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Initial Coin Offerings
The blockchain and its endless potentials are
common motifs in 2017.1 The blockchain has
spawned a multitude of new businesses and applications all intending to take advantage of blockchain
technology. Many of these new businesses are funded
through the issuance of crypto coins or digital tokens
in an initial sale or distribution (collectively, these are
often described under the nomenclature initial coin
offering or ICO). These coin or token2 offerings typically follow some sort of crowdfunding type model.
Because some believe that these token offerings are
the blockchain world’s equivalent to an initial public offering (IPO) of securities, the use of the term
ICO has quickly gained popularity.3 Tokens are typically generated by smart contracts4 on a blockchain
platform and sold to purchasers in exchange for fiat
currency or, more typically, a virtual currency such as
Bitcoin or Ether.5 Proceeds from ICOs are typically
used by issuers to continue to develop their business
platforms, for software applications and development,
and future business strategies. In the case of The DAO
(as defined below), the proceeds were also intended to
be used to fund future third-party projects that would
be launched on The DAO’s platform. It is estimated
that in excess of $1.5 billion has been raised through
ICOs in the first seven months of 2017.6
As eagerly as businesses and developers have
looked to ICOs as the potential future of fundraising,

the legal underpinnings of many ICOs have been
murky.7 A number of the tokens sold in ICOs
have characteristics that resemble equity securities.
Notwithstanding this, many have chosen to believe
that by raising funds through the issuance of a digital coin, somehow, magically, traditional securities
laws no longer apply. This view was and remains no
more than a hopeful fantasy. The US Securities and
Exchange Commission (SEC) recently said as much
when it issued an enforcement report on a decentralized autonomous organization (The DAO).8 In
its report, the SEC answered the much discussed
question9 of whether an ICO’s tokens are securities, finding in the affirmative, at least in the case of
the tokens that were issued by the DAO.10 The SEC
reaffirmed what at least some legal experts have said
from the beginning of the ICO boom: “Whether 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, including the economic realities of the transaction.”11 In
other words, depending on their characteristics and
attributes, some tokens may be securities and others
may not.
Even while providing some clarity in The DAO
Report (or at least a reaffirmation of the status
quo), the SEC also opened the door to the question of whether organizations like The DAO might
be investment companies as defined under the
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Investment Company Act of 1940 (the 1940 Act or
the Act).12
This article examines how the 1940 Act may
apply to ICOs structured similar to The DAO offering as well as to other token sales. It first reviews
the underpinnings of ICOs such as the blockchain,
virtual currencies, and smart contracts as well as
ICOs themselves. It then discusses the SEC’s DAO
Report and its reasoning for finding that The DAO’s
tokens are securities. Finally, the article summarizes
the definition of “investment company” under the
1940 Act, and provides considerations for decentralized autonomous organizations and other organizations that may aid in evaluating how the 1940 Act
could apply.

What Is an ICO?
ICO is a generalized term for using digital tokens
to raise capital for a venture. ICOs rely on several
key pieces of rapidly developing technology: blockchains, digital or crypto currencies, and smart contracts. Therefore, before tackling ICOs themselves, it
will be helpful to examine each key component of an
ICO first. Ending with ICOs, the following sections
define and describe blockchain, virtual currencies,
and smart contracts, and discuss how all three ICO
components are interrelated.

Blockchain
A blockchain is a distributed ledger of data compiled into a structure that is shared and maintained
by a peer-to-peer network.13 The network stores the
ledger data across a series of computers14 and each
device on the network locally maintains a copy of
the digital ledger.15 The data itself is comprised of
blocks that are linked together in a chain so that
the information stored on the blockchain cannot be
altered without having to change all of the preceding
data blocks.16
Not all blockchains operate the same way but
in a typical blockchain structure, additions to a
blockchain require the cooperation of the entire network. To add new information to a blockchain, the
Copyright © 2017 by CCH Incorporated. All Rights Reserved.

nodes (that is, computers)17 on the network must
work independently to verify the proposed addition.18 If a majority of the nodes, using a cryptographic algorithm, agree on the validity of the new
information, the new information will be added to
the blockchain.19 Once added to the blockchain,
that information is considered to be immutable and
unalterable.
The networks themselves can be public or private.20 Public networks, such as the Bitcoin network,21 have no restrictions on membership and can
be accessed by anyone.22 Public networks have no,
or only limited, central authority and rely on a documented protocol for how the network will verify
new information.23 Private networks are restricted to
members that have been granted access and have a
network operator to manage the network.24
With these technical underpinnings, blockchains have a wealth of potential applications. One
such application is ICOs, where developers issue
tokens on a blockchain and investors purchase the
tokens in exchange for a digital currency such as
Ether.25 Blockchains also have potential applications
in the financial services space,26 real estate,27 insurance,28 healthcare,29 and beyond.30

Virtual Currency
Virtual or digital currencies are one application of blockchain technology31 and have moved
from obscure white papers32 toward the center of the
world’s financial system.33 They are also the primary
currency used to purchase ICO tokens. The SEC has
consistently used the following definition of virtual
currency:
A “virtual currency” is a digital representation of value that can be digitally traded
and functions as a medium of exchange;
a unit of account; and/or a store of value,
but does not have legal tender status (i.e.,
when tendered to a creditor, is a valid and
legal offer of payment) in any jurisdiction. It is not issued or guaranteed by any
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jurisdiction, and fulfills the above functions
only by agreement within the community
of users of the virtual currency. Virtual currency is distinct from fiat currency, which is
the coin and paper money of a country that
is designated as its legal tender; circulates;
and is customarily used and accepted as a
medium of exchange in the issuing country.
It also is distinct from e-money, which is a
digital representation of fiat currency used
to electronically transfer value denominated
in fiat currency, i.e., e-money electronically
transfers value that has legal tender status.34
The most popular examples of virtual currency
are Bitcoin35 and Ether.36 Exemplifying the SEC’s
definition of virtual currency, Bitcoin has been
described as “a decentralized currency that may
be used to purchase goods and services online, or
traded on online exchanges for conventional currencies, including the US dollar.”37 While Bitcoin
was first to market in 2009,38 Ether, the currency
of the Ethereum platform, has emerged as the primary currency for ICOs due to the popularity of
the Ethereum platform among developers.39 For
instance, The DAO at the center of the SEC’s DAO
Report exchanged its tokens for Ether.40

Smart Contracts
At some point in the ICO process, a digital
token must be exchanged for virtual currency. Enter
the smart contract. In general, a smart contract is a
digital agreement that self-executes if specified conditions are fulfilled.41 The agreement’s automatic
execution is “effected through a computer running
code that has translated legal prose into an executable program.”42 Smart contracts require several key
elements in order to work. First and foremost, the
smart contract must be coded into a programming
language.43 Second, smart contracts require a system
on which contracting parties can connect, such as
a blockchain.44 And finally, many smart contracts
rely on outside information for performance.45 This
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outside information is best provided by at least one
third-party source that is referred to as an “oracle.”46
Smart contracts and blockchains are well suited
to each other. A distributed ledger can provide the
shared platform for the contracting parties as well
as the means of performance.47 The permanence of
blockchains ensures that malicious or negligent parties cannot alter the terms of a smart contract once
it is on a blockchain.48 Ethereum is one example
of a blockchain that enables smart contracts using
its common programming language, Solidity,49 its
blockchain, and its virtual currency, Ether.50 For
instance, smart contracts on the Ethereum blockchain allow for the transfer of Ether between parties
if certain conditions of a smart contract are met.51
The DAO operated on this premise of smart contracts on the Ethereum blockchain. Anyone wanting
to build an application for The DAO would be able
to launch their project on the Ethereum blockchain
upon approval by The DAO and receive funding
from The DAO through an exchange of The DAO’s
tokens for Ether.52 All of this would occur through
the use of smart contracts.

Initial Coin Offerings
ICOs are an emerging alternative to other types
of crowdfunding and, in some cases, even IPOs, that
harness new trends in technology.53 ICOs are a confluence of blockchain and smart contract technology
in the form of raising funds for ventures. Generally
in an ICO, an organization (which may be a “virtual” organization that lacks traditional corporate
form) or enterprise creates and issues virtual tokens
using blockchain technology.54 Depending on the
construction of the ICO, purchasers of the tokens
may be able to use fiat currency (for example, US
dollars) or virtual currencies such as Bitcoin.55 The
organization, labeled as a promoter by the SEC, provides information to the token purchasers on how
the proceeds of the token sales will be used, such as
for developing projects.56 In most cases, once issued,
tokens may be able to be resold in secondary markets
and can fluctuate in value.57
Copyright © 2017 by CCH Incorporated. All Rights Reserved.
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ICOs and their issuers take a variety of forms.
Some ICOs raise funds through decentralized
autonomous organizations (each a DAO, collectively, DAOs, and differentiated from the subject of
the SEC’s DAO Report, which is referred to herein
as The DAO).58 The DAO is an example of a DAO
deployed on the Ethereum blockchain.59 DAOs are
comprised of an online community of individuals.60
When a DAO issues tokens the purchasers become
its members. The members can choose whether to
purchase tokens and in what quantity.61 In the case of
The DAO, once the tokens had been purchased, The
DAO intended to use the proceeds from the token
sale to fund projects selected by the token holders.62
Other token issuers use the proceeds from their
token sales to fund ongoing development of their
platforms and software, to market their platform
and incentivize third-party developers to develop
applications for their platform. The attributes and
characteristics of tokens can vary significantly. Some
tokens provide voting rights or earnings based on the
success of the projects.63 Some tokens give holders
the right to access a platform, gain access to software, or use the tokens to purchase goods or services.
Many of the tokens themselves can be traded on secondary cryptocurrency exchanges (which more often
than not, are unregulated).64
Investors can purchase the tokens and either retain
them or trade them subject to whatever trading restrictions may be imposed by the token issuer. ICO tokens
generally are more liquid than IPO shares, allowing
investors to convert ICO tokens into other digital currencies (and, ultimately, fiat currency) after the launch
of the ICO and following the expiration of any lockup
period to which the tokens may be subject.65
ICOs have been incredibly popular in 2017.
Prior to the SEC’s DAO Report in July 2017,
Financial Times reported that almost $1.3 billion
had been raised by start-up technology companies
through 56 ICOs.66 Even after the SEC issued its
report on July 25, 2017, another 46 new ICOs were
announced by August 7, 2017, with an additional
204 approaching fund-raising.67
Copyright © 2017 by CCH Incorporated. All Rights Reserved.

In July 2017, the social messaging company
Kik made headlines when it decided to raise money
by means of an ICO, thereby becoming one of the
more high profile companies to spurn the more
traditional IPO fundraising process.68 Under Kik’s
ICO, which launched on September 12, 2017 and
raised 168,732 Ether,69 it created its own cryptocurrency, Kin, and sold a portion to investors while
retaining a portion for itself.70 In the ICO, Kik
raised almost $50 million from the private sale of
Kin to institutional investors and had a goal of raising an additional $75 million through the public
offering of Kin.71 The company plans to use the
proceeds from the sale similar to the way proceeds
from an IPO are used, such as developing an ecosystem surrounding the Kik messaging app.72 However,
Kik hopes that Kin will become used as a currency
beyond the Kik app.73 If this were to happen, Kik’s
goal would be to create a self-sustaining economy,
and with Kik owning a large portion of the Kin currency, “the value of [its] stake in Kin could end up
being more valuable than the potential exit valuation
for Kik as an ad-based business in an IPO or through
an acquisition.”74

The SEC’s DAO Report
On July 25, 2017, the SEC’s Division of
Enforcement issued a report pursuant to Section
21(a) of the Securities Exchange Act of 1934 (the
Exchange Act) on whether The DAO was issuing
“securities” under the laws of the United States
when it issued crypto-tokens as part of an ICO in
2016.75 The report was the SEC’s first evaluation of
the legal classification of crypto-tokens. Ultimately,
the SEC chose not to pursue any enforcement
action as a result of the report; however, the agency
did find that ICO crypto-tokens, at least those constructed as part of The DAO’s ICO in 2016, were
securities.76
The DAO Report centered on The DAO and
its corporate creator, Slock.it UG (Slock.it), and
Slock.it’s co-founders, Christoph Jentzsch, Simon
Jentzsch, and Stephan Tual.77 The DAO was an
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unincorporated organization. The SEC described
The DAO as “a ‘virtual’ organization embodied in
computer code and executed on a distributed ledger
or blockchain.”78 The DAO aimed to operate as an
entity that would create and hold assets by selling
tokens (DAO Tokens) to investors through ICOs.79
Investors could purchase DAO Tokens with Ether
on the Ethereum Blockchain.80 The DAO Tokens
would, in turn, be used to fund projects and DAO
Token investors would receive earnings from these
projects as a return for their investment.81 Individuals
labeled as curators would shepherd potential projects
through the evaluation and selection process.82 Once
they owned the DAO Tokens, investors could re-sell
their tokens on a platform that supported secondary
trading of DAO Tokens.83
The DAO held an ICO from April 30, 2016
through May 28, 2016.84 In the offering, The DAO
offered and sold approximately 1.15 billion DAO
Tokens, and it raised an amount of Ether that
was valued at approximately $150 million at closing.85 On June 17, 2016, a cyber attacker diverted
roughly one-third of the total Ether raised by The
DAO offering to an Ethereum blockchain address
controlled by the cyber attacker.86 To reclaim the
stolen DAO Tokens and make the investors whole,
Slock.it created a solution called a Hard Fork,
whereby the Ethereum blockchain’s protocol was
changed with the effect of restoring to the DAO
Token holders their lost investment.87 As a result of
the cyber attack, The DAO never commenced its
proposed business of funding projects.
In the DAO Report, the SEC examined the
DAO Tokens issued during the 2016 offering and
determined that the DAO Tokens were securities
under the securities laws of the United States.88
The SEC compared the DAO Tokens to the definition of an investment contract,89 which is listed
as a form of security under Section 2(a)(1) of
the Securities Act of 1933 (the Securities Act)90
and Section 3(a)(10) of the Exchange Act.91 The
US Supreme Court has described an investment
contract as an investment of money in a common
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enterprise with a reasonable expectation of profits
to be derived from the entrepreneurial or managerial efforts of others (the Howey Test).92 It is like a
conventional security in that it “is a passive means
of gaining a financial interest in an asset.”93 The
SEC found that the DAO Tokens fulfilled the
test for an investment contract because the investors invested money in The DAO in the form of
Ether, with a reasonable expectation of profits in
the form of dividends from projects paid for with
pooled money, and because the investors relied on
the efforts of The DAO’s Curators to select projects
for investment.94
In concluding that the DAO Tokens were securities, the SEC explained that The DAO was an
issuer of securities, and was required to register the
DAO Tokens as securities with the SEC, or utilize
an applicable exemption.95 Likewise, any system
that was operating to exchange DAO Tokens would
be required to be registered as an exchange under
Section 6 of the Exchange Act, unless exempted
from registration.96 Thus, while the DAO Report
did not result in any enforcement actions, the SEC
did use the report to eliminate some of the ambiguities surrounding the legal framework of ICOs,
at least for those structured similar to that of The
DAO.

The DAO, ICOs, and the 1940 Act
In its DAO Report, the SEC explicitly stated
that it was not evaluating whether The DAO was
an investment company under Section 3(a) of the
1940 Act.97 Despite not addressing the topic, the
issue remains as to whether or how the 1940 Act
might apply to DAOs and other types of token
issuers. This section explains the definition of
an “investment company”under the 1940 Act as
well as several exceptions. It then provides a stepby-step look at considerations for token issuers
similar to The DAO and for other types of token
issuers under the 1940 Act, proposing questions
such organizations might consider in their own
review.
Copyright © 2017 by CCH Incorporated. All Rights Reserved.
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Section 3(a)(1)—Deﬁnition of
“Investment Company” Under the
1940 Act
“[A]n investment company is any arrangement
by which a number of persons invest funds in a ‘company’ that is itself engaged in investing in securities.”98
The archetypical example of investment company is a
mutual fund; however, other types of investment companies exist.99 Section 3(a)(1) of the 1940 Act defines
an investment company as an issuer of securities, that:
(A) is or holds itself out as being engaged
primarily, or proposes to engage primarily,
in the business of investing, reinvesting, or
trading in securities;
(B) is engaged or proposes to engage in the
business of issuing face-amount certificates
of the installment type, or has been engaged
in such business and has any such certificate
outstanding; or
(C) is engaged or proposes to engage in the
business of investing, reinvesting, owning,
holding, or trading in securities, and owns
or proposes to acquire investment securities
having a value exceeding 40 per centum of
the value of such issuer’s total assets (exclusive of Government securities and cash
items) on an unconsolidated basis.100
It is important to note that intention is not an
element of the definition of “investment company”
under the 1940 Act.101 An enterprise can find itself
to be an investment company and, thus, subject to
all of the 1940 Act’s obligations, simply by triggering any of the three definitions in Section 3(a)(1).102
This uncertainty typically entraps companies whose
investments rise above 40 percent of the value of
their total assets;103 however, the lack of intention
applies to the entire definition of investment company under the 1940 Act.
Copyright © 2017 by CCH Incorporated. All Rights Reserved.

In addition, an investment company is not
required to be a company in the sense of a legal
entity. Rather, an investment company under the
1940 Act does not have to be organized as any form
of recognized business entity.104 It can take any number of forms, including a fund or an organized group
of persons.105 For instance, the legislative history for
the 1940 Act explained that “one type of investment
company involves an agency relationship between
the individual contributors to the fund and the
management upon whom they confer substantially
a power of attorney to act as agent in the investment
of the moneys contributed. The group of individual
investors is not a legal entity but rather constitutes
in essence a combination of distinct individual interests.”106 When fleshing out the meaning of fund in
the context of the definition of an investment company, the Third Circuit Court of Appeals listed
three key factors for finding one: (1) the fund is a
completely segregated account, devoted to investing
in securities; (2) the assets for these investments is
derived from payments made by the purchaser of the
fund’s securities; and (3) the purchaser of the fund’s
securities only has an interest in the fund.107
The definitions for the three types of issuer each
have a progeny of factors and prongs; however, the
threshold crux of all investment companies is that
they both issue108 and invest in securities.109 This
overly simplistic view of investment companies is
valuable for establishing two key threshold questions when determining if something is an investment company under the 1940 Act: (1) whether the
assets of the enterprise are invested in securities; and
(2) whether the enterprise issues securities to its own
investors.110 If either condition is not met, the enterprise may not be an investment company under the
1940 Act.
Because the definition of an investment company places a multi-dimensional emphasis on securities, the definition of a security is a critical issue for
whether a pool of assets is an investment company.
As explained above, the interpretation of security
is similar across the securities acts.111 The 1940 Act
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defines a security to include many different types
of instruments including an investment contract.112
Also as described above, under the Howey Test, an
investment contract is “a contract, transaction or
scheme whereby a person invests his money in a
common enterprise and is led to expect profits solely
from the efforts of the promoter or a third party.”113
In other words, an investment contract is a security when an investor provides money to an enterprise in which the investor has no control, with the
reasonable expectation of earning profits from the
enterprise.114
One last issue in the simplified two-step question
of whether an enterprise is an investment company
is whether the enterprise is investing in securities.115
The 1940 Act does not define “invest” or “investing”
itself,116 but courts have defined the term in the context of the 1940 Act to mean “put[ting] out money
at risk in the hope of gain.”117 In its DAO Report,
the SEC equated making a payment with Ether as
the equivalent of an investment of money.118
The three types of investment companies defined
in Section 3(a)(1) of the 1940 Act each have a variety of additional components, such as “business” of
investing, “primarily engaged in,” etc.119 While these
components are critical for conducting an analysis
as to whether an enterprise is an investment company under the 1940 Act, the threshold issues are
whether the enterprise primarily invests in securities
and issues securities. If both questions are answered
in the affirmative, then companies should particularly look to the first and third types of investment
companies defined in Section 3(a)(1) and evaluate
their business model, investments, and distribution
of assets to evaluate whether they qualify as investment companies.120
For companies meeting the statutory definition
of an investment company under Section 3(a)(1), the
1940 Act does include exceptions for certain types
of enterprises.121 Two of the more popular exceptions are for private investment companies. Under
Section 3(c)(1), a company is excepted from the definition of an investment company if its outstanding
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securities are beneficially owned by 100 or fewer investors and the company is not proposing to make a public offering of its securities.122 Under Section 3(c)(7),
a company is excepted from the definition of an
investment company if its outstanding securities are
owned exclusively by qualified purchasers and the
company is not proposing to make a public offering
of its securities.123

1940 Act Considerations for DAOs
and Other Token Issuers
In the DAO Report, the SEC explicitly stated
that it was not addressing whether The DAO, in
the construction contemplated in the DAO Report,
qualified as an investment company under Section
3(a)(1) of the 1940 Act.124 However, because there is
no intention requirement to be considered an investment company under the 1940 Act, it is worthwhile
to evaluate several 1940 Act considerations in the
context of DAOs and other business structures that
may issue tokens and use the proceeds to invest in
other tokens (collectively, Token Issuers).125 The primary considerations include the existence or lack
thereof of a company, the issuing of securities, and
the investing in securities.
As noted above, the 1940 Act does not require
that an enterprise be a company in order to be considered an investment company under Section 3(a)(1)
of the Act.126 There merely needs to be at least a fund
or an organized group of people who are pooling
their assets to issue and invest in securities.127 When
considering whether Token Issuers could be investment companies under the 1940 Act, it is irrelevant
that a Token Issuer is structured as an unincorporated organization (like The DAO), or as a nonprofit foundation, which is a structure that has been
used by a number of token issuers.128 Rather, it is
important to consider the organization and operation of the Token Issuer to evaluate whether it qualifies as a fund, an organized group of people, or any
other type of enterprise considered to be a company under the 1940 Act.129 For instance, a Token
Issuer could consider several factors delineated
Copyright © 2017 by CCH Incorporated. All Rights Reserved.
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in Prudential for determining what constitutes
a fund under Section 2(a)(8) of the 1940 Act:
(1) whether the Token Issuer is a completely isolated
pool of assets, devoted to investing in securities; and
(2) whether the Token Issuer’s assets for these investments are derived from payments made by the purchasers of the Token Issuer’s tokens.130
The SEC likely settled the issue of whether The
DAO, and other similarly constructed ICO issuers,
are issuing securities in the DAO Report. After evaluating The DAO’s structure and its tokens, the SEC
found that DAO Tokens were securities under the
Securities Act and the Exchange Act.131 Because the
definition of “security” is similarly interpreted across
the securities acts, this finding likely means that The
DAO’s Tokens are also securities under the 1940
Act.132 Thus, in the wake of the SEC’s DAO Report,
because Token Issuers issue tokens to raise funds in
the course of an ICO, they may very well be issuers
of securities, where their tokens have the attributes
typically attributable to a security.133
The third key issue for Token Issuers and the
1940 Act is whether Token Issuers invest in securities. Both of the key definitions for an investment
company under Section 3(a)(1) of the 1940 Act
require that the enterprise is “investing … in securities.”134 As the SEC concluded, The DAO’s tokens
were securities. Accordingly, the purchasers of The
DAO tokens were considered by the SEC to be
investors in The DAO. The question left unanswered
by the SEC was whether, under the structure of The
DAO’s proposed business plan, by funding projects that were approved by The DAO investors, The
DAO would have been deemed to itself be investing in securities. The DAO’s stated purpose for issuing tokens was to raise capital in order to provide
funding to projects.135 These projects would have
been represented by smart contracts or tokens issued
by a project developer and required funding approval
in some manner by The DAO. In other words, the
Ether received by The DAO would be used to fund
a project and would be transferred to the developer
of the funded contract.136 Thus, the key issue for The
Copyright © 2017 by CCH Incorporated. All Rights Reserved.

DAO as well as other Token Issuers following a similar strategy is whether the projects, smart contracts,
or tokens that they invest in are securities.
One way to make such a determination is to
apply the Howey Test for investment contracts.
Investment contracts are considered securities under
the securities acts.137 In Howey, the US Supreme
Court laid out its seminal test for whether an investment contract is a security.138 The test includes four
factors:139 (1) an investment of money; (2) in a common enterprise; (3) with a reasonable expectation of
profits; (4) derived from the managerial efforts of
others.140
Each factor of the Howey Test will bring with it
certain considerations for Token Issuers as they evaluate whether the projects, smart contracts, or tokens
that they invest in are securities:
(1) An investment of money: The requirement of
an investment of money is designed to capture
only those investors who have undertaken some
degree of economic risk.141 Courts have held
that the investment of money under the Howey
Test does not need to take the form of cash.142
In 2014, a federal district court found that an
investment of Bitcoin satisfies the requirement
of an investment of money.143 The SEC concurred with this conclusion in The DAO Report.
Therefore, an investment by a Token Issuer that
is funded with digital currency such as Ether or
its own token would likely satisfy the first prong
of the Howey Test.
(2) In a common enterprise: The common enterprise element of the Howey Test lives in a state
of “confusion and uncertainty.”144 Some courts
apply a horizontal commonality test, which
examines whether there is a pooling of investor
contributions,145 and, accordingly, a sharing of
profits that depends on the success of the overall
venture.146 Other courts apply a vertical commonality test, which has two versions. Broad
vertical commonality requires that the fortunes
of investors depend on the efforts or expertise
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of a promoter.147 Narrow vertical commonality requires that the investor’s profits be tied to
a manager’s profits; that is, they must rise and
fall together.148 Some legal scholars have argued
that based on more recent Supreme Court decisions, the existence of multiple investors is all
that is required to demonstrate the existence of
a common enterprise. This may explain why the
SEC chose not to elaborate as to the reasoning
behind its conclusion that the common enterprise element of the Howey test was satisfied in
the DAO Report.
The test applied can have a significant impact
on whether a common enterprise is found to
exist. For example, the SEC determined, using
a vertical commonality test, that an investment
contract existed when a condominium developer
sold condominium units that included a management agreement that provided for the manager to rent vacant units to vacationers when not
being used by the respective owners. The manager had agreed to pay owners a percentage of
the rental income obtained. The SEC said that
the arrangement should be treated as an investment contract because by combining the condominiums with the rental arrangements, the
arrangements were being “offered and sold with
emphasis on the economic benefits to the purchaser to be derived from the managerial efforts
of the promoter, or a third party designated or
arranged for by the promoter, from the rental of
the units.149
The arrangements satisfied the broad vertical
commonality test because the investor’s fortunes
were dependent on the manager’s managerial
and entrepreneurial effort and skill in attracting renters and obtaining high rental income for
the investors. The arrangements equally satisfied
the narrow vertical commonality test. Under the
rental arrangement, the manager agreed to pay
investors a percentage of the rental proceeds. As
a result, the manager’s income would rise and
fall in harmony with investor income.
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If the SEC had instead applied a horizontal
commonality analysis, it is much less likely that
the SEC would have been able to conclude that
a common enterprise existed because each owner
owned a separate asset—its own condominium—
and the investment funds were not pooled.150
Further, profits weren’t pooled. The amount of
profit available to a particular condominium
owner was solely dependent on how often the
unit owner made the unit available for rent and
how much rental income could be obtained.
For a horizontal commonality jurisdiction,
a Token Issuer should consider whether the
developer of a project, smart contract, or token
that the Token Issuer invests in pools the assets
from the Token Issuer and whether any returns
from the project are equitably distributed to
token holders.
In applying a strict vertical commonality
approach, a Token Issuer should consider whether
the fortune of the investors in a developer’s project is intertwined and dependent on the efforts
of the developer. Could an investor benefit from
the developer’s efforts in the development of its
project? For a broad vertical commonality jurisdiction, a Token Issuer should consider whether
the fortune of the investors in a developer’s project is reliant on the expertise of the developer.
Generally speaking, in circumstances where at
least a portion of the proceeds from a token sale
are being used by the token sponsor to develop,
support, maintain, or enhance the product, platform or system, the more likely it is that a common enterprise would be deemed to exist.
(3) With a reasonable expectation of profits: The US
Supreme Court has defined “profit” as either
“capital appreciation resulting from the development of the initial investment … or a participation in earnings resulting from the use of
investors’ funds.”151 However, “when a purchaser
is 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
Copyright © 2017 by CCH Incorporated. All Rights Reserved.
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it, … the securities laws do not apply.”152 Token
Issuers should consider whether the project
developers for projects invested in have a reasonable expectation of profits. What are an investor’s intentions when it provides virtual currency
to the project creator? Do the projects (or their
tokens) provide dividends or some form of
period payments? If so, do investors expect to
receive periodic payments from funded projects
(or their tokens)? Do the funded projects (or
their tokens) fluctuate in value? If so, do investors expect to reap a benefit from the project or
token increasing in value? Would a reasonable
investor be motivated to provide funding to the
projects because of these benefits? Would investors in a developer’s project be motivated by a
desire to use or consume the item produced by
the project?
(4) Derived from the managerial efforts of others: The
Ninth Circuit Court of Appeals described the
central issue for the fourth prong of the Howey
Test as “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.”153
Does the project invested in by the Token Issuer
have a developer or developing entity that is
managing its code? Does this developer maintain its participation in the project once the
project has been uploaded onto a blockchain?
Does the project have developers (in some form)
that perform roles such as security? How much
control do investors have in the success of the
projects? Will the long-term value of the projects be derived independently of their developers, such as through the available applications
of the tokens (which could potentially be developed by non-affiliated developers)?
If, after conducting a full review, a Token Issuer
finds that it is a company that both issues and invests
in securities, then it would need to turn to the two
major definitions of “investment company” to see
Copyright © 2017 by CCH Incorporated. All Rights Reserved.

if it meets either definition. Under the first definition, it would mean that a Token Issuer would be
an investment company if it is or holds itself out
as being engaged primarily, or proposes to engage
primarily, in the business of investing in securities.154 Under the other prominent definition, a
Token Issuer could be an investment company if
it is engaged or proposes to engage in the business
of investing in securities, and owns or proposes to
acquire investment securities having a value exceeding 40 per centum of the value of such issuer’s total
assets on an unconsolidated basis.155
Even if a Token Issuer is not “primarily” in the
business of investing in securities, with the always present possibility of becoming an inadvertent investment
company, a Token Issuer that thinks it may qualify
as an investment company should pay close attention
to the second definition of investment company. A
key question for Token Issuers that believe they may
qualify as investment companies is, what percentage
of the Token Issuer’s assets is being used to fund projects? Alternatively, Token Issuers may wish to evaluate their business model to determine if, rather than
investing in securities as a holding corporation (that
is, as passive investments), they are an operating company that provides an indirect managerial role (for
example, by providing early stage funding to software
and application development companies).156 Token
Issuers should determine what they consider to be the
Token Issuer’s assets. Token Issuers should frequently
monitor the value of their overall assets, particularly
because of the fluctuations in the value of virtual currencies. Token Issuers should also frequently audit the
value of the funded projects.
Finally, for any Token Issuers that do believe that
they invest in securities and believe that they meet any
definition of investment company under Section 3(a)(1),
they should consider whether they may qualify for
an exception under the 1940 Act. In particular, such
Token Issuers should examine the two private investment company exceptions in Sections 3(c)(1) and
3(c)(7). For the exception in Section 3(c)(1), a Token
Issuer may qualify if it limits its number of token
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holders to 100 persons and it is not proposing to
make a public offering of its tokens. For the exception in Section 3(c)(7), a Token Issuer may qualify if
it limits the sale of its tokens to only qualified purchasers and it is not proposing to make a public offering of its tokens.157 For a Token Issuer that believes
it meets some definition of investment company, it
should consider several questions. Does the Token
Issuer restrict the type or number of persons who can
purchase tokens? How many token holders are there?
Are the token holders exclusively qualified purchasers?
Is the Token Issuer considering a public offering of its
tokens under the Securities Act?

Conclusion
The SEC propelled ICOs into a new area of clarity under the securities laws when it found that The
DAO’s tokens were securities under the Exchange Act
in its DAO Report. However, like a game of whacka-mole, this new clarity creates newer areas of uncertainty. One such area of uncertainty is whether Token
Issuers and other enterprises that are issuing ICO
tokens may qualify as investment companies under
the 1940 Act. Without further clarity from the SEC,
the key question in this regard is a preliminary threshold question: are the smart contracts or tokens for
the projects being funded by Token Issuers securities?
Because of the constant looming of the inadvertent
investment company, Token Issuers, ICO enterprises,
and others should carefully evaluate their models and
projects under the 1940 Act to ensure compliance
with all securities and investment laws.

Joel S. Telpner is a partner in the Corporate
Practice Group at Sullivan & Worcester LLP,
and Thomas M. Ahmadifar is an associate in
the Investment Management Practice Group at
Sullivan & Worcester LLP.
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¶80,081 (Nov. 27, 1974) (hereinafter Moultrie Nat’l
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see also Securities Act of 1933, 15 USC § 77b(a)(1)
(defining “security”); 1940 Act, id. § 80a-2(a)(36)
(defining “security”).
15 USC § 80a-2(a)(36).
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(quoting W.J. Howey Co., 328 US at 298-99); see also
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“solely” from its definition of “investment contract.”
United Hous. Found., Inc. v. Forman, 421 US 837,
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See SEC v. Int’l Loan Network, Inc., 968 F.2d 1304, 1308
(D.C. Cir. 1992) (quoting Forman, 421 US at 852).
15 USC § 80a-3(a)(1)(A), (C).
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Id. § 80a-3(a)(1)(A), (C).
Id. §§ 80a-3(b)-(c).
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Act); 15 USC § 77d(a)(2).
15 USC § 80a-3(c)(7); see also, id. § 80a-2(a)(51)
(defining “qualified purchaser”).
DAO Report, supra n.8, at 1 n.1.
See Kerr, supra n.101, at 29 (explaining the possibility of becoming an “inadvertent investment
company”); see, e.g., Decentralized Autonomous
Organizations, supra n.58 (providing a platform
for anyone to create a decentralized autonomous
organization).
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DAO Report, supra n.8, at 1; see, e.g., Kik, supra
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15 USC § 80a-2(a)(8).
See Prudential Ins. Co., 326 F.2d at 387.
DAO Report, supra n.8, 1.
See Moultrie Nat’l Bank, supra n.111 (equating the
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Act of 1933, 15 USC § 77b(a)(1) (defining “security”); Exchange Act, 15 USC § 78c(a)(10) (defining
“security”); 1940 Act, 15 USC § 80a-2(a)(36) (defining
“security”).
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Id. § 80a-3(a)(1)(A), (C).
See, e.g., DAO Report, supra n.8, at 1 (providing a
summary of the DAO’s ICO structure).
See DAO Report, supra n.8, at 7, 12.
See Securities Act, 15 USC § 77b(a)(1); Exchange
Act, Id. § 78c(a)(10); 1940 Act, id. § 80a-2(a)(36).
W.J. Howey Co., 328 US at 298-99.
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see, e.g., DAO Report, supra n.8, at 11 (omitting “in
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under the Howey Test).
W.J. Howey Co., 328 US at 298-99.
Reves v. Ernst & Young, 494 US 56, 67 (1990).
See, e.g., Uselton v. Comm. Lovelace Motor Freight, Inc.,
940 F.2d 564, 574 (10th Cir. 1991) (“[It is well established that cash is not the only form of contribution or
investment that will create an investment contract.”).
Shavers, slip op. at 2.
Borsani, supra n.93, at 3; see also Mordaunt v.
Incomco, 469 US 1115 (1985), cert. denied (White, J.
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dissenting) (“In light of the clear and significant split
in the circuits, I would grant certiorari”).
See, e.g., SEC v. Infinity Group Co., 212 F.3d 180,
187-88 (3d Cir. 2000); Wals v. Fox Hills Dev.
Corp., 24 F.3d 1016, 1019 (7th Cir. 1994); Revak v.
SEC Realty Corp., 18 F.3d 81, 87 (2d Cir. 1994);
Deckebach v. La Vida Charters, Inc., 867 F.2d
278, 281-82 (6th Cir. 1989); Hart v. Pulte Homes
of Michigan Corp., 735 F.2d 1001, 1004 (6th Cir.
1984); Salcer v. Merrill Lynch, Pierce, Fenner and
Smith Inc., 682 F.2d 459, 460 (3d Cir. 1982); Union
Planters Nat’l Bank v. Commercial Credit Bus.
Loans, Inc., 651 F.2d 1174, 1183 (6th Cir. 1981);
Curran v. Merrill Lynch, Pierce, Fenner and Smith,
Inc., 622 F.2d 216, 222 (6th Cir. 1980), aff’d on other
grounds, 456 US 353 (1982).
See, e.g., Revak, 18 F.3d at 87; Deckebach, 867 F.2d at
282; Hart, 735 F.2d at 1004; SEC v. Prof. Assocs., 731
F.2d 349, 354 (6th Cir. 1984); Union Planters Nat’l
Bank, 651 F.2d at 1183; Curran, 622 F.2d at 223-24.
See, e.g., SEC v. ETS Payphones, Inc., 408 F.3d
727, 732 (11th Cir. 2005); SEC v. ETS Payphones,
Inc., 300 F.3d 1281, 1283-84 (11th Cir. 2002) (per
curiam), rev’d and remanded on other grounds sub
nom., SEC v. Edwards, 540 US 389 (2004); SEC v.
Unique Fin. Concepts, Inc., 196 F.3d 1195, 1999
(11th Cir. 1999); Eberhardt v. Waters, 901 F.2d
1578, 1580-81 (11th Cir. 1990); Long v. Shultz
Cattle Co., 881 F.2d 129, 140-41 (5th Cir. 1989);
United States v. Morse, 785 F.2d 771, 776 (9th Cir.
1986); Villeneuve v. Advanced Bus. Concepts Corp.,
698 F.2d 1121, 1124 (11th Cir. 1983) (en banc);
SEC v. Cont’l Commodities Corp., 497 F.2d 516,
521-22 (5th Cir. 1974).
See, e.g., Revak, 18 F.3d at 88; SEC v. Eurobond Exch.,
Ltd., 13 F.3d 1334, 1340-41 (9th Cir. 1994); Brodt v.
Bache & Co., 595 F.2d 459, 461 (9th Cir. 1978); SEC v.
Pinckney, 923 F. Supp. 76, 82 (E.D.N.C. 1996);
Schofield v. First Commodity Corp., 638 F. Supp. 4,
7 (D. Mass. 1985), aff’d on other grounds, 793 F.2d 28
(1st Cir. 1986); Shotto v. Laub, 635 F. Supp. 835, 839
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Supp. 1225, 1238 (S.D.N.Y. 1981).
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Interpretative Releases Relating to the Securities
Act of 1933 and General Rules and Regulations
Thereunder, SEC Release No. 33-5347, 17 C.F.R.
§ 231.5347, 38 Fed. Reg. 1735 (Jan. 18, 1973)
(“The offer of real estate as such, without any collateral with the seller or others, does not involve the
offer of a security. When the real estate is offered
in conjunction with certain services, a security,
in the form of an investment contract, may be
present.”).
See, e.g., Wals v. Fox Hills Dev. Corp., 24 F.3d at
1018-19 (7th Cir. 1994) (holding that because the
time share promoter did not pool profits, no common enterprise existed).
Edwards, 540 US at 395.
United Hous. Found., Inc., 421 US at 852-53.
Glenn W. Turner Enters., Inc., 474 F.2d at 482.
15 USC § 80a-3(a)(1)(A).
Id. § 80a-3(a)(1)(C). For an enterprise to potentially meet the definition of “investment company”
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under Section 3(a)(1)(C), the enterprise must invest
at least 40 percent of its total assets in “investment
securities.” Section 3(a)(2) excludes securities issued
by majority-owned subsidiaries (that are themselves
not investment companies and that are not investment companies relying on one of the exemptions
in Section 3(c)) from the definition of “investment
securities.” Id. § 80a-3(a)(2). Therefore, if a DAO
invests at least 60 percent of its total assets in enterprises that it itself is the majority owner of, then it
may potentially fall outside the definition of “investment company” under Section 3(a)(1)(C).
If a Token Issuer is an operating company providing indirect managerial services, its holdings may
not qualify as “investment securities” and therefore
may leave the Token Issuer below the 40 percent
threshold for being an “investment company” under
Section 3(a)(1)(C).
Id. § 80a-3(c)(7); see also id. § 80a-2(a)(51) (defining
qualified purchaser).
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