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ARTICLE

Will the Coffey Class Action have a Ripple Effect?
T he  p roceed i ng  i s f i l ed  as a  cl ass act i on  on  beha l f  o f  Ri pp l e  owners,  be l i eved  to  be  i n  the  thousands by the  p l a i n t i f f ,  and  cou l d  have  po ten t i a l
i m p l i ca t i ons fo r o the r cryp to -asse t  i ssuers and  owners.

T he  quest i on  as to  whe the r cryp to -asse ts shou l d  be  cl assi f i ed  as securi t i es has been  wi de l y d i scussed  bo th  i n  Canada  and  the  Un i ted  Sta tes,  wi th  the
Canad i an  Securi t i es Adm i n i st ra to rs (CSA) recen t l y pub l i sh i ng  gu i dance  on  th i s po i n t  i n  CSA Sta ff  No t i ce  46 -308  –  Securi t i es Law Im p l i ca t i ons fo r
Offe ri ngs and  Tokens.  Now, thanks to  a  cl ass act i on  l awsu i t  l aunched  aga i nst  Ri pp l e  Labs,  the  Un i ted  Sta tes federa l  cou rt  a l so  has a  chance  to  we i gh  i n
on  th i s i ssue .  Coffey v Ri pp l e  Labs Inc.,  i s a  cl ass act i on  l awsu i t  f i l ed  by Ryan  Co ffey i n  M ay o f  th i s yea r i n  wh i ch  i t  i s a l l eged  tha t  Ri pp l e  Labs’ XRP
tokens const i tu te  securi t i es and ,  as such ,  the i r un reg i ste red  sa l e  vi o l a tes sta te  and  federa l  secu ri t i es l aws.  T he  p roceed i ng  i s f i l ed  as a  cl ass act i on  on
beha l f  o f  Ri pp l e  owners,  be l i eved  to  be  i n  the  thousands by the  p l a i n t i f f ,  and  cou l d  have  po ten t i a l  i m p l i ca t i ons fo r o the r cryp to -asse t  i ssuers and
owners.

The Facts

Ri pp l e ,  a  cu rrency exchange  ne twork tha t  i s ranked  i n  the  top  th ree  by m arke t  cap i ta l ,  uses XRP tokens as i ts na t i ve  cu rrency.  Un l i ke  som e o the r cryp to -
asse ts,  XRP tokens a re  crea ted  by Ri pp l e ,  no t  m i ned .  Ou t  o f  the  100  b i l l i on  XRP tokens crea ted  a t  the  p ro toco l ’s estab l i shm ent,  a  l i t t l e  ove r 8  b i l l i on
a re  he l d  by Ri pp l e ,  sl i gh t l y ove r 39  b i l l i on  a re  d i st ri bu ted ,  and  cl ose  to  53  b i l l i on  a re  he l d  i n  escrow. I t  i s i m portan t  to  no te  tha t  the  "d i st ri bu ted"  XRP
token  f i gu re  i ncl udes the  20  b i l l i on  re ta i ned  by the  crea to rs a t  the  p ro j ect ’s i ncep t i on ,  as we l l  as pend i ng  busi ness deve l opm ent ag reem ents.  Ri pp l e ’s
p ro toco l  doesn ’t  a l l ow fo r any add i t i ona l  XRP tokens to  be  crea ted .

T h i s cen tra l i za t i on  o f  tokens i s one  o f  the  b i ggest  cri t i ci sm s aga i nst  Ri pp l e  f rom  the  cryp to -com m un i ty.  T he  sta tem en t o f  cl a i m  f rom  Co ffey asse rts tha t
" the  XRP Ledger re l i es on  t rusted  nodes opera ted  by Ri pp l e  Labs to  ve ri fy the  l eg i t i m acy o f  t ransact i ons and  m a i n ta i n  ag reem ent on  the  ne twork"  and
tha t  " the  t rusted  nodes a re  e i the r se l ected  o r con tro l l ed  by Ri pp l e  Labs i tse l f " .  One  o f  the  m ost  a t t ract i ve  fea tu res o f  B l ockcha i n  and  cryp to -asse ts fo r
m any use rs and  i nvesto rs i s the  fact  tha t  they a re  decen tra l i zed ,  wh i ch  m i n i m i zes the  ri sk o f  da ta  m an i pu l a t i on  and  p rom otes openness i n  t ransact i ons.
Ri sks associ a ted  wi th  th i rd  pa rty i n te rm ed i a ri es a re  st i l l  p resen t  i n  Ri pp l e  and  i ts paym ent p ro toco l .

Desp i te  o the r a l l ega t i ons aga i nst  Ri pp l e  by Co ffey (i ncl ud i ng  a  never-end i ng  ICO, co rrup t i on  and  a t tem pted  b ri be ry o f  popu l a r cryp tocu rrency
exchanges),  the  quest i on  a t  the  heart  o f  the  cl a i m  i s whe the r the  XRP token  shou l d  be  cl assi f i ed  as a  securi ty.  Due  to  the  d i ffe ri ng  characte ri st i cs o f
cryp to -asse ts,  i t  i s ha rd  to  cl assi fy the  en t i re  cl ass o f  asse ts as a  cu rrency,  a  securi ty o r o the r t rad i t i ona l  f i nanci a l  i nstrum en ts.  One  end  o f  the  spectrum
has cryp tocu rrenci es l i ke  B i tco i n ,  wh i ch  a re  used  m a i n l y to  sto re  and  t ransfe r va l ue  ove r a  decen tra l i zed  peer-to -peer ne twork wi thou t  a  need  fo r an
i n te rm ed i a ry,  such  as a  bank.  On  the  o the r end  o f  the  spectrum , B l ockcha i n  tokens so l d  th rough  the  DAO, a  d i g i ta l  decen tra l i zed  au tonom ous
organ i za t i on ,  funct i oned  ve ry d i ffe ren t l y.  T he  DAO was essen t i a l l y a  crowd funded  and  i nvesto r d i rected  ven tu re  cap i ta l  fund ,  where  token  ho l de rs m ade
co l l ect i ve  deci si ons on  i nvestm en ts and  wou l d  share  i n  the  upsi de  o f  DAO funded  en te rp ri ses.  T he  DAO token  sa l es were  a l l  cl assi f i ed  as securi t i es by
the  U.S.  Securi t i es and  Exchange  Com m i ssi on  ("SEC" ) as ea rl y as Ju l y 2017 .  In  the  Securi t i es En fo rcem ent Fo rum  West 2018,  the  pane l  cove ri ng
cryp tocu rrenci es and  ICOs ag reed  tha t  as l ong  as the  SEC and  o the r regu l a to rs con t i nue  to  t rea t  token  i ssuances as securi t i es o ffe ri ngs,  the  num ber o f
i nvesto r cl ass act i ons i nevi tab l y wi l l  i ncrease .  M any cryp to -asse ts (especi a l l y tokens) d i sp l ay characte ri st i cs o f  bo th  cl assi c cu rrenci es and  securi t i es,
wh i ch  i s why som e j u ri sd i ct i ons,  i ncl ud i ng  Canad i an  ones,  use  a  case-by-case  ana l ysi s to  de te rm i ne  the  cl assi f i ca t i on  o f  these  d i g i ta l  asse ts.  However,
th i s can  cause  con fusi on  and  uncerta i n ty i n  the  m arke tp l ace  am ongst  bo th  ICO i ssuers and  i nvesto rs.

T he  Howey Test

Wh i l e  the  techno l ogy beh i nd  cryp to -asse ts i s a  new one ,  the  quest i on  o f  whe the r an  i nstrum en t const i tu tes a  securi ty i s no t .  In  the  Un i ted  Sta tes,
sect i on  2 (a )(1 ) o f  the  Securi t i es Act  o f  1933 i ncl udes an  " i nvestm en t con tract"  as the  de f i n i t i on  o f  a  securi ty.  T he  l ead i ng  case  f rom  the  U.S.  Suprem e
Court  i s Securi t i es and  Exchange  Commi ssi on  v W J How ey Co (1946),  wh i ch  i n t roduced  the  test  to  de te rm i ne  whe the r an  i nstrum en t can  be  cl assi f i ed
as an  " i nvestm en t con tract" .  T he  test ,  known as the  Howey Test ,  sta tes tha t  “a  con tract ,  t ransact i on  o r schem e whereby a  pe rson  i nvests h i s m oney i n  a
com m on en te rp ri se  and  i s l ed  to  expect  p ro f i ts so l e l y f rom  the  e ffo rts o f  the  p rom ote r o r a  th i rd  pa rty,  i t  be i ng  i m m ate ri a l  whe the r the  shares i n  the
en te rp ri se  a re  evi denced  by fo rm a l  ce rt i f i ca tes o r by nom i na l  i n te rests i n  the  physi ca l  asse ts em p l oyed  i n  the  en te rp ri se ” wi l l  be  deem ed to  be  an
i nvestm en t con tract  and  the re fo re  a  securi ty.

T he  com p l a i n t  by Co ffey i s p rem i sed  on  the  a rgum ent tha t  the  Howey Test  i s m e t because  " the  success o f  the  XRP Ledger,  and  the  p ro f i ts the  Cl ass
reasonab l y expected  to  de ri ve  f rom  i nvest i ng  i n  XRP a re  dependen t  so l e l y on  the  techn i ca l ,  en trep reneuri a l ,  and  m anageri a l  e ffo rts o f  De fendan ts and
the i r agen ts and  em p l oyees"  and  tha t  the  XRP schem e i s bu i l t  upon  "st ructu red  ag reem ents so  tha t  the i r pa rtne rs’ com pensa t i on  i s t i ed  to  appreci a t i on
o f  XRP — j ust  as com pan i es o f ten  do  wi th  sha res to  ensure  tha t  the i r i n te rests a re  a l i gned" .  Accord i ng  to  the  Howey Test ,  whe the r XRP const i tu tes a
securi ty i s based  on  whe the r the  p ro f i ts a ri se  so l e l y f rom  the  e ffo rts o f  the  p rom ote r o r a  th i rd  pa rty.  However,  the  SEC report  on  the  cl assi f i ca t i on  o f
DAO tokens as securi t i es took a  l ess st ri ngen t  rou te  and  found  i t  was the  "unden i ab l y si gn i f i can t"  e ffo rts o f  the  DAO Cura to rs tha t  was essen t i a l  to  the
success and  p ro f i tab i l i ty o f  these  i nvestm en ts and ,  as such ,  these  tokens shou l d  be  cl assi f i ed  as securi t i es.

T he  case  aga i nst  Ri pp l e  i s no t  the  on l y cl a i m  tha t  exam i nes th i s i ssue .  Othe r cases f i l ed  aga i nst  ICO i ssuers i n  the  U.S.  i ncl ude :

In  re  Tezos Securi t i es L i t i ga t i on ,  Nos.  17 -cv-06779 ,17 -cv-06829 ,  17 -cv-07095  — cl a i m i ng  un reg i ste red  sa l e  o f  Tezos tokens

Rense l  v.  Cen tra  Tech  Inc. ,  No .  17 -cv-24500— cl a i m i ng  Cen tra ’s ICO const i tu ted  an  un reg i ste red  o ffe ri ng  and  sa l e  o f  secu ri t i es

Hodges v.  Monkey Cap i ta l ,  LLC, No .  17 -cv-81370— cl a i m i ng  f raudu l en t l y i ssu i ng  securi t i es ahead  o f  the  ICO

Ba l estra  v.  ATBCOIN, LLC, No .  17 -10001— cl a i m i ng  AT BCo i n  i ssued  un reg i ste red  securi t i es

Sto rmsmed i a ,  LLC v.  Gi ga  Watt ,  Inc. ,  No .  17 -cv-00438— cl a i m i ng  vi o l a t i on  o f  the  Securi t i es Act by i ssu i ng  un reg i ste red  securi t i es

Moss v.  Gi ga  Watt ,  Inc. ,  No .  18 -cv-00100— cl a i m i ng  vi o l a t i on  o f  the  Securi t i es Act by i ssu i ng  un reg i ste red  securi t i es

Implicat ions for Canada

T he  deci si ons i n  these  l awsu i ts wi l l  i m pact  the  Canad i an  cryp to -m arke t .  Wh i l e  no t  b i nd i ng ,  Canad i an  courts and  regu l a to rs o f ten  l ook to  the i r Am eri can
coun te rpa rts i n  o rde r to  have  a  cohesi ve  m arke t .  T he  te rm  " i nvestm en t con tract"  i s a l so  used  i n  the  de f i n i t i on  o f  a  securi ty i n  Canada  and ,  l i ke  the  U.S. ,
the  te rm  i s unde f i ned  i n  m ost  p rovi nces (M an i toba  and  Québec have  a  de f i n i t i on  fo r i nvestm en t con tracts i n  the i r respect i ve  securi t i es acts).

In  Canada ,  the  two  m a i n  tests to  de te rm i ne  a  securi ty’s exi stence  a re  adap ted  and  m od i f i ed  f rom  the i r U.S.  coun te rpa rts.  T he  f i rst  test  i n  Canada  i s
de ri ved  f rom  the  Howey Test  and  requ i res a  com m on en te rp ri se  i n  wh i ch  the  expecta t i on  o f  p ro f i ts f l ow f rom  the  "unden i ab l y si gn i f i can t"  e ffo rts o f
pe rsons o the r than  the  i nvesto r.  T he  second  test  i s an  adap ta t i on  o f  the  ri sk cap i ta l  test  f rom  Haw a i i  v Haw a i i  Marke t  Cen te r (1971).  T h i s test  l ooks a t
the  ri sks o f  an  en te rp ri se  ove r wh i ch  the  o ffe ree  exe rci ses no  con tro l  and  whe the r the  i nvestm en t i s i nduced  by rep resen ta t i ons o f  p ro f i ts by the  o ffe ro r.

ttp://www.osc.gov.on.ca/en/SecuritiesLaw_csa_20180611_46-308_securities-law-implications-for-offerings-of-tokens.ht


However,  wh i l e  these  tests can  be  used  to  f i nd  the  exi stence  o f  a  securi ty,  the  Suprem e Court  o f  Canada  has taken  a  b roader approach  and  found  tha t
an  i nstrum en t can  const i tu te  a  securi ty even  i f  the  two  tests a re  i ne ffect i ve .  Gi ven  the  b road  de f i n i t i on  o f  a  securi ty i n  Canada ,  i f  XRP tokens a re  found
to  be  a  securi ty i n  the  U.S. ,  i t  i s l i ke l y tha t  they wi l l  be  cl assi f i ed  as a  securi ty i n  Canada  as we l l .

Even  i f  XRP tokens a re  cl assi f i ed  as a  securi ty by the  Un i ted  Sta tes federa l  cou rt  o r the  SEC, th i s deci si on  m ay no t  be  concl usi ve  on  how to  cl assi fy
o the r cryp to -asse ts.  T he  d i ffe rences be tween  XRP tokens and  o the r cryp to -asse ts,  i ncl ud i ng  decen tra l i za t i on  and  the  busi ness p ract i ces o f  Ri pp l e ,  a re
si gn i f i can t  ones.  Othe r asse ts wou l d  have  to  be  eva l ua ted  on  the i r own  m eri ts.  As such ,  wh i l e  a  deci si on  i n  the  case  aga i nst  Ri pp l e  wi l l  be  i m portan t  fo r
the  cryp to -com m un i ty,  each  token  needs to  be  consi de red  i n  l i gh t  o f  i ts own  ci rcum stances.  Even  wi th  the  recen t l y p rovi ded  gu i dance  f rom  the
securi t i es regu l a to ry bod i es,  an  i n f l ux o f  l awsu i ts aga i nst  cryp to -com pan i es can  be  expected  i n  o rde r to  p rovi de  a  g rea te r l eve l  o f  ce rta i n ty.
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