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l. Introduction

If you are considering an Initial Coin Offering, sometimes referred to as an "ICO," or otherwise engaging in
the offer, sale, or distribution of a digital asset, you need to consider whether the U.S. federal securities laws
apply. A threshold issue is whether the digital asset is a "security" under those laws. The term "security"
includes an "investment contract," as well as other instruments such as stocks, bonds, and transferable
shares. A digital asset should be analyzed to determine whether it has the characteristics of any product
that meets the definition of "security" under the federal securities laws. In this guidance, we provide a
framework for analyzing whether a digital asset has the characteristics of one particular type of security —
an "investment contract." Both the Commission and the federal courts frequently use the "investment
contract" analysis to determine whether unique or novel instruments or arrangements, such as digital
assets, are securities subject to the federal securities laws.

The U.S. Supreme Court's Howey case and subsequent case law have found that an "investment contract"
exists when there is the investment of money in a common enterprise with a reasonable expectation of
profits to be derived from the efforts of others. The so-called "Howey test" applies to any contract, scheme,
or transaction, regardless of whether it has any of the characteristics of typical securities. The focus of the
Howey analysis is not only on the form and terms of the instrument itself (in this case, the digital asset) but
also on the circumstances surrounding the digital asset and the manner in which it is offered, sold, or resold
(which includes secondary market sales). Therefore, issuers and other persons and entities engaged in the
marketing, offer, sale, resale, or distribution of any digital asset will need to analyze the relevant
transactions to determine if the federal securities laws apply.

The federal securities laws require all offers and sales of securities, including those involving a digital asset,
to either be registered under its provisions or to qualify for an exemption from registration. The registration
provisions require persons to disclose certain information to investors, and that information must be
complete and not materially misleading. This requirement for disclosure furthers the federal securities laws'
goal of providing investors with the information necessary to make informed investment decisions.

Il. Application of Howey to Digital Assets

In this guidance, we provide a framework for analyzing whether a digital asset is an investment contract and
whether offers and sales of a digital asset are securities transactions. Under the Howey test, an "investment
contract" exists when there is the investment of money in a common enterprise with a reasonable
expectation of profits to be derived from the efforts of others. Whether a particular digital asset at the time
of its offer or sale satisfies the Howey test depends on the specific facts and circumstances.

A. The Investment of Money

The first prong of the Howey test is typically satisfied in an offer and sale of a digital asset because the
digital asset is purchased or otherwise acquired in exchange for value, whether in the form of real (or fiat)
currency, another digital asset, or other type of consideration.

B. Common Enterprise



Courts generally have analyzed a "common enterprise" as a distinct element of an investment contract. In
evaluating digital assets, we have found that a "common enterprise" typically exists.

C. Reasonable Expectation of Profits Derived from Efforts of Others

Usually, the main issue in analyzing a digital asset under the Howey test is whether a purchaser has a
reasonable expectation of profits (or other financial returns) derived from the efforts of others. A purchaser
may expect to realize a return through participating in distributions or through other methods of realizing
appreciation on the asset, such as selling at a gain in a secondary market.

1. Reliance on the Efforts of Others

The inquiry into whether a purchaser is relying on the efforts of others focuses on two key issues:

e Does the purchaser reasonably expect to rely on the efforts of an AP?
e Are those efforts "the undeniably significant ones, those essential managerial efforts which affect
the failure or success of the enterprise," as opposed to efforts that are more ministerial in nature?

Although no one of the following characteristics is necessarily determinative, the stronger their presence,
the more likely it is that a purchaser of a digital asset is relying on the "efforts of others":

e An AP is responsible for the development, improvement (or enhancement), operation, or promotion
of the network, particularly if purchasers of the digital asset expect an AP to be performing or
overseeing tasks that are necessary for the network or digital asset to achieve or retain its intended
purpose or functionality.

e Where the network or the digital asset is still in development and the network or digital asset is not
fully functional at the time of the offer or sale, purchasers would reasonably expect an AP to further
develop the functionality of the network or digital asset (directly or indirectly).

e There are essential tasks or responsibilities performed and expected to be performed by an AP,
rather than an unaffiliated, dispersed community of network users (commonly known as a
"decentralized" network).

e An AP creates or supports a market for, or the price of, the digital asset.

e An AP has a lead or central role in the direction of the ongoing development of the network or the
digital asset.

e An AP has a continuing managerial role in making decisions about or exercising judgment
concerning the network or the characteristics or rights the digital asset represents.

e Purchasers would reasonably expect the AP to undertake efforts to promote its own interests and
enhance the value of the network or digital asset.

2. Reasonable Expectation of Profits

The more the following characteristics are present, the more likely it is that there is a reasonable expectation
of profit:

e The digital asset gives the holder rights to share in the enterprise's income or profits or to realize
gain from capital appreciation of the digital asset.

e The digital asset is transferable or traded on or through a secondary market or platform, or is
expected to be in the future.

e Purchasers reasonably would expect that an AP's efforts will result in capital appreciation of the
digital asset and therefore be able to earn a return on their purchase.

e The digital asset is offered broadly to potential purchasers as compared to being targeted to
expected users of the goods or services or those who have a need for the functionality of the
network.



e The digital asset is offered and purchased in quantities indicative of investment intent instead of
quantities indicative of a user of the network.

e There is little apparent correlation between the purchase/offering price of the digital asset and the
market price of the particular goods or services that can be acquired in exchange for the digital
asset.

e The AP has raised an amount of funds in excess of what may be needed to establish a functional
network or digital asset.

e The AP is able to benefit from its efforts as a result of holding the same class of digital assets as
those being distributed to the public.

e The AP continues to expend funds from proceeds or operations to enhance the functionality or
value of the network or digital asset.

e The digital asset is marketed, directly or indirectly, using terms that indicate it is an investment,
emphasizing potential profitability, or highlighting the availability of a trading market.

3. Other Relevant Considerations

Although no one of the following characteristics of use or consumption is necessarily determinative, the
stronger their presence, the less likely the Howey test is met:

e The distributed ledger network and digital asset are fully developed and operational.

e Holders of the digital asset are immediately able to use it for its intended functionality on the
network, particularly where there are built-in incentives to encourage such use.

e The digital assets' creation and structure is designed and implemented to meet the needs of its
users, rather than to feed speculation as to its value or development of its network.

e Prospects for appreciation in the value of the digital asset are limited.

e With respect to a digital asset referred to as a virtual currency, it can immediately be used to make
payments in a wide variety of contexts, or acts as a substitute for real (or fiat) currency.

e With respect to a digital asset that represents rights to a good or service, it currently can be
redeemed within a developed network or platform to acquire or otherwise use those goods or
services.

e The digital asset is marketed in a manner that emphasizes the functionality of the digital asset, and
not the potential for the increase in market value of the digital asset.

e Restrictions on the transferability of the digital asset are consistent with the asset's use and not
facilitating a speculative market.

Il1l. Conclusion

The discussion above identifies some of the factors market participants should consider in assessing
whether a digital asset is offered or sold as an investment contract and, therefore, is a security. It also
identifies some of the factors to be considered in determining whether and when a digital asset may no
longer be a security. These factors are not intended to be exhaustive in evaluating whether a digital asset is
an investment contract or any other type of security, and no single factor is determinative; rather, we are
providing them to assist those engaging in the offer, sale, or distribution of a digital asset, and their counsel,
as they consider these issues.

This framework represents the views of the Strategic Hub for Innovation and Financial Technology
("FinHub") of the Securities and Exchange Commission. It is not a rule, regulation, or statement of the
Commission, and the Commission has neither approved nor disapproved its content.

Source: SEC v. W.J. Howey Co., 328 U.S. 293 (1946)



