring the entire transaction within 
the Securities Acts.”12

The Court also indicated that in in-
stances such as the Howey case, where 
the instrument sold is deemed a secu-
rity, the investor is “attracted solely by 
the prospects of a return” on his invest-
ment. By contrast, when a purchaser is 
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motivated by a desire to use or consume 
the item purchased — “to occupy the 
land or to develop it themselves,” as the 
Howey Court put it — “the securities laws 
do not apply.”13

Noa

Noa involved a forward contract 
where Key Futures was selling silver 
bars; the buyers brought action against 
Key Futures. The Court held that the 
agreements to sell the silver bars were 
not investment contracts. 

The Ninth Circuit found no expecta-
tion of profits from the efforts of others 
because once the purchase of the silver 
bars was made, the investors’ profits 
predominantly depended on the fluctua-
tions of the silver market — or market 
forces — and not the managerial efforts 
of Key Futures.

Edwards

The defendant, Edwards, founded a 
company that sold pay telephones and 
leased the pay phones back from the pur-
chasers for a fixed monthly fee. After Ed-
wards filed for bankruptcy, the SEC sued 
him for selling unregistered securities, 
among other securities law violations, 
asserting that the buyers purchased the 
telephones as an investment as defined in 
the Exchange Act and clarified in Howey. 

The question at issue was whether 
the Exchange Act definition of “invest-
ment contract” included an investment 
opportunity where the promoter prom-
ised a fixed rate of return. In a unani-
mous opinion, the Supreme Court held 
that an investment scheme promising a 
fixed rate of return can be an “invest-
ment contract,” and thereby a “security” 
subject to U.S. federal securities laws. 
The Court stated that the Howey Test’s 
expectation of profits prong does not 
distinguish between fixed or variable 
rates of return, but that the expectation 
of profits derived from the efforts of oth-
ers is the driving factor for investment. 

Gary Plastic

Here, the Court found disputable 
facts and denied Merrill Lynch’s motion 
for summary judgment. Gary Plastic 
brought a securities fraud action against 
Merrill Lynch alleging that certificates of 
deposit Gary Plastic bought were “secu-
rities.” Gary Plastic alleged that Merrill 
Lynch told prospective customers that 
it held negotiable, insured and liquid 

$100,000 CDs, for which it would main-
tain a secondary market. Merrill Lynch 
also advertised that it screened daily 
a large group of banks to provide its 
customers with CDs with “competitive” 
yields from a variety of issuers. 

In recent guidance, the SEC has in-
terpreted Gary Plastic to stand for the 
proposition that, where an issuer pro-
vides and maintains a secondary market 
for a financial instrument, the purchaser’s 
expectation of profits is derived from the 
issuer’s work in maintaining a secondary 
market, thereby enabling the purchaser 
to realize a profit on its purchase, and 
thereby making the instrument an invest-
ment contract.14

The SEC’s Contemporary  
Views on Cryptocurrency

The SEC’s current view on tokens has 
been shaped over the past year, beginning 
in July 2017 when the SEC released the 
DAO Report. Last December, the SEC is-
sued a cease and desist order to Munchee, 
Inc., forcing the company to end its token 
sale one day after the sale began. 

This year, the SEC began to take a 
different approach to voicing its opinion. 
Instead of issuing orders, key members 
of the SEC made statements — often oral 
— indicating their thoughts on tokens 
and the purchase and sale of tokens. To 
date, the SEC has issued five principal 
pieces of guidance (two of which are 
discussed below).15

The DAO Report

In August 2017, the SEC published 
an investigative report on the DAO ICO, 
designating the DAO tokens as securi-
ties based on the agency’s analysis of the 
Howey Test.16 While the SEC concluded 
that Slock.it, the company that created the 
DAO, violated federal securities laws, the 
SEC’s report emphasized that “[w]hether 
or not a particular transaction involves 
the offer and sale of a security—regard-
less of the terminology used—will de-
pend on the facts and circumstances.…”17

The SEC’s report focused on who — 
between the issuing entity and the token 
purchasers — had “meaningful control” 
over (1) the operation of the business 
operation and (2) the use and deploy-
ment of the asset, when determining 
whether investors’ expectations of profit 
were derived from the efforts of others. 
In discussing whether the token hold-
ers’ expectations of profits were “derived 

from the managerial efforts of others,” 
the SEC looked to the lack of meaningful 
management opportunities, voting deci-
sions, and communications capabilities 
given to the DAO token holders. Given 
the lack of meaningful management 
participation, voting decisions or token 
functionality, the SEC determined that 
the DAO token purchasers had invested 
in investment contracts and, therefore, 
the DAO tokens were securities. 

Further, the SEC pointed to the fact 
that Slock.it and its cofounders had sig-
nificant control over the enterprise and 
that DAO token holders had limited vot-
ing rights. Slock.it selected “Curators,” 
individuals who had substantial power 
within the enterprise, to confirm that: (i) 
proposals for funding originated from an 
identifiable person or organization; and 
(ii) the smart contracts associated with
any such proposal properly reflected
the code a contractor (someone who
submitted proposals to the DAO entity)
claimed to have deployed on the Ethe-
reum Blockchain.

Importantly, the curators — not the 
token holders — determined the criteria 
used to select proposals for a vote by 
the token holders. Additionally, the SEC 
concluded that the token holders’ voting 
power was not meaningful because their 
ability to vote was a perfunctory one and 
the use of pseudonymous identities inhib-
ited token holders’ ability to communicate 
and coordinate with other token holders.

December 2017 – The Munchee Order

In the Munchee matter, the SEC is-
sued a cease and desist order to Munchee, 
Inc., a blockchain-based, food review 
service company. The SEC found that 
Munchee’s sale of its MUN token consti-
tuted the sale of securities, due in part 
to: (i) Munchee’s marketing of the MUN; 
and (ii) the fact that, based on Munchee’s 
white paper, MUN purchasers reasonably 
believed they could profit from holding 
or trading the MUN tokens regardless 
of whether the purchasers participated 
in the Munchee ecosystem, i.e., using 
MUN to pay for meals or receiving MUN 
in exchange for reviewing restaurants.18 

Munchee published marketing ma-
terial promoting the MUN token as an 
investment by telling MUN purchasers 
that the company would place the MUN 
in secondary markets as a way for the 
MUN to generate more value. The SEC 
found, however, that, even if MUN had 
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immediate utility that allowed MUN 
holders to pay for meals and to leave 
reviews when they received tokens, the 
SEC would still look to the “economic 
realities” of the purchase transaction.

This would determine whether pur-
chasers bought MUN as an investment 
to hold and wait for MUN to build value 
or to realize the value of the MUN by 
deploying it within the Munchee ecosys-
tem. In its order, the SEC also noted that 
Munchee’s marketing efforts primarily 
targeted those in the investment commu-
nities, rather than those in the food and 
dining industry — the industry Munchee 
claimed MUN would benefit.

December 2017 – Chairman Clayton’s 
First Statement (“Clayton 1”)

In a public statement on cryptocur-
rencies and initial coin offerings (ICOs) 
on December 11, 2017,19 SEC Chairman 
Jay Clayton gave an example of an ICO 
that would likely not implicate securities 
laws. This example describes a book-of-
the-month club ICO where the club op-
erators create an efficient way to fund 
the future acquisition of books and to 
facilitate the distribution of books to to-
ken holders. 

Clayton went on to say that one hall-
mark of a security and a securities of-
fering exists when token purchasers are 
promised a secondary market for which 
to immediately trade their tokens; there-
by implying the tokens’ value is derived 
from holding or trading the token, not by 
deploying the token in the issuer’s eco-
system. Clayton’s statement was the first 
time that the SEC openly articulated that 
there is a way for a token to be issued 
that doesn’t implicate securities laws. 

April 2018 – Chairman Clayton’s 
Second Statement (“Clayton 2”) 

In a second public statement by Clay-
ton at a talk at Princeton University on 
“Cryptocurrency and Initial Coin Offer-
ings,” Clayton used an analogy to de-
scribe the difference between a utility 
token and a security token: 

If I have a laundry token for wash-
ing my clothes, that’s not a security. 
But if I have a set of 10 laundry to-
kens and the laundromats are to be 
developed and those are offered to 
me as something I can use for the 
future and I’m buying them because 
I can sell them to next year’s incom-
ing class, that’s a security. 

Clayton also suggested that a token’s 
classification as a security or as an asset 
can change over time. “What we find in 
the regulatory world [is that] the use of 
a laundry token evolves over time,” he 
continued, “[t]he use can evolve toward 
or away from a security.”

June 2018 – SEC Director of 
Corporate Finance Hinman’s 
Statement (“Hinman Statement”)

At a Yahoo Finance conference in 
June, William Hinman, the SEC’s director 
of corporate finance, gave a statement that 
further demonstrated the SEC’s evolving 
views on cryptocurrency.20 Hinman stated 
that offers and sales of Bitcoin (“BTC”) 
and Ether (“ETH”), in their current states, 
are no longer securities transactions. 

Such transactions are no longer se-
curities transactions because the ecosys-
tems in which both tokens transact are 
“sufficiently decentralized,” which he 
defined as an ecosystem “where purchas-
ers would no longer reasonably expect 
a person or group to carry out essential 

managerial or entrepreneurial efforts.” 
Accordingly, the SEC’s position is that, 
with large enough network usage, a token 
that is initially deemed to be a security 
can morph into a non-security.

Hinman’s statements regarding the 
fact that a purchase or sale of a token may 
not implicate federal securities laws are 
in line with Clayton’s statements, where 
a token dedicated for use within a cer-
tain ecosystem and sold to a reasonably 
narrow group of people interested in 
using the token within that ecosystem 
will likely not implicate securities laws. 

The notion that a token formerly 
deemed to be a security may have its 
securities designation changed if the 
ecosystem in which it transacts becomes 
sufficiently decentralized is a novel con-
cept set forth by the SEC, and one that 
elicits many questions as to the process 
or mechanisms required to enable the 
designation change. 

Additionally, Hinman provided the 
factors in the table below to assist an 
analysis as to whether a token is a security. 

Factors Likely to Indicate That a Token 
Is an Investment Contract

Factors to Analyze Whether the Digital Asset 
Functions Like a Consumer Item v. a Security

1. Is there a person or group that has sponsored or 
promoted the creation and sale of the digital asset, 
the efforts of whom play a significant role in the 
development and maintenance of the asset and its 
potential increase in value?

1. Is token creation commensurate with meeting
the needs of users or, rather, with feeding 
speculation?

2. Has this person or group retained a stake or other 
interest in the digital asset such that it would be 
motivated to expend efforts to cause an increase 
in value in the digital asset? Would purchasers 
reasonably believe such efforts will be undertaken 
and may result in a return on their investment in the 
digital asset?

2. Are independent actors setting the price or is the
promoter supporting the secondary market for 
the asset or otherwise influencing trading?

3. Has the promoter raised an amount of funds in excess 
of what may be needed to establish a functional 
network, and, if so, has it indicated how those funds 
may be used to support the value of the tokens or 
to increase the value of the enterprise? Does the 
promoter continue to expend funds from proceeds or 
operations to enhance the functionality and/or value 
of the system within which the tokens operate?

3. Is it clear that the primary motivation for 
purchasing the digital asset is for personal use 
or consumption, as compared to investment? 
Have purchasers made representations as 
to their consumptive, as opposed to their 
investment, intent? Are the tokens available in 
increments that correlate with a consumptive 
versus investment intent?

4. Are purchasers “investing,” that is seeking a return? 
In that regard, is the instrument marketed and sold 
to the general public instead of to potential users of
the network for a price that reasonably correlates 
with the market value of the good or service in the 
network?

4. Are the tokens distributed in ways to meet 
users’ needs? For example, can the tokens 
be held or transferred only in amounts that 
correspond to a purchaser’s expected use? Are 
there built-in incentives that compel using the 
tokens promptly on the network, such as having 
the tokens degrade in value over time, or can 
the tokens be held for extended periods for 
investment?

5. Does application of the Securities Act protections 
make sense? Is there a person or entity others 
are relying on that plays a key role in the profit-
making of the enterprise such that disclosure of 
their activities and plans would be important to 
investors? Do informational asymmetries exist 
between the promoters and potential purchasers/
investors in the digital asset?

5. Is the asset marketed and distributed to potential
users or the general public?

6. Do persons or entities other than the promoter 
exercise governance rights or meaningful influence?

6. Are the assets dispersed across a diverse user 
base or concentrated in the hands of a few that 
can exert influence over the application?

7. Is the application fully functioning or in early 
stages of development?
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Differing Standards

How Does One Reconcile the 
Contemporary SEC Statements with 
Established Case Law? 

The table above summarizes the 
general “requirements” for which each 
SEC enforcement action or SEC guid-
ance stands. 

Given the various sources of guid-
ance for determining whether an instru-
ment is an investment contract, it remains 
unclear: (i) what an issuer has to do to 
follow applicable regulations when is-
suing a token or (ii) what guidance ap-
plies. If Howey is the seminal case that 
defines investment contracts, then all 
subsequent cases and guidance should 
serve to expand upon, narrow, or for-
mally overrule Howey. 

While the inquiry into whether a 
transaction involves an investment con-
tract is dependent on the transaction’s 
facts and circumstances, the SEC has 
provided guidance that is at best con-
fusing and at worst conflicting. Consider 
the following:

Example 1: A laundromat token (the 
“Laundry Token”) provides its holders 
with unlimited laundry services at its 
locations, which are proposed to be in 
the 10 largest U.S. cities (the “Laundry 
Token Ecosystem”). The laundromat lo-
cations have not yet been built, but each 
Laundry Token purchaser helps to devel-
op the laundromat operation by either 
providing physical construction services 
or business operation services (which are 
paid in Laundry Tokens). 

Under these facts, the Howey Test is 
not satisfied because the token purchas-
ers are relying, in principal part, on their 
own efforts in order to create the Laundry 
Token Ecosystem and realize the benefits 
derived from the ecosystem — unlimited 
laundry services. The purchase and sale 
of the Laundry Token, therefore, would 

not be deemed to be an investment con-
tract under Howey. 

Additionally, under United Housing, 
because the Laundry Token purchasers’ 
intent in purchasing the Laundry Token 
is to use and consume the Laundry Token 
by using it to secure laundry services at 
every location within the Laundry Token 
Ecosystem, the issuance of the Laundry 
Token would not be deemed to be an in-
vestment contract. Based on Clayton 2, 
however, since the Laundry Token’s utility 
would not exist at the time of purchase, 
the issuance of the Laundry Token could 
be deemed to be an investment contract. 

This outcome is problematic because 
neither Howey nor United Housing ref-
erences timing as a determining factor 
or requires that the purchasers’ expec-
tation of profits/use of the instrument 
be immediately actionable at the time 
of purchase. 

Example 2: Assuming the facts in 
Example 1 and adding that the Laundry 
Tokens are advertised on Facebook to 
Facebook users around the world. After 
seeing these Facebook ads, Facebook us-
ers in Asia purchase the Laundry Tokens 
(“Asian Laundry Token”). 

These additional facts would also 
cause the Laundry Token issuance to 
satisfy the Howey Test and, therefore, 
be deemed to be an investment contract 
because the Howey Court also noted that 
an offering that can be purchased by 
“persons who reside in distant localities 
and who lack the equipment and experi-
ence requisite to cultivate, harvest and 
market [the] citrus products” is an offer-
ing of a security. 

As a result, the purchasers in Howey 
were “attracted solely by the prospects 
of a return on their investment.”21 Simi-
larly, under these new facts, the issuance 
of the Laundry Token would be deemed 
to be an investment contract under the 
Munchee order because the Laundry To-

ken issuer marketed the Laundry Tokens 
to individuals who would not likely be 
able to use the Laundry Tokens because 
they live in in a country where the Laun-
dry Token Ecosystem does not operate. 

Example 3: Assuming the facts in 
the above two examples, the Asian Laun-
dry Token purchasers have now entered 
into licensing agreements with the U.S. 
laundromats to use the laundromat’s 
branding in Asia. The Asian Laundry 
Token purchasers are now providing 
physical construction, business operation, 
marketing, and development services to 
build out the Laundry Token Ecosystem 
of laundromats in 500 cities in Asia. The 
Laundry Token continues to provide its 
holder with the right to secure services 
at each of the laundromats within the 
Laundry Token Ecosystem. 

Given these new facts, the issuance 
of the Asian Laundry Token would no 
longer be deemed to be an investment 
contract under Howey, United Housing 
or Munchee. These facts also present an-
other issue under Clayton 2. While the 
Asian Laundry Token purchasers have 
the right and ability to use their tokens 
in the existing laundromats in the U.S., 
the laundromats within the Laundry To-
ken Ecosystem are not yet built in Asia. 

How does this impact the designa-
tion of the Asian Laundry Token? Are 
there geographic limits as to where util-
ity must exist to satisfy Clayton 2’s pro-
posed requirement that immediate utility 
exist for a token issuance to fall outside 
the definition of the issuance of a secu-
rity? Moreover, under Director Hinman’s 
guidance, would the opening of — or the 
prospect of opening — 500 additional 
laundromats within the Laundry Token 
Ecosystem then cause the Laundry Token 
Ecosystem to be “sufficiently decentral-
ized” such that the Laundry Token would 
no longer be deemed to be a security, 
but rather a currency? 

There are countless other iterations 
of these fact patterns that could cause 
the SEC’s contemporary guidance to be 
at odds with existing case law regarding 
investment contracts and the applicabil-
ity of U.S. securities laws. 

To What Extent Can Potential 
Issuers Rely on the SEC’s 
Contemporary Orders and 
Statements?

While the DAO Report and the 
Munchee Order are official enforcement 

Case or Guidance Required Analysis To Determine Whether a Token is an Investment Contract

Howey Contribution; Self-Determination; Own and Occupy the Project

United Housing Use and Consumption; Primary Purpose of Investment

Noa Market Forces; Need for “Third Parties” to Participate

Gary Plastic Promise to Create Secondary Market; Issuer-Maintained Secondary Market

The DAO report Participation; Voting Rights 

Munchee Marketing; Targeting Purchasers and Narrow Group of Potential Users

Clayton’s Statements Immediate/ Existing Utility; Timing 

Hinman’s Statement Sufficiently Decentralized
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actions by the SEC, and can, therefore, 
be relied upon as legal precedent, to 
what extent can and should token issu-
ers rely upon the Clayton and Hinman 
statements? 

While their statements indicate the 
SEC’s view on prospective regulation of 
token offerings, the statements in them-
selves are not law and cannot technically 
serve as legal precedent. How many of 
these “requirements,” set forth in infor-
mal statements, must be satisfied for the 
purchase and sale of a token to not be 
deemed an investment contract? 

In providing informal guidance for 

the issuance of tokens, it is important 
that the applicable legal precedent and 
contemporary analysis be simultaneously 
addressed to avoid creating conflicting 
or unclear factors that cause additional 
uncertainty in the crypto market and im-
pact negatively the compliance efforts of 
token issues and their advisors. 

Blockchain technology and the de-
centralized token economy are creating 
significant new opportunities and meth-
ods for capitalizing and building busi-
nesses, creating value, and transacting 
on the internet without either the hurdles 
of debt or the need to relinquish equity. 

For various economic, geopoliti-
cal and social reasons, SEC regulation 
must not unduly stifle blockchain inno-
vation. At present, indecisiveness and 
incomplete or conflicting guidance are 
creating uncertainty among many vi-
able blockchain projects. Until the SEC, 
or any other regulator, clarifies and cre-
ates an official process for token issuers 
to issue tokens that are not deemed to 
be securities, current and prospective 
token issuers are left balancing on the 
high wire.  

David M. Otto and Andrea K. Louie are 
attorneys with Martin Davis PLLC. ©2018
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