
© Sheppard Mullin Richter & Hampton LLP 2016 

Initial Coin Offerings – An 
Alternative Funding 

Mechanism for Startups 

James Gatto  

Sheppard Mullin 

9.20.17 

 



$1.8 Billion in ICO Funding – as of 7.31.17 



Blockchain Funding 
Q2 2017 - ICO Funding Exceeded VC Funding! 

https://techcrunch.com/2017/09/07/ico-report-q2-coindesk/ 



Since then… 

https://www.cryptocoinsnews.com/257-million-filecoin-ico-shatters-crowdsale-record/ 



Some of the big ICOs 

Bancor ($150 Million) 

Status ($200 Million) 

 Tezos ($200 Million), 

EOS ($200 Million) 

 File Coin ($257 Million) 

https://www.coindesk.com/ico-tracker/ 



Why Lawyers Should Care About ICOs? 



My Background in the area 

Games – in game virtual currency  - closed loop 

Virtual Worlds – closed loop and open loop currency 

CrytpoCurrency – open loop, decentralized  

 

Previously  

 Started Virtual Worlds and Games Team over 10 years ago 

Currently 

 Co-head Social Media and Games Team  

 Blockchain and Digital Currency Team  

 



What is Currency? 

Medium of exchange 

Commonly accepted 

Unit of account 

Store of value  

 

What is virtual currency?  
What currency is not? 

 Focus on the digital vs. tangible 



What is Digital Currency? 

Electronic medium of exchange 
- instantaneous transactions 

- borderless transfer-of-ownership (subject to laws) 

- Can include other functionality 



What is Crypto Currency? 

A digital asset (currency or token) created and disseminated 
using cryptography 

may be implemented via distributed ledger or blockchain technology 

Many different types – bitcoin, ether 

   



What is a blockchain? 

A blockchain is an electronic distributed ledger 

maintained by many participants 

 in a network of computers 

 use cryptography to process and verify transactions via nodes on a 
network 

 Immutable 

 There are many blockchains – Public/private 

 Transactions are transparent – the parties not necessarily so 



What is a blockchain? (cont’d) 



What is a Blockchain Good For? 

Smart contracts 

Voting systems 

Escrow 

Store of value 

Asset tracking – digital title 

Securities ledgers 

Much more 



What is a virtual currency exchange? 

A virtual currency exchange is an entity that exchanges virtual 
currency for fiat currency, funds, or other forms of virtual currency.  

Virtual currency exchanges typically charge fees for these services.  

Secondary market trading of virtual tokens or coins may also occur on 
an exchange. 

 

 



Who issues virtual tokens or coins? 

Virtual tokens or coins may be issued by a virtual organization or 
other capital raising entity.  

Virtual organization is an organization embodied in computer code 
and executed on a distributed ledger or blockchain.  

 The code, often called a “smart contract,” serves to automate certain 
functions of the organization, which may include the issuance of 
certain virtual coins or tokens.   

 The DAO, which was a decentralized autonomous organization, is an 
example of a virtual organization. 



Virtual currency vs. Virtual token? 

A virtual currency is a digital representation of value that can be 
digitally traded and functions as a medium of exchange, unit of 
account, or store of value. 

Virtual tokens or coins may represent other rights/functions as well. 



Virtual currency vs. Virtual token? 

Coins really only have one utility — to act as simple stores of value 
(e.g., bitcoins) 

 Tokens can store complex, multi-faceted levels of value.  

Ethereum tokens are generated by a Smart Contract System (SCS), 
are highly programmable and have multi-functionality because of it.  

 Technically, tokens are not “offered” but “generated”. 

Ethereum token launch  =  “Token Generation Event” 

 



Crowdfunding 

Crowdfunding is the use of small amounts of capital from a large 
number of individuals to finance a new business venture 

Crowdfunding makes use of the easy accessibility of vast networks of 
people through social media and crowdfunding websites to bring 
investors and entrepreneurs together. 

Crowdfunding has the potential to increase entrepreneurship by 
expanding the pool of investors from whom funds can be raised 
beyond the traditional circle of owners, relatives and venture 
capitalists. 
 



Crowdfunding (cont’d) 

Kickstarter and Indiegogo are two well known ones 

Many crowdfunding projects are rewards-based 

 Investors may get to participate in the launch of a new product or 
receive a gift for their investment 

Equity-based crowdfunding is growing in popularity because it allows 
startup companies to raise money without giving up control to venture 
capital investors, and it offers investors the opportunity to earn an 
equity position in the venture 
 
 
 



ICOs 

An Initial Coin Offering (ICO) enables funding of projects through the 
generation and sale of tokens or crypto currency 

 If the funds requirements are met within the specified timeframe, the 
money raised is used to fund the project and the company can 
distribute tokens to investors  

 Tokens can be traded on the public exchanges (e.g., Poloniex or 
Gemini) 



Various types of blockchain projects 

 

Platform-layer blockchain (such as Ethereum, Lisk, or Tezos); 

An organization that operates on a blockchain (e.g., a Decentralized 
Autonomous Organization, aka a “DAO”); or 

A decentralized application (a “Dapp”) that runs on a platform-layer 
blockchain. 

 



Storj 

Storj is a system for decentralized file storage. Like Bitcoin or 
Ethereum, there is no central operator of the network.  

Raised $500k of Bitcoin through a crowdfund of their token Storjcoin 

Storjcoin allows you to buy storage space on the Storj network and 
earn Storjcoin if you contribute your own computer’s storage to the 
network 

 If you buy or earn Storjcoin, you can purchase storage on the 
network, hold them if you think they will go up in value, or convert 
them to your local currency 



Legal Issues 

 

Legal Issues 



US – SEC Guidance and Enforcement 

ICO Guidance 

SEC Investor Bulletin (7.25.17) 

DAO – Investigative Report (7.25.17) 

 Investor Alert: Public Companies Making ICO-Related Claims 
(8.28.17) 

 

Also: Updated Investor Bulletin: Crowdfunding for Investors (5.10.17) 

https://www.sec.gov/oiea/investor-alerts-bulletins/ib_crowdfunding-
.html 
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Developers, businesses, and individuals increasingly are using initial 
coin offerings, also called ICOs or token sales, to raise capital.  These 
activities may provide fair and lawful investment 
opportunities.  However, new technologies and financial products, 
such as those associated with ICOs, can be used improperly to 
entice investors with the promise of high returns in a new 
investment space. The SEC’s Office of Investor Education and 
Advocacy is issuing this Investor Bulletin to make investors aware of 
potential risks of participating in ICOs. 

https://www.sec.gov/oiea/investor-alerts-and-bulletins/ib_coinofferings 

 

SEC Investor Bulletin: Initial Coin Offerings 

https://www.sec.gov/oiea/investor-alerts-and-bulletins/ib_coinofferings
https://www.sec.gov/oiea/investor-alerts-and-bulletins/ib_coinofferings
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SEC Investor Bulletin: Initial Coin Offerings 
(cont’d) 

Depending on the facts and circumstances of each individual ICO, 
the virtual coins or tokens that are offered or sold may be 
securities.  If they are securities, the offer and sale of these virtual 
coins or tokens in an ICO are subject to the federal securities laws. 

 

If so, the offer and sale of virtual coins or tokens must itself be 
registered with the SEC, or be performed pursuant to an exemption 
from registration.  

 



Example Token Characteristics 

 Is the token tied to a product usage, i.e. does it give the user 
exclusive access to it, or provide interaction rights to the product?  

Does the token grant a governance action, like voting on a consensus 
related or other decision-making factor?  

Does the token enable the user to contribute to a value-adding action 
for the network or market that is being built?  

Does the token grant an ownership of sorts, whether it is real or a 
proxy to a value?  

Does the token result in a monetizable reward based on an action by 
the user (active work)?  



Example Token Characteristics (cont’d) 

 Does the token grant the user a value based on sharing or disclosing some 
data about them (passive work)?  
- Is buying something part of the business model?  
- Is selling something part of the business model?  
- Can users create a new product or service?  

• Is the token required to run a smart contract or to fund an oracle? (an 
oracle is a source of information or data that other a smart contract can 
use)  

• Is the token required as a security deposit to secure some aspect of the 
blockchain’s operation?  

• Is the token (or a derivative of it, like a stable coin or gas unit) used to pay 
for some usage?  

• Is the token required to join a network or other related entity?  

 



Example Token Characteristics (cont’d) 

• Does the token enable a real connection between users?  

• Is the token given away or offered at a discount, as an incentive to 
encourage product trial or usage?  

• Is the token your principal payment unit, essentially functioning as an 
internal currency?  

• Is the token (or derivative of it) the principal accounting unit for all 
internal transactions?  

• Does your blockchain autonomously distribute profits to token 
holders? Does your blockchain autonomously distribute other 
benefits to token holders?  

• Is there a related benefit to your users, resulting from built-in 
currency inflation? 



DAO -  Report of Investigation  

On July 25, 2017, the SEC issued a Report of Investigation under 
Section 21(a) of the Securities Exchange Act of 1934 describing an 
SEC investigation of The DAO, a virtual organization, and its use of 
distributed ledger or blockchain technology to facilitate the offer and 
sale of DAO Tokens to raise capital 

 The Commission applied existing U.S. federal securities laws to this 
new paradigm, determined that DAO Tokens were securities and 
therefore subject to the federal securities laws 

 The Commission stressed that those who offer and sell securities 
in the U.S. are required to comply with federal securities laws, 
regardless of whether those securities are purchased with 
virtual currencies or distributed with blockchain technology. 

 



DAO -  Report of Investigation (cont’d) 

 The Report confirms that issuers of distributed ledger or blockchain 
technology-based securities must register offers and sales of such 
securities unless a valid exemption applies 

 Those participating in unregistered offerings also may be liable for 
violations of the securities laws. 

Securities exchanges providing for trading in these securities must 
register unless they are exempt.  

 The purpose of the registration provisions of the federal securities 
laws is to ensure that investors are sold investments that include all 
the proper disclosures and are subject to regulatory scrutiny for 
investors' protection. 



DAO -  Report of Investigation (cont’d) 

 In light of the facts and circumstances, the agency has decided not to 
bring charges in this instance, or make findings of violations in the 
Report 

 rather it cautioned the industry and market participants: 
the federal securities laws apply to those who offer and sell securities in 
the United States, regardless whether the issuing entity is a traditional 
company or a decentralized autonomous organization, regardless whether 
those securities are purchased using U.S. dollars or virtual currencies, 
and regardless whether they are distributed in certificated form or through 
distributed ledger technology. 



DAO -  Report of Investigation (cont’d) 

Howey Test  

Under Section 2(a)(1) of the Securities Act and Section 3(a)(10) of the 
Exchange Act, a security includes “an investment contract.” See 15 
U.S.C. §§ 77b-77c.  

An investment contract is 
- an investment of money 

- in a common enterprise 

- with a reasonable expectation of profits 

- to be derived from the entrepreneurial or managerial efforts of others.  

See SEC v. Edwards, 540 U.S. 389, 393 (2004); SEC v. W.J. Howey 
Co., 328 U.S. 293, 301 (1946) 



Howey Test - an investment of money 

 In determining whether an investment contract exists, the investment 
of “money” need not take the form of cash. See, e.g., Uselton v. 
Comm. Lovelace Motor Freight, Inc., 940 F.2d 564, 574 (10th Cir. 
1991) 

 (“[I]n spite of Howey’s reference to an ‘investment of money,’ it is well 
established that cash is not the only form of contribution or 
investment that will create an investment contract.”) 

 The DAO used Ether 



Howey Test – common enterprise 

 Investors who purchased DAO Tokens were investing in a common 
enterprise and reasonably expected to earn profits through that 
enterprise when they sent ETH to The DAO’s Ethereum Blockchain 
address in exchange for DAO Tokens.  



Howey Test – profits derived from others effort 

 Investors’ profits were to be derived from the managerial efforts of 
others 

 The central issue is “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.” SEC v. Glenn W. Turner Enters., Inc., 474 F.2d 476, 482 
(9th Cir. 1973).  

 The DAO’s investors relied on the managerial and entrepreneurial 
efforts of Slock.it and its co-founders, and The DAO’s Curators, to 
manage The DAO and put forth project proposals that could generate 
profits for The DAO’s investors.  



Howey Test – Fact Specific 

 

 

 

Less Likely a Security More Likely a Security 

Rights to program, develop or create features for the 
system or to “mine” things that are embedded in the 
system 

Ownership interest in a legal entity, including a 
general partnership 

Rights to access or license the system Equity interest 

Rights to charge a toll for such access or license Share of profits and/or losses, or assets and/or 
liabilities 

Rights to contribute labor or effort to the system Status as a creditor or lender 

Rights to use the system and its outputs Claim in bankruptcy as equity interest holder or 
creditor 

Rights to sell the products of the system; Holder of a repayment obligation from the system or 
the legal entity issuer of the Blockchain Token 

Rights to vote on additions to or deletions from the 
system in terms of features and functionality 

A feature allowing the holder to convert a non-
security Blockchain Token into a Blockchain Token or 
instrument with one or more investment interests, or 
granting the holder an option to purchase one or 
more investment interests 

https://www.coinbase.com/legal/securities-law-framework.pdf 



Howey Test – Some Key Questions 

 Is there an investment of money vs free tokens or mining? 

 Timing of Sale – does network exist or is it to be developed? 

How do token Holders get benefits? All get the same vs. varying 
returns based on effort? 

 Is the value based primarily on expectation of profit or does it have 
some real utility? 

What control/rights does token give? 

How is it marketed? 

https://www.coinbase.com/legal/securities-law-framework.pdf 



SEC Investor Alert: Public Companies Making 
ICO-Related Claims 8.28.17 

The SEC’s Office of Investor Education and Advocacy is warning 
investors about potential scams involving stock of companies claiming 
to be related to, or asserting they are engaging in, Initial Coin Offerings 
(or ICOs).  Fraudsters often try to use the lure of new and emerging 
technologies to convince potential victims to invest their money in 
scams.  These frauds include “pump-and-dump” and market 
manipulation schemes involving publicly traded companies that claim 
to provide exposure to these new technologies.  



SEC Investor Alert: Public Companies Making 
ICO-Related Claims 8.28.17 (cont’d) 

ICOs may provide fair and lawful investment opportunities, but there 
may be situations in which companies are publicly announcing ICO or 
coin/token related events to affect the price of the company’s common 
stock 

 



SEC Investor Alert: Public Companies Making 
ICO-Related Claims 8.28.17 (cont’d) 

The SEC may suspend trading in a stock when the SEC is of the opinion 
that a suspension is required to protect investors and the public interest.   

Circumstances that might lead to a trading suspension include: 

 A lack of current, accurate, or adequate information about the company – 
for example, when a company has not filed any periodic reports for an 
extended period; 

 Questions about the accuracy of publicly available information, including in 
company press releases and reports, about the company’s current 
operational status and financial condition; or 

 Questions about trading in the stock, including trading by insiders, potential 
market manipulation, and the ability to clear and settle transactions in the 
stock. 

 



Trading Suspensions 

The SEC recently issued several trading suspensions on the common 
stock of certain issuers who made claims regarding their investments in 
ICOs or touted coin/token related news 

 

The companies affected by trading suspensions include First Bitcoin 
Capital Corp., CIAO Group, Strategic Global, and Sunshine Capital.   

https://www.sec.gov/litigation/suspensions/2017/34-81474.pdf
https://www.sec.gov/litigation/suspensions/2017/34-81474.pdf
https://www.sec.gov/litigation/suspensions/2017/34-81367-o.pdf
https://www.sec.gov/litigation/suspensions/2017/34-81314-o.pdf
https://www.sec.gov/litigation/suspensions/2017/34-80435-o.pdf


 

 

Other Countries 



China  

 bans ICOs at least for now 

 declared ICOs to be an illegal fund raising tool 

 indicated it is reviewing previous ICOs for possible fraudulent 
practices 

Money previously raised will also have to be returned 

 



Canada 

The Canadian Securities Administers: 

 any coin or token whose value is tied to the future profits or success 
of a business will likely be considered a security, while those 
providing access to a specific good, such as the ability to play a video 
game, may not. 

With the offerings that we have reviewed to date, we have in many 
instances found that the coins/tokens in question constitute securities 
for the purposes of securities laws, including because they are 
investment contracts.” 



Malaysia 

Malaysia's Securities Commission issued a statement warning 
investors of the risks involved in initial coin offerings (ICOs) 

According to the statement, ICO schemes may be unregulated, 
possibly exposing investors to fraud, and could also be involved in 
money laundering and the financing of terrorism 

 Further, the operators of token sales could be based outside the 
country, meaning recovery of investments "may be subject to foreign 
laws or regulations" 

 Investors should be diligent and "carefully weigh the risks before 
parting with their monies” 

 



Singapore 

The Monetary Authority of Singapore (MAS) stated tokens would fall under 
its jurisdiction if they constitute products regulated under the Securities and 
Futures Act. 

 The types of digital tokens offered in Singapore and elsewhere vary widely 

 Some offers may be subject to the SFA while others may not be. 

 All issuers of digital tokens, intermediaries facilitating or advising on an 
offer of digital tokens and platforms facilitating trading in digital tokens 
should, therefore, seek independent legal advice to ensure they comply 
with all applicable laws and consult MAS where appropriate. 

 Platforms facilitating secondary trading of such tokens would also have to 
be approved or recognized by MAS as an approved exchange or 
recognised market operator respectively under the SFA 



Thailand  

 The Securities and Exchange Commission has announced that it is 
supporting the drafting and implementation of regulations covering initial 
coin offerings (ICO). 

 The commission claimed that this is necessary as some coin sales may be 
considered as a securities offering under the country’s laws. 

 "The SEC Thailand encourages access to funding for businesses, 
including high potential tech startups, and realizes the potential of ICO in 
answering startups' funding needs. In cases where an ICO constitutes 
offering of securities, the issuer will need to comply with applicable 
regulatory requirements under the SEC Thailand's purview.“ 

 ..to strike a balance between supporting digital innovation and protecting 
investors from potential ICO scams, the SEC Thailand is considering 
appropriate approaches on ICO and welcomes comments and suggestions 
from the private sector.” 



Russia 

 July 2017 - Reportedly working on laws to legalize ICOs 

 legislative gaps exist which do not allow legal settlement of 
crowdfunding issues and ICO contracts 

 The State Duma should undertake the development of legal 
mechanisms that would allow the verification of such contracts. They 
should also be designed to identify users and protect the rights of the 
holders of tokens to fulfill the obligations of issuing companies. 

 https://news.bitcoin.com/russia-legalize-icos/ 



Russia (cont’d) 

September 5, 2017: The Bank of Russia, released a statement 
highlighting the risks associated with cryptocurrencies and initial coin 
offerings (ICOs) 

 “Given the high risks of circulation and use of cryptocurrency, the 
Bank of Russia considers it premature to admit cryptocurrencies, as 
well as any financial instruments nominated or associated with 
cryptocurrencies, to circulation and use at organized trades and in 
clearing and settlement infrastructure on the territory of the Russian 
Federation for servicing transactions with cryptocurrencies and 
derivative financial instruments on them,”  

https://www.pymnts.com/news/bitcoin-tracker/2017/russias-central-
bank-wary-of-cryptocurrency-icos/ 



Questions  
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