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Navigating the Crypto Equity Capital Markets:  The Intersection of Securities Law 

and Cryptocurrency Financing 

 

By David M. Otto and Andrea K. Louie 

 

 

I. INTRODUCTION 
 

The recent rise in the use of initial coin offerings (“ICOs”) to raise capital for a particular 

business initiative compels an evaluation of the legal, structural, and operational issues impacted 

by this relatively new form of financing. Initial coin offerings, or crypto-equity financings, are being 

effected in a manner and timeframe where the novelty and rapidity of the cryptocurrency markets 

are outpacing the establishment of comprehensive, clear, and relevant guideposts under U.S. 

securities laws. As a result, every crypto-equity financing must be evaluated independently to 

ensure compliance with securities laws. This evaluation, in turn, is impacted by various factors, 

such as distributed autonomous organizations, smart contracts, token functionality, and built-in 

rights for the cryptocurrency holder, such as managerial or voting rights.  

The current cryptocurrency and crypto-equity markets are changing the ways in which 

people access capital markets, finance start-up businesses, and evaluate and apply current 

regulatory and securities principles. These changes are reshaping the increasingly popular form 

of financing called “crowdfunding” by giving a broader swath of society access to capital markets. 

The most unique and significant development associated with crowdfunding and the evolution of 

the cryptocurrency markets are ICOs or what are more broadly referred to as “token sales.” Some 

of these token sales are hosted by a decentralized autonomous organization (“DAO”), which 

operates in a unique and untraditional manner, with a continuously evolving coded central 

database and distributed “nodes” responsible for the development functions and actions of the 

DAO. Other organizations seek to finance applications on an existing blockchain, while still others 

secure funds to finance the creation of a new blockchain.  



 

4 
 

Within the past year, individual and institutional investors alike have poured significant 

amounts of money into crypto-tokens issued by blockchain-based companies in order to gain 

access to potential new markets and influence the direction and development of the particular 

DAO or entity. As of August 2017, over three billion dollars have been raised through ICOs—

about half of which was raised in the month of July 2017.1  

In July of 2017, two companies held ICOs and set new records for the amount of money 

raised during their respective offerings. Block.one held an offering in early summer 2017 for its 

EOS.IO blockchain software and raised $185 million in five days. Right after Block.one’s offering, 

Tezos held an ICO for its new blockchain. Tezos raised $235 million during its two-week offering 

period. In fact, as of mid-August 2017, $3.8 billion has made its way into ICOs and, for the first 

half of 2017, funds invested through ICOs exceeded the funds invested in companies by venture 

capital firms.2 Further, in an ICO that ended in early September 2017, Filecoin, a blockchain data 

storage network developed by Protocol Labs, raised $205.8 million dollars shortly after raising 

$52 million dollars in a token presale, thereby completing the largest token offering to date.3  

Most of the larger ICOs have been completed by companies based outside of the United 

States, with many token sales explicitly excluding U.S.-based purchasers by restricting 

purchasers with U.S.-based IP addresses. Many blockchain-based companies are located in Zug, 

Switzerland, sometimes referred to as “Cryptovalley.” These financings have all been 

accomplished without determining whether or not the funds raised are being secured via a private 

placement or public offering—or, before July 2017, whether the sale and purchase of a particular 

cryptocurrency constitute the issuance of a security. 

 

II. CRYPTOCURRENCY – A BRIEF HISTORY 
 

                                                
1 https://www.cryptocoinsnews.com/tezos-crowdsale-raises-232-million-shatter-ico-record/; https://www.cryptocoinsnews.com/block-

one-ico-sets-new-ico-record-185-million-5-days. 
2 http://www.wired.co.uk/article/what-is-initial-coin-offering-ico-token-sale. 
3 https://www.coindesk.com/257-million-filecoin-breaks-time-record-ico-funding/ 
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Originally conceived in early 2009, Bitcoin is the most valuable and recognizable 

cryptocurrency in circulation. The Bitcoin blockchain was developed in a grassroots manner by 

the spreading of its source code through mailing lists and forums. Since 2009, interest in the 

cryptocurrency has increased, fueled by companies adopting Bitcoin as a form of payment. Since 

then, Bitcoin has gained popularity with the public as it has become increasingly viewed as a 

mechanism to disrupt the financial industry. By 2017, the public at large has taken notice of the 

technology, spurred by the steep increase in the exchange rate between Bitcoin and US dollars.  

Bitcoin’s rise has brought about other blockchains, the biggest of which is the Ethereum 

blockchain, which was created in 2014. Ethereum offers several technological advantages over 

Bitcoin, and has opened the door for research into full-scale commercialization of blockchain 

technology. Ethereum’s biggest development was the introduction of the smart contract concept. 

Smart contracts can radically alter the look of traditional businesses. Indeed, they have already 

made an impact in the business world through the ability to effect ICOs. ICOs have helped startup 

blockchain companies acquire impressive amounts of money in timeframes much shorter and 

more efficient than traditional methods associated with venture capital financing. 

As will be discussed further in this article, one prominent example that received significant 

attention and investor interest in 2016 was “The DAO Project,” which was created by the 

blockchain-based company, Slock.it. In place of a traditional business structure, The DAO 

functioned via smart contracts executing on the Ethereum blockchain. The financing mechanism 

for The DAO Project was similar to a venture capital fund, with invested capital taking the form of 

the Ethereum blockchain’s native cryptocurrency, Ether (ETH). The ETH was then exchanged for 

The DAO Projects crypto-token. These tokens enabled the investors to vote (via internet polling) 

as to how The DAO should deploy capital raised during the sale, and what steps should be taken 

in cases of operational governance. During its offering period, The DAO raised over $150 million 

from more than 11,000 investors. The DAO Project, however, was not without problems. For 

example, due to a vulnerability in its source code, The DAO was exploited and $50 million was 
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wrongfully transferred to an individual’s account. Ultimately, the Ethereum community was able 

to rectify the situation. 

 Today, there are several new applications being built atop the Ethereum blockchain. 

Additionally, there are numerous websites dedicated to helping purchasers learn more about 

ICOs and other token sales. In connection with the rapid increase in and success of various ICOs, 

the blockchain and cryptocurrency communities are looking for clarity and certainty that the 

structure and methodology being used to buy and sell tokens is either (i) in compliance with 

established and applicable regulations and/or (ii) properly designed and operating outside the 

purview of these regulations.  

 

III. CASE STUDY – COMPANY OVERVIEW 
 

 This article discusses the intersection of U.S federal securities laws and cryptocurrency 

financings through a case study of an existing blockchain company. The organization featured in 

this case study is creating a highly scalable blockchain that will allow for a larger scope of 

transactions to take place and to have these transactions occur with greater speed. This 

organization was formed using a dual business structure: one part of the organization is a for-

profit corporation; the other part is a nonprofit cooperative. While both entities benefit from the 

same blockchain, each is a distinct company. The corporation (“Holdings”) has been in operation 

since 2016, while the cooperative (the “Coop”) was formed in 2017. Holdings is a for-profit 

corporation that will build decentralized applications atop the Coop’s blockchain. Coop is a 

nonprofit membership-based entity that builds and oversees the growth and operation of the 

blockchain.  Holdings had its first formal financing using a Simple Agreement for Future Equity 

(“SAFE”) in 2017. 

 Based on its current financial situation and growth forecasts, the Coop has determined 

that raising up to $15 million dollars will allow the Coop to further develop, design, and deploy its 

blockchain network; hire talented employees; and develop and implement a market adoption 
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strategy once the blockchain is “live.” In addition to raising funds, the Coop also intends to begin 

to develop its membership base. 

 To facilitate its fundraising effort, the Coop has created an interim ERC-20 token for 

purchasers to buy during the token sale, and to use this token in building, testing, and verifying 

the blockchain before it launches. Upon the blockchain launch, the interim token will automatically 

convert on a one-for-one basis into the blockchain’s first staking token.  

One of the Coop’s principal goals is to ensure that its token functions and is sold as an 

asset—not a security. By properly structuring its token as an asset, the Coop will be able to issue 

its tokens in compliance with U.S. federal securities laws as they are currently written. 

Components that affect whether the token is a security or an asset include (i) the features and 

functionality of the token itself, (ii) the convertibility and future functionality of the token, (iii) the 

structure of the token sale, (iv) the timing of the sale, (v) each purchaser’s requirement to 

participate in product development and testing, and (vi) each purchaser’s ability to participate 

meaningfully in the Coop’s corporate governance.  

IV. THE SEC AND TOKEN SALES 
 

 The current legal and regulatory environment surrounding classification of 

cryptocurrencies and token sales is uncertain. The United States Securities and Exchange 

Commission (the “SEC”) has held that certain cryptocurrencies are securities based on the Howey 

Test and, therefore, the failure to register the cryptocurrency or secure an exemption from 

registration violates federal securities laws. The Howey Test is the foundational lens through 

which one ascertains whether or not an instrument—or token—is deemed to be a security, SEC 

v. Howey, 328 U.S. 293 (1946).4 Also, Section 2(a)(1) of the Securities Act of 1933 (the “Securities 

Act”) and Section 3(a)(10) of the  Securities Exchange Act of 1934 (the “Exchange Act”) define 

                                                
4 The Supreme Court reaffirmed the Howey analysis in 2004 in SEC v. Edwards, 540 U.S. 398 (2004). 
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the term “security.” The Exchange Act includes a list of instruments the SEC deems to be 

securities, including “investment contracts.”  

In Howey, the Supreme Court clarified the term “investment contract” and noted that 

investment contracts have long been used to describe instruments that are more variable in 

nature.5 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”).6 For an 

agreement to meet the definition of an investment contract, all of the following factors must be 

met:7  

1. An investment of money; 

2. In a common enterprise; 

3. With an expectation of profits; 

4. Solely from the efforts of others.  

In a token sale—where there is a provision of capital into a project and all token purchasers 

are expected, to varying degrees, to maintain and update the project’s network—it is generally 

undisputed that there is an investment of money and whether that investment of money is in a 

common enterprise.8 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 derived solely from the efforts 

of others. As courts have analyzed “expectation of profits” under the lens of “solely from the efforts 

of others,” the main inquiry for blockchain token financings emphasizes the last factor of the 

Howey test.  

 Within the context of the Howey Test, courts have interpreted the word “solely” to have a 

more expansive definition by declining to give literal meaning to the word and, instead, holding 

that the element is satisfied when “the efforts made by those other than the investor are 

                                                
5  Howey, 328 U.S. at 298. 
6  Id. 
7 See SEC v. Edwards, 540 U.S. at 390.  
8 See Woolridge Homes, Inc. v. Bronze Tree, Inc., 558 F. Supp. 1085 (D. Colo. 1983).  
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undeniably significant ones, those essential managerial efforts which affect the failure or success 

of the enterprise.”9 Further, for the Howey Test to be satisfied, courts have held that the 

purchaser’s expectations of profits should be derived from the efforts of the instrument’s 

promoters—not simply due to market forces causing an increase in the token’s value.10 

Accordingly, creating a token that qualifies as an asset (i.e., an instrument that provides 

inherent use and value) lessens the chance that the token will be considered a security. Further, 

the utility of the asset, and the functionality that can be realized or otherwise used by the 

purchaser, decreases the likelihood that the token was purchased with an expectation of profits 

to be derived from the efforts of others. In sum, the more functionality built into a token and the 

more the purchasers either derive or create value from the deployment of the token, the more 

likely the token will be deemed to be an asset.  

In 2016, the SEC signaled its view of token sales and the application of the Howey test in 

SEC v. Traffic Monsoon.11 While the case does not involve a token sale, Traffic Monsoon is 

instructive on this topic because the manner in which the federal court in Utah defined “security” 

could arguably include a token sale.  

In Traffic Monsoon, Traffic Monsoon sold to its members a product called AdPacks that 

promised a certain number of visits to the members’ websites in exchange for a share in the 

company’s future revenues. In holding that the products did constitute securities, the court 

reasoned that the “economic reality” of the AdPack purchases was more akin to an investment 

than a purchase of services because the demand was “driven by members purchasing and 

repurchasing AdPacks in order to obtain the incredible returns on their investment, not by intense 

demand for Traffic Monsoon’s services.” Additionally, even though the purchasers were required 

to click on 50 advertisements every day in order to gain their share of Traffic Monsoon’s profit, 

                                                
9 SEC v. SG Ltd., 265 F.3d 42, 55 (1st Cir. 2001) (quoting SEC v. Glenn W. Turner Enters., 474 F.2d 476, 482 (9th Cir. 1973).  
10 See Noa v. Key Futures, Inc., 638 F.2d. 77 (9th Cir. 1980). 
11 Securities and Exchange Commission v. Traffic Monsoon et al., No. 2:16-cv-00832-JNP (D. Utah filed July 26, 2016). 
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the court deemed these efforts inconsequential as it held that the AdPack profits came “solely 

from the efforts of others” by calculating that the clicking of advertisements took an average of 

4.1 minutes to complete each day.12 

Additionally, on July 25, 2017, the SEC published an investigative report designating the 

DAO Tokens as securities based on the agency’s analysis of the Howey test.13 While the SEC 

concluded that Slock.it, the company that created the DAO, violated federal securities laws,  its 

report emphasizes that “[w]hether or not a particular transaction involves the offer and sale of a 

security—regardless of the terminology used—will depend on the facts and circumstances…” 

(emphasis added). 14 

The SEC’s report on The DAO transaction focused on who had meaningful control over 

the operation of the business and the use and deployment of the asset—the issuing entity or 

token purchasers— when determining whether investors’ expectations of profit were derived from 

the efforts of others—in its discussion on whether the DAO Token holders’ expectations of profits 

were “derived from the managerial efforts of others,” the SEC looked to the lack of meaningful 

management opportunities, voting decisions, and communications capabilities given to the DAO 

Token holders. Given the lack of meaningful market participation, voting decisions, or token 

functionality, the SEC determined that the DAO Tokens were securities.  

Further, the SEC pointed to the fact that Slock.it and its cofounders had significant control 

over the enterprise and that DAO Token holders had limited voting rights. In the DAO case, 

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 Ethereum 

                                                
12 Id. 
13 Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934: the DAO. 
https://www.sec.gov/litigation/investreport/34-81207.pdf. 
14 Although concluding that the DAO Tokens are securities, the SEC has determined not to pursue enforcement action in this matter.  
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Blockchain. Importantly, the curators—not the DAO Token holders—determined the criteria by 

which to select proposals for a vote by the DAO Token holders. Additionally, the SEC concluded 

that the DAO Token holders’ voting power was not meaningful because their ability to vote was a 

perfunctory one and the use of pseudonymous identities inhibited token holders’ abilities to 

communicate and coordinate with other token holders.  

The most recent incident demonstrating the SEC's interpretation of the Howey test took 

place in late August 2017, involving a company named Protostarr. Protostarr sought to use smart 

contracts to invest in burgeoning content creators to "give a new generation of unsponsored 

artists the ability to fund their operations while providing fans the content they are looking for and 

the opportunity to profit based on their success.”15 In July 2017, Protostarr launched its ICO, 

where it received 119.5 ETH, the equivalent of $47,000 at the time. On August 24, 2017, the 

founders of Protostarr received a call from two SEC investigators who were looking for information 

about their project. Sensing trouble and admitting their own naïveté in the ICO process, the 

Protostarr founders decided to shut down its ICO and return all the funds raised to its purchasers.  

In return for receiving a potential return on investment, Protostarr token purchasers were 

not given opportunities or mechanisms to add value to the project or to the tokens, nor did it 

appear that the Protostarr token itself had any value or purpose aside from serving as a proof of 

purchase. Further, Protostarr made no attempt to follow the six industry best practices, nor did 

Protostarr attempt to implement investor protections or create asset-like features or functionalities 

into the token. Accordingly, the SEC acted consistently with its actions a month earlier in The 

DAO case. Protostarr did not allow a way for its purchasers to commit to furthering the Protostarr 

project (other than by financial investment), nor did it build asset-like functions and value into the 

Protostarr token. The SEC interpreted the token purchasers’ investment in Protostarr, therefore, 

                                                
15 Shin, Laura (2017 September 1) After Contact by SEC Prtotostarr Token Shuts Down Post-ICO, Will Refund Investors. 

https://www.forbes.com/sites/laurashin/2017/09/01/after-contact-by-sec-protostarr-token-shuts-down-post-ico-will-refund-
investors/#bee986d192ec 

 

https://www.forbes.com/sites/laurashin/2017/09/01/after-contact-by-sec-protostarr-token-shuts-down-post-ico-will-refund-investors/#bee986d192ec
https://www.forbes.com/sites/laurashin/2017/09/01/after-contact-by-sec-protostarr-token-shuts-down-post-ico-will-refund-investors/#bee986d192ec
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was an investment made with the expectation of profits to be derived from the efforts of the 

Protostarr development team.  

It is imperative, therefore, that the design, functionality, deployment, and purchaser 

participation in the crypto-financial business endeavor align such that (i) the purchasers have a 

meaningful opportunity to participate in the market sought to be addressed by the token, (ii) the 

token has significant and important functionality required by the issuing entity, and (iii) the 

purchasers have direct voting power to effect change in the business endeavor consistent with 

their participation. 

V. The CFTC and Token Sales 
 

In addition to the SEC, there are other regulatory concerns involving the sale of 

cryptocurrencies. The Commodities Futures Trading Commission (the “CFTC”), deems 

cryptocurrencies to be commodities and, therefore, within the CFTC’s regulatory jurisdiction16. A 

token and its corresponding sale will likely be within the CFTC’s jurisdiction if the sale is a swap, 

option, or futures transaction. For example, if as part of the token sale, the token issuers have an 

option to purchase back the token if the token price either falls below or rises above a specified 

price, this would constitute an option contract and, therefore, fall within the CFTC’s jurisdiction. 

Moreover, the timing of the sale or the occurrences of particular events within a sale may 

trigger CFTC action. While the focus of this article is on the intersection of securities law and 

cryptocurrency, it is important to note the role of other potential regulators.  Although the CFTC 

has asserted that cryptocurrencies are considered commodities as defined in the Commodity 

Exchanges Act (the “CEA”), the agency policies primarily the derivatives markets rather than buy-

sell transactions of commodities. So long as the token sale is structured to be a spot transaction, 

the token sale will likely be compliant with applicable CFTC regulation and largely remain out of 

its jurisdiction. 

                                                
16 In the Matter of Coinflip, Inc., d/b/a Derivabit, and Francisco Riordan, CFTC Docket No. 15-29 (Sept. 17, 2015). 
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Further, under the CEA, the CFTC has regulatory jurisdiction over derivatives like futures, 

options, and swaps—transactions that have an element of risk, speculation, or hedging. In 

contrast, a spot transaction occurs when there is a sale or purchase of a commodity for immediate 

delivery. In the Coop’s situation, the general sale process includes the (1) selection of interested 

token purchasers who will (2) purchase tokens within a specified time window and (3) receive 

their tokens within a couple of days. Upon the launch of the Coop’s blockchain, the tokens will 

convert into the Coop’s contemplated staking token for no additional consideration. Further, token 

holders cannot prevent the token conversion from taking place nor can they opt out of the 

conversion or otherwise hedge or “strip” any rights from the tokens outside of selling or buying 

tokens before the conversion takes place. 

The Coop’s private token sale is an instantaneous (or near instantaneous) exchange of 

money for tokens. Accordingly, the CFTC views the Coop’s private token sale as an 

instantaneous sale of tokens—a spot transaction—rather than a futures or swap transaction.17  

While the CFTC views the Coop’s token sale procedures to be akin to a spot transaction, 

the characteristics of the token sold in the token sale and the contemplated staking token may 

alter this analysis. For example, even if there is an instantaneous transfer of tokens for money, if 

the token grants the Coop the right to buy back or swap the token if the price of tokens either 

increases or decreases when the Coop’s blockchain launches, then the CFTC may view this sale 

as a swap or futures transaction and require the Coop to register as a swap dealer. Additionally, 

if the contemplated staking token grants token holders’ rights that are deemed to be price hedging 

opportunities, these rights will be imputed back to the token for purposes of the token sale. This 

is because the rights were granted at the time of the sale. In this hypothetical, the CFTC may 

deem the sale of a token to be a future or option contract and, as a result, the Coop again may 

have to register as a swap dealer or a futures commission merchant. It is important to ensure, 

                                                
17 Telephone interview with CFTC General Counsel, June 27, 2017.  
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therefore, that the rights given to tokens holders in the token sale and built into the Coop’s 

contemplated staking token do not allow for gains based on price speculation and hedging. 

VI. STRUCTURING THE TOKEN SALE 
 

A. Selecting the Financing Platform 

In the realm of cryptocurrency financings, there are several methods for completing a 

financing. These options consist primarily of (i) listing and effecting sales of a token on an 

exchange, (ii) selling tokens to a brokerage fund, (iii) holding an ICO, and (iv) executing a private 

token sale. In helping the Coop select its financing platform, we looked to design a structure that 

complied with applicable law, protected purchasers, facilitated purchaser participation in 

launching the blockchain, and was time and cost efficient. Moreover, to ensure the tokens 

preserved their designation as an asset, the sale platform had to allow the Coop to require (i) 

membership of its purchasers and (ii) a purchaser’s meaningful commitment to help launch the 

blockchain.  

Additionally, while the SEC has put forth guidance indicating its thoughts on the sale of 

cryptocurrencies, in general, it is still unclear as to how the SEC may react to different of token 

platforms.  As a general matter, the SEC’s objective is to protect investors, and one of the SEC’s 

concerns is that entities initiating token sales will not provide adequate investor protection on their 

own. At the 2017 Coindesk Consensus blockchain conference, Valerie Szczepanik, head of the 

SEC’s distributed ledger group, urged token issuers to put the protection of investors at the 

forefront of any sale by building in protective mechanisms and providing full and fair disclosures 

to allow purchasers to make an informed decision.18 .  

                                                

18 Gertrude Chavez-Dreyfuss, U.S. SEC urges companies issuing tokens to protect investors: http://www.reuters.com/article/us-sec-

blockchain-idUSKBN18K05Q. 
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Notwithstanding the fact that the Coop’s token is an asset, and not a security, the Coop 

can still follow the spirit of the SEC’s regulations by building in investor protections in connection 

with the structure of the Coop’s token sale. The SEC may be less concerned and, therefore, less 

likely to regulate token sales or determine that a particular token sale is a sale of securities if the 

token is well designed and sold pursuant to a transparent and methodical process. Accordingly, 

we recommended that the Coop select a sale platform that allowed it to put into place some of 

the requirements the SEC has placed on the sale of securities as a way to safeguard the Coop 

against potential future actions by the SEC. These safeguards included, among other things, 

collecting purchaser information through a “know your customer (“KYC”)” questionnaire and an 

accredited participant questionnaire. 

While selling tokens via a cryptocurrency exchange could help the Coop conduct KYC 

collection and ensure that purchasers are accredited participants, it would be difficult to require 

the token buyers to become Coop members and, thus, participate in the launching of the 

blockchain. Accordingly, we eliminated the option of incorporating a cryptocurrency exchange in 

the private token sale. Instead, we recommended that the Coop require participants to be 

accredited, which has similar requirements to that of an accredited investor, providing some 

purchaser protection and ensuring that the Coop is working with presumed sophisticated 

participants.   

 The Coop also believed holding an ICO would be very attractive, particularly after 

witnessing the success of recent ICOs. An ICO allows anyone to participate in the token sale, 

although some companies have restricted the sale to individuals outside the United States in 

order to avoid dealing with uncertain U.S. securities issues. Since the Coop’s blockchain platform 

has not yet launched, and those participating in the ICO would be pseudonymous, it would be 

virtually impossible for the Coop to require and ensure that purchasers participating in the ICO 

would also help launch the blockchain.  
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 Additionally, we recommended that the Coop not use a brokerage firm, even though it 

would also help the Coop conduct KYC, ensure purchasers were accredited, and help purchasers 

become Coop members. The high cost and time associated with working with the broker, 

however, made it a less feasible option for the Coop’s first financing. 

 A private token sale is an optimal way for a prelaunch blockchain company to raise funds. 

First, by restricting purchasers to accredited purchasers and implementing a purchase minimum, 

we limit the number of purchasers able to participate in the sale. This allowed the Coop to conduct 

KYC in-house, which saved time and money. Second, the limited number of purchasers allows 

the Coop to ensure that all purchasers are Coop members and committed to helping launch the 

Coop’s blockchain. Third, these inaugural members will also be readily able to coordinate and 

efficiently vote on matters regarding the blockchain’s launch and all future issues associated with 

the Coop’s governance.  

B. Designing the Token Sale 

 

The main issues the Coop must address in designing its private token sale are (1) timing, 

(2) the features and functionality of the token, and (3) the uncertain regulatory climate. The Coop 

intends to take the time needed to arrange for high net worth/accredited purchasers to take part 

in its inaugural fundraising event, but it also is looking for a financing method with minimal costs 

that allows the Coop to access the funds needed in order to attract key talent and continue the 

development of its blockchain as soon as possible. Additionally, at this moment, cryptocurrency 

and tokens sales—particularly ICO’s—have received considerable attention over the past few 

months. Both Holdings and the Coop wish to capitalize on the popularity of blockchain-based 

fundraising. Another timing issue is that the Coop’s blockchain is not yet launched. Token 

purchasers, therefore, will not be able to take immediate action or otherwise effect transactions 

on the Coop’s blockchain. Rather, token purchasers will use their tokens to participate in the 

development, evaluation, verification, testing, and launch of the blockchain.  
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 To help the Coop navigate known constraints and regulatory uncertainties, the Coop 

structured its token sale in a way that creates meaningful value to the token holder and enables 

the token holder to participate with fellow token holders in the ongoing development of the Coop 

business model. The Coop accomplished this by giving its token rights, features, and functionality 

that encourages and facilitates ongoing development of the blockchain, and requires its prelaunch 

purchasers to become members of the Coop and take an active role in launching its blockchain. 

While not a conclusive factor, how a presale is structured can impact the token’s 

designation as a security.19 At present, we are familiar with and endorse the following six best 

practices, which can help create protective mechanisms and disclosures in a token sale:  

1. Publish a white paper; 

2. Design and implement a presale development roadmap; 

3. Ensure the blockchain’s published code is open source; 

4. Establish clear and fair pricing in the token sale;  

5. Balance the tokens set aside for the development team against the tokens sold in 

the private token sale; and 

6. Avoid marketing the token as an investment. 20 

While there is little precedent or guidance regarding the timing of when the token 

purchasers must contribute their efforts, it is safe to assume that the effort must be meaningful 

and done within a commercially reasonable timeframe. If the token sale takes place before the 

launch of the blockchain network (a “presale”), it is important that the token purchasers have a 

concrete role in helping the blockchain go “live.” This reduces the appearance that token 

purchasers are relying on the efforts of the blockchain’s paid development team for any expected 

profit. Therefore, the purchasers should be given specific tasks to complete or ways to contribute 

that will enhance the features, functionality, and probability of the blockchain’s launch within an 

                                                
19 A Securities Law Framework for Blockchain Tokens, http://www.coinbase.com/legal/securities-law-framework.pdf. 
20 Id. 
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appropriate amount of time. Pursuant to the SEC’s report released in July of 2017, these tasks 

must be objectively helpful in launching the Coop’s blockchain.  

By providing opportunities for presale token purchasers to (i) validate the blockchain 

network and vote on the Coop’s governance issues, and (ii) convert their tokens and deploy these 

tokens on the Coop’s blockchain after it goes “live,” the Coop has structured its sale so that the 

SEC is less likely to conclude that purchasers bought tokens with the expectation of profits to be 

derived solely from the efforts of others.  

VII.  DESIGNING THE TOKEN 
The features and functionality of blockchain tokens vary from token to token and are 

dependent on the project’s purpose, the token issuer’s business and financial objectives, and the 

role of the token holder. To create a well-designed token that has inherent value, companies can 

build numerous rights and capabilities into the tokens. For example, companies can grant token 

holders the right to perform the following functions: 

• Participate in the creation, operation and expansion of designated “nodes” that will help 

run the network; 

• Program, develop, or create various functionalities and features on the new blockchain 

network; 

• Access, sell and/or license various features on the network; 

• Contribute labor or effort to the network; 

• Use the network and its outputs; 

• Sell products on the network; and 

• Vote on additions to or deletions from the network in terms of features and functionality.21 

 
In connection with its private token sale and the future launch of the Coop’s blockchain, the 

Coop is selling its software access token to facilitate the development and dissemination of its 

                                                
21 A Securities Law Framework for Blockchain Tokens, http://www.coinbase.com/legal/securities-law-framework.pdf 
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blockchain. While the blockchain has not yet launched, purchasers will be able to contribute to its 

launch by running nodes, writing software code, writing technical documentation, testing the 

service, and refining, challenging, changing, and testing the assumptions of the Coop’s pro forma 

financial documents. In addition, token purchasers have the right to convert the token purchased 

during the sale into the Coop’s contemplated staking token once the blockchain is live. This 

staking token will have significantly greater capabilities after the launch of the blockchain. The 

remaining tokens in “treasury” will be reserved for distribution at a later date.  

The purchased token will be an ERC-20 token22 that functions on the Ethereum 

blockchain. Accordingly, those who purchase the Coop’s tokens during the private token sale 

must wait until the Coop blockchain is launched for their purchased token to convert into the 

staking token and realize the full value of their purchase. The token purchasers are, thus, not 

looking for a quick return on their investment nor are they seeking profit through mere currency 

arbitrage. The purchasers understand and accept the duties and responsibilities that will attach 

to the token, including validating transactions on the Coop blockchain and participating in all 

governing decisions impacting the Coop’s membership.  

Comparing the Coop’s token to the facts and circumstances of Traffic Monsoon, the 

tokens that the Coop will distribute are distinguishable from Traffic Monsoon’s AdPacks. Whereas 

the Traffic Monsoon AdPacks conferred inconsequential value and purchasers were merely 

waiting for the company to issue dividends from time to time, the Coop token purchasers intend 

to participate in the Coop’s blockchain, the underlying product that allows users to execute smart 

contracts and build tools that will enhance a new technological and economic ecosystem.   

In contrast to Slock.it, the Coop plans to allow its members and token holders to (i) 

participate in building the blockchain before it goes live, (ii) determine the method of  and 

participate directly in voting on issues concerning the cooperative entity and the Coop blockchain 

                                                
22 ERC-20 tokens share a common set of characteristics that allow maximum operability across the Ethereum network: 

https://www.coindesk.com/ethereums-erc-20-tokens-rage-anyway. 
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protocol, and (iii) establish and/or operate “nodes” after the blockchain goes “live.” Moreover, the 

Coop’s mission in creating its blockchain is precisely to improve and expedite a rapid, secure, 

verifiable and universal manner for human communications, transactions, and coordination. 

Accordingly, the Coop’s members and token holders will have a concrete method of 

communicating and coordinating voting proposals with one another in order to have meaningful 

input and voting power on issues important to the Coop and the community.  

Further, to reduce the appearance that the benefits and profits to be realized from the 

purchase of the token will be derived from the efforts of the Coop’s development team, the Coop 

will sell the token pursuant to a smart contract, which will require (i) the full purchase price and (ii) 

a commitment to participate in the Coop’s launch. Accordingly, the Coop will identify and continue 

to update a list of tasks (the “Launch Tasks”) to which the token purchasers can commit. Prior to 

its blockchain going live, the Coop will continually update the Launch Tasks to ensure that new 

purchasers always have a way to meaningfully contribute to the Coop blockchain launch. 

In helping the Coop design and issue its tokens in a private token sale and in accordance 

with the aforementioned best practices, we ensured the Coop created protection and disclosure 

mechanisms so that token purchasers are equipped with adequate information and can make 

informed purchases that will benefit both the purchaser and the future blockchain.  Based on the 

industry’s best practices, the Coop will provide the following six protections and/or features to 

token purchasers:  

1. Publish a white paper 

The Coop has published a white paper (the “White Paper”). In its White Paper, the Coop 

describes its blockchain and protocol and identifies the purpose of its token. The Coop 

further provides detailed technical descriptions of its technology and includes transparent 

expectations for its total token supply and distribution schedules. Independent technical 

and business experts have reviewed this White Paper.  

2. Commit to a development roadmap 
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The Coop has published a development roadmap (the “Roadmap”). In its Roadmap, the 

Coop details the time and cost estimates for each state of its project, including a 

breakdown of estimated costs. The Coop is transparent about who is a key member of the 

development and advisory team as well as the remuneration to be paid to these 

individuals. The Coop is also committed to periodically reporting its progress against the 

Roadmap to token holders.  

3. Use an open, public blockchain and publish all code 

All the Coop’s work is currently on the Ethereum blockchain and its code can be found on 

GitHub. Before the launch, the Coop will undertake an independent security audit. Upon 

the launch of its blockchain, the Coop’s work will transfer to the Coop’s public platform.  

4. Use clear, logical and fair pricing in the token sale 

The Coop has set a maximum number of tokens to be sold and has set a dollar cap to be 

raised in the private token sale. The Coop is not using any pricing mechanism that 

increases over time (which causes undue panic to potential purchasers) and will ensure 

that all token purchasers pay the same price for the same amount of tokens. To make the 

token sale both time and cost efficient enough for the Coop team to manage in-house, 

however, the Coop is implementing a purchase minimum. Additionally, in its sales 

documentation, the Coop is providing purchasers with a summary of its pro forma financial 

forecasts and information regarding its use of funds. Based on these documents, the Coop 

believes that a maximum raise of $15,000,000 will be sufficient to cover their needs until 

the launch of the blockchain, at which time it may consider another round of financing, 

possibly through an ICO. This determination of a maximum raise indicates that the Coop 

has thoughtfully considered what it needs to accomplish in order to launch its blockchain 

and the components needed to make the launch possible.   

5. Determine the percentage of tokens set aside for the development team 
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The Coop has set aside a specified number of tokens for the development team and 

advisors as a fair reward for their work on the Coop blockchain. These tokens will be 

released incrementally contingent upon the team’s continued work on the project.  

6. Avoid marketing the token as an investment 

The Coop has taken measures to avoid marketing its token as an investment, including 

structuring its issuance of tokens as a “private token sale” and not an “ICO.” Additionally, 

the Coop has promoted its token based on its features and functionalities and not as an 

investment that will increase in value. Further, in the terms and conditions of its private 

token sale, the Coop provides the appropriate disclaimers about its token as an asset and 

not an investment.  

By completing and implementing these practices in the token sale, the Coop has a better 

chance of ensuring that its token will be designated as an asset and not a security.  

VIII. Form of Token-Issuing Entity 
 

In addition to creating rights associated with a token, a project’s entity structure can also 

help to ensure that the token is an asset. For example, in a cooperative business structure, 

members of the cooperative have the right to manage and vote on decisions that affect the 

direction of the business.  

The Coop is a not-for-profit cooperative and its blockchain will be decentralized. As a 

result, the entity issuing the tokens will not own or control the blockchain. Other blockchain entities 

engaged in token sales have also been structured as a nonprofit foundation with a corresponding 

for-profit corporation. For example, the Tezos Foundation is a not-for-profit entity that raised $230 

million dollars in what was, at the time, largest token sale to date. Its for-profit sister entity, 

Dynamic Ledger Solutions, Inc. (“DLS”) is an American corporation that owns the Tezos-related 

intellectual property, including the source code to the Tezos cryptographic ledger, logos, 
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trademarks, domain names, and goodwill.23 DLS does, however, closely advise Tezos on 

technical matters. 

Likewise, as mentioned above, the Coop’s blockchain will be supported by two entities—

Holdings and Coop. The Coop will be holding the private token sale. A lifetime membership costs 

$20, and each member’s membership status is contingent on the member maintaining a minimum 

level of activity on the Coop’s blockchain network. Members will receive a rebate once a year 

based on the number of tokens that person expends on the Coop’s blockchain once it goes live. 

Additionally, members have the right to vote at member meetings on governance matters such 

as the selection of the Coop’s directors, the Coop’s monetary policy, and the blockchain protocol.  

Generally, those giving money to a nonprofit do not expect a large economic gain because 

of their donation; thus, the “expectation of profits” requirement under the Howey Test is not 

satisfied.  Further, those joining the Coop membership in connection with their participation in the 

private token sale are required to contribute their time and effort to launch the blockchain by 

verifying the technology or proofing the business models associated with the launch. Any increase 

in the token’s value, therefore, is a function of “market forces,” which is not a result of a promoter’s 

actions,24 as well as the participants’ joint effort to create an infrastructure that will be valuable, 

ubiquitous, and or useful to others. In coupling the participatory nature of a cooperative entity 

structure with a value-containing token, the Coop’s token is likely to be deemed an asset under 

the Howey test.  

IX.  OTHER REGULATORY CONSIDERATIONS 
 

As we guide the Coop through the regulatory unknowns, our goal is to find and create 

certainty in an uncertain climate. By creating and extracting clarity with respect to the Coop’s 

transactions, we ensure transparency and encourage participation in governance, thereby 

                                                
23 https://www.tezos.com/dls. 

24 See Noa, 638 F.2d. 77. 
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upholding the spirit of the existing regulations by protecting purchasers and innovating 

responsibly.  

Currently, the CFTC is actively seeking to learn more about blockchain technology and 

cryptocurrency and has set up a group within the agency, called LabCFTC, in order to further its 

knowledge in this area. Based on the CEA, we know the CFTC regulates commodities in swap, 

option, or futures transactions. By shaping the Coop’s token sale as a spot transaction (i.e., an 

instantaneous or almost instantaneous exchange of payment for commodities), we have certainty 

that the CFTC regulatory jurisdiction will not apply to this transaction.  

Less certain are the potential actions of the SEC. In analyzing the SEC’s published 

opinions, reports, and actions, we know that in order to classify a token as an asset and not as a 

security, it must have at least one objectively useful function. From the SEC’s July 2017 report on 

the DAO, we know that a perfunctory voting right is insufficient to overcome the Howey Test’s 

requirement that a purchaser not derive profits from the efforts of others. As discussed further 

below, the Coop has incorporated objectively useful features and functions in its token, and has 

made a purchaser’s commitment to become a member of the Coop and participate in the launch 

of the blockchain a requirement to participate in the token sale. Additionally, we guided the Coop 

toward upholding the SEC’s overarching goals by putting measures in place to protect purchasers 

and ensure that all purchasers are seeking to purchase tokens through and for legal means. 

Other securities-related issues that can impact cryptocurrency transactions include the 

SEC’s jurisdictional reach and SEC Rule 10b-5, which targets fraud. 

In Traffic Monsoon, the SEC asserted, and arguably enlarged, its regulatory jurisdiction. 

Traffic Monsoon was an U.S.-based company that sold to non-U.S. buyers. The Traffic Monsoon 

court held that because “significant steps in furtherance of the violation” had occurred in the U.S. 

and that individuals in the U.S. promoted the company, the company was subject to enforcement 

action by the SEC.  
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The DAO case poses a major challenge in determining the jurisdiction in which the DAO 

operates. Since the DAO, and any blockchain, resides both nowhere and everywhere at the same 

time, establishing the correct jurisdiction for securities compliance and litigation purposes is 

problematic. If the DAO is truly selling securities, then jurisdiction could potentially be established 

in those locations either from which funds are raised or in which the funds are placed, which can 

be numerous jurisdictions. 

Even if a decentralized organization that is not formally established in the U.S. is issuing 

the tokens, the SEC can assert jurisdiction over the sale if some of the token purchasers are 

within the United States or if the SEC deems that the entity issuing the tokens took significant 

steps in the U.S., including promoting the sale. Consequently, any entity not wanting to engage 

U.S.-based purchasers should still be aware of its U.S.-based actions if it does not want to fall 

within the purview of the SEC.  

Fraud is another issue that is a concern when an entity is raising funds before the 

underlying blockchain is launched. While the Coop has included notices across all of its 

documentation stating that the launch of the blockchain is not guaranteed, if the promoters, 

namely the core development team or the Coop board, are the only individuals benefiting from 

the token sale, the SEC may look at the core team in any fraud and misrepresentation analysis 

under SEC Rule 10b-5.  

Rule 10b-5, however, only applies in connection with the purchase or sale of a security. 

For a plaintiff to bring a cause of action under 10b-5, he or she must have actually bought or sold 

a security.25 In the case of the Coop, the underlying business purpose and rationale for raising 

funds is not deceptive, and does not involve the purchase or sale of securities. Instead, the Coop 

is selling assets. Nonetheless, it is important that the Coop avoid misstating or omitting material 

facts that surround a particular transaction or set of transactions relating to its token and/or 

                                                
25 See Blue Chip v. Manor Drug Stores 421 U.S. 723. 
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business. 26 At this prelaunch stage, this applies to statements forecasting the growth of the 

network, utility of the token, and the associated financial results anticipated.  

Another potential problem under Rule 10b-5 is insider trading. In general terms, insider 

trading occurs when someone within a company uses material, non-public information to buy or 

sell securities. With the long jurisdictional arm of the SEC and the uncertainty surrounding whether 

it will accept the Coop token’s designation as an asset, it is even more uncertain whether the SEC 

will use Rule 10b-5 to prosecute Coop “insiders” who later trade their tokens on a cryptocurrency 

exchange. Due to the Coop’s and other blockchain-based organizations’ commitment to 

transparency, decentralized authority, and open, equal access to information, however, there will 

be fewer opportunities for insider trading as it is traditionally seen. Furthermore, all transactions 

related to the purchase or sale of a token are public on the blockchain. Nonetheless, we have 

advised, and the Coop has agreed, to frequently update its members and community about 

information it receives on issues that may affect the price of its tokens and/or the utility and 

functionality of its blockchain.  

X.  CONCLUSION 
 

At the 2017 Consensus conference, Szczepanik said, “Whether a token is a security or 

not is a fact or circumstance-based thing and you have to really pick it apart.”27 Creating a token 

that can transact as an asset in the current regulatory climate is a complex task that requires one 

to design strategically (i) the structure of the entity issuing the token and the sale platform, (ii) the 

meaningful voting power and rights for participants, and (iii) the features of the token in a manner 

such that they all work in concert to establish that the token is an asset that is useful and functional 

in the hands of the purchaser. There are currently very few bright line rules to ensure a token is 

not a security, but by following the industry’s best practices and the recommendations set forth in 

                                                
26 See Ernst & Ernst v. Hochfelder, 425 U.S. 185. 
27 Chavez-Dreyfuss, supra note 14. 
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this article, we are confident that the Coop’s software access tokens are rightly designated as 

assets and the sale of these assets is being properly effected at the intersection of securities laws 

and cryptocurrency financing.  
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