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ARTICLE

SEC Order and Chairman’s Statement Provide Further Guidance for Token Offerings
SEC’s cease  and  desi st  o rde r aga i nst  M unchee  Inc.  was i ssued  a l ongsi de  a  sta tem en t by SEC cha i rm an  on  cryp tocu rrency and  ICO m arke ts.

Fo l l owi ng  i ts i nvest i ga t i ve  report  i n  the  DAO case ,  the  U.S.  Securi t i es and  Exchange  Com m i ssi on  (“SEC”) has now p rovi ded  fu rthe r gu i dance  on  when  a
token  const i tu tes a  securi ty — th i s t i m e ,  as a  pa rt  o f  a  cease  and  desi st  o rde r (the  “Order”) aga i nst  M unchee ,  Inc. ’s (“M unchee”) i n i t i a l  co i n  o ffe ri ng .  T he
Order p rovi des substan t i ve  gu i dance  on  the  app l i ca t i on  o f  U.S.  securi t i es l aws to  the  p rocess o f  o ffe ri ng  tokens th rough  wh i ch  a  g rowi ng  num ber o f
en trep reneurs seek to  ra i se  cap i ta l  to  fund  the  deve l opm ent o f  new busi nesses.  T he  SEC cha i rm an , Jay Cl ayton ,  concurren t l y i ssued  a  pub l i c sta tem en t
expressi ng  h i s genera l  vi ews on  the  cryp tocu rrency and  ICO m arke ts.

SEC Order

Facts

In  i ssu i ng  the  Order,  the  SEC se t  fo rth  the  re l evan t  facts,  wh i ch  i ncl uded  the  fo l l owi ng :

1.  M unchee  i s a  Ca l i fo rn i a -based  busi ness tha t  crea ted  an  i Phone  app l i ca t i on  (“M unchee  App”) fo r peop l e  to  revi ew restau ran t  m ea l s.

2.  M unchee  o ffe red  and  then  so l d  d i g i ta l  tokens (“M UN” o r “M UN token”) i ssued  on  the  Ethe reum  b l ockcha i n  i n  o rde r to  ra i se  approxi m a te l y $15
m i l l i on  i n  cap i ta l  so  tha t  i t  cou l d  i m prove  the  M unchee  App  and  recru i t  use rs to  even tua l l y buy advert i sem ents,  wri te  revi ews,  se l l  food  and
conduct  o the r t ransact i ons usi ng  M UN tokens.

3.  In  connect i on  wi th  the  o ffe ri ng ,  M unchee  descri bed  how M UN tokens wou l d  i ncrease  i n  va l ue  as a  resu l t  o f  M unchee ’s e ffo rts and  sta ted  tha t  M UN
tokens wou l d  be  t raded  on  secondary m arke ts i ncl ud i ng  one  i n  the  U.S.

4.  M unchee  pub l i shed  i ts Wh i te  Paper (“M UN Wh i te  Paper”) tha t  descri bed  M UN tokens,  the  o ffe ri ng  p rocess,  how M unchee  wou l d  use  the  o ffe ri ng
p roceeds to  deve l op  i ts busi ness,  the  way i n  wh i ch  M UN tokens wou l d  i ncrease  i n  va l ue ,  and  the  ab i l i ty fo r M UN token  ho l de rs to  t rade  M UN tokens
on  secondary m arke ts.

5.  In  the  M UN Wh i te  Paper,  on  the  M unchee  Websi te  and  e l sewhere ,  M unchee  and  i ts agen ts fu rthe r em phasi zed  tha t  M unchee  wou l d  run  i ts busi ness
i n  ways tha t  wou l d  cause  M UN tokens to  ri se  i n  va l ue  and  em phasi zed  to  pu rchasers how they cou l d  bene f i t  f rom  those  e ffo rts.

6.  M unchee  a l so  sta ted  tha t  i t  wou l d  work to  ensure  tha t  the  M UN token  wou l d  be  t raded  on  secondary m arke ts wh i ch  wou l d  i ncl ude  a t  l east  one  U.S.
exchange  wi th i n  30  days o f  the  o ffe ri ng .

SEC Ana l ysi s

In  the  Order,  the  SEC app l i ed  the  tests f rom  the  U.S.  Suprem e Court  case ,  SEC v.  W.J.  How ey Co . (“How ey”) to  de te rm i ne  when  an  i nstrum en t
const i tu tes an  “i nvestm en t con tract” under U.S.  securi t i es l aws.  T he  SEC found  tha t  pu rchasers o f  the  M UN tokens wou l d  have  reasonab l y vi ewed  the
o ffe ri ng  as an  opportun i ty to  p ro f i t  based  on  the  M UN Wh i te  Paper as we l l  as com m ents m ade  by M unchee  on  Facebook and  o the r soci a l  m ed i a  on  the
expected  appreci a t i on  o f  the  M UN tokens.  I t  a l so  found  tha t  pu rchasers had  a  reasonab l e  expecta t i on  o f  ob ta i n i ng  a  fu tu re  p ro f i t  f rom  buyi ng  M UN
tokens i f  M unchee  was successfu l  i n  deve l op i ng  i ts busi ness.  T he  SEC he l d  tha t  pu rchasers wou l d  reasonab l y be l i eve  tha t  they cou l d  p ro f i t  by ho l d i ng
or t rad i ng  M UN tokens,  regard l ess o f  whe the r they eve r used  the  M unchee  App  o r o the rwi se  pa rt i ci pa ted  i n  the  M UN “ecosystem ”.

T he  SEC a l so  no ted  tha t  the  m arke t i ng  o f  the  M UN tokens d i d  no t  use  the  M unchee  App  o r o the rwi se  speci f i ca l l y ta rge t  cu rren t  use rs o f  the  M unchee
App  to  p rom ote  how purchasi ng  M UN tokens m i gh t  a l l ow them  to  qua l i fy fo r h i gher t i e rs and  b i gger paym ents on  fu tu re  revi ews.  Nor d i d  M unchee
advert i se  the  o ffe ri ng  o f  M UN tokens i n  restau ran t  i ndustry m ed i a  to  reach  restau ran t  owners and  p rom ote  how M UN tokens m i gh t  l e t  them  advert i se  i n
the  fu tu re .  In  app l yi ng  the  test  i n  How ey ,  the  SEC observed  tha t  the  ta rge ted  pu rchasers were  peop l e  wi th  an  i n te rest  i n  tokens o r o the r d i g i ta l  asse ts
tha t  had  recen t l y crea ted  p ro f i ts fo r ea rl y i nvesto rs i n  i n i t i a l  co i n  o ffe ri ngs (“ICOs”).  T hese  pu rchasers were  accessi b l e  th rough  fo rum s a i m ed  a t  peop l e
i n te rested  i n  i nvest i ng  i n  B i tco i n ,  i ncl ud i ng  B i tco i nTa l k.o rg ,  a  m essage  board  fo r i nvest i ng  i n  d i g i ta l  asse ts.

Re fe renci ng  the  experi ence  o f  M unchee ’s founders,  who  had  worked  a t  p rom i nen t  techno l ogy com pan i es,  and  the i r ski l l s runn i ng  busi nesses and
crea t i ng  so f tware ,  the  SEC found  cl ea r evi dence  tha t  M UN token  pu rchasers wou l d  have  had  the  reasonab l e  expecta t i on  tha t  M unchee  and  i ts agen ts
wou l d  expend  si gn i f i can t  e ffo rts to  deve l op  an  app l i ca t i on  and  “ecosystem ” tha t  wou l d  i ncrease  the  va l ue  o f  the i r M UN tokens.  T he  M UN tokens wou l d
a l so  pass the  test  f rom  How ey  requ i ri ng  “pu rchasers to  bene f i t  f rom  the  e ffo rts o f  o the rs” because  the  sta ted  goa l  i n  the  M UN Wh i te  Paper was tha t  the
va l ue  o f  M UN tokens wou l d  depend  on  M unchee ’s ab i l i ty to  deve l op  the  M unchee  App  and  crea te  a  va l uab l e  “ecosystem ” tha t  wou l d  i nsp i re  g rea te r use
o f  the  M UN tokens.  In  e ffect ,  the  “reasonab l e  expecta t i on  o f  p ro f i t ” test  had  been  m et because  the  p roceeds o f  the  M UN token  o ffe ri ng  were  i n tended  to
be  used  by M unchee  to  bu i l d  the  “ecosystem ” wh i ch  wou l d  crea te  dem and  fo r M UN tokens and  m ake  M UN tokens m ore  va l uab l e .

M unchee  wou l d  undertake  changes to  the  M UN token  so  tha t  peop l e  cou l d  buy and  se l l  se rvi ces usi ng  M UN tokens and  the  M UN token  cou l d  be  used  to
recru i t  restau ran ts wi l l i ng  to  se l l  m ea l s fo r M UN tokens.  Investo rs the re fo re  reasonab l y expected  tha t  they wou l d  p ro f i t  f rom  the  resu l t i ng  i ncrease  i n
va l ue .  T h i s fea tu re ,  coup l ed  wi th  the  p rom i se  o f  a  secondary t rad i ng  m arke t  fo r the  M UN tokens short l y a f te r the  o ffe ri ng ,  l ed  the  SEC to  concl ude  tha t
i nvesto rs’ p ro f i ts were  to  be  de ri ved  f rom  the  si gn i f i can t  en trep reneuri a l  and  m anageri a l  e ffo rts o f  o the rs — speci f i ca l l y,  M unchee  and  i ts agen ts.

In  the  f i na l  ana l ysi s,  the  SEC observed  tha t  M unchee  had  o ffe red  and  so l d  securi t i es to  the  genera l  pub l i c wi thou t  f i l i ng  a  reg i st ra t i on  sta tem en t under
U.S.  securi t i es l aws o r the  ava i l ab i l i ty o f  an  exem pt i on  f rom  reg i st ra t i on  requ i rem en ts.  Desp i te  the  vi o l a t i on  o f  U.S.  secu ri t i es l aws,  the  SEC deci ded
no t  to  i m pose  a  ci vi l  pena l ty i n  l i gh t  o f  M unchee  havi ng  ceased  to  o ffe r i ts tokens short l y a f te r be i ng  con tacted  by the  SEC and  m aki ng  rest i tu t i on  by
re tu rn i ng  to  pu rchasers the  p roceeds tha t  i t  had  rece i ved .

De te rm i na t i ve  Test

T he  fo l l owi ng  m ate ri a l  consi de ra t i ons f rom  the  Order p rovi de  use fu l  gu i dance  to  de te rm i ne  whe the r a  token  const i tu tes a  securi ty under U.S.  securi t i es
l aws:

Is the  token  a  “p re -funct i ona l  u t i l i ty token”,  a  te rm  tha t  has been  used  by som e com m enta to rs to  descri be  a  token  o ffe red  a t  a  t i m e  when  fu rthe r work
by the  i ssuer o f  the  token  i s requ i red  i n  o rde r to  deve l op  the  “system ” wi th i n  wh i ch  pa rt i ci pan ts i n  the  ne twork (i n  M unchee ,  the  restau ran ts,  food
cri t i cs and  revi ewers,  restau ran t  custom ers and  o the rs) a re  expected  to  exchange  the  token  fo r goods and  se rvi ces?
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Are  the  fu tu re  e ffo rts o f  the  i ssuer o f  the  token  and  any p rom i se  to  estab l i sh  a  t rad i ng  system  fo r the  token  expected  to  resu l t  i n  the  i ncrease  i n
va l ue  o f  the  token?

Is the  token  o ffe ri ng  ta rge t i ng  i nvesto rs i n  tokens and  cryp tocu rrenci es as opposed  to  use rs o r pa rt i ci pan ts i n  the  system ?

If  the  answers a re  yes,  then  the  token  a t  hand  m ay we l l  const i tu te  a  “securi ty” token ,  wh i ch  i f  o ffe red  fo r sa l e  wou l d  requ i re  com p l i ance  wi th  reg i st ra t i on
requ i rem en ts under U.S.  securi t i es l aws.

Public Statement by SEC Chairman

On the  sam e day tha t  the  SEC i ssued  the  Order,  SEC Cha i rm an  Jay Cl ayton  i ssued  a  sta tem en t regard i ng  the  cryp tocu rrency and  ICO m arke ts
("Sta tem en t" ).  A f te r observi ng  tha t  the  cryp tocu rrency and  ICO m arke ts have  g rown  rap i d l y and  tha t  ICOs can  be  e ffect i ve  ways fo r en trep reneurs to  ra i se
fund i ng  fo r i nnova t i ve  p ro j ects,  the  Sta tem en t exp resses concern  ove r the  reduced  i nvesto r p ro tect i on  i n  these  m arke ts com pared  to  t rad i t i ona l
securi t i es m arke ts.  Som e i m portan t  takeaways f rom  the  Sta tem ent i ncl ude  the  fo l l owi ng :

Form  over substance . Rep l aci ng  a  t rad i t i ona l  co rpo ra te  i n te rest  such  as a  share  i n  a  cen tra l  l edger wi th  an  en te rp ri se  i n te rest  reco rded  th rough  a
b l ockcha i n  en try on  a  d i st ri bu ted  l edger m ay change  the  fo rm  o f  the  t ransact i on  bu t  i t  does no t  change  i ts substance .

Ut i l i ty.  S i m p l y st ructu ri ng  a  token  to  have  som e “u t i l i ty” does no t  p reven t  a  f i nd i ng  tha t  the  token  const i tu tes a  securi ty.

Expecta t i on  o f  Pro f i ts.  Offe ri ngs tha t  i nvo l ve  m arke t i ng  e ffo rts em phasi zi ng  the  po ten t i a l  fo r p ro f i ts based  on  the  en trep reneuri a l  o r m anageri a l
e ffo rts o f  o the rs wi l l  l i ke l y a t t ract  the  token  i n  the  rea l m  o f  a  securi ty.

Are  cryp tocu rrenci es securi t i es?  T he  answer to  th i s quest i on  depends on  the  characte r and  use  o f  the  speci f i c d i g i ta l  asse t .  T he  Sta tem ent
ana l og i zes recen t  token  sa l es to ,  and  d i st i ngu i shed  be tween ,  tokens tha t  rep resen t  pa rt i ci pa t i on  i n te rests i n  a  book-o f-the -m on th  cl ub  ve rsus a  ye t-
to -be -bu i l t  pub l i sh i ng  house :  the  book o f  the  m on th  cl ub  token  sa l e  m i gh t  no t  i m p l i ca te  securi t i es l aws bu t  wou l d  be  an  e ff i ci en t  way fo r the  cl ub ’s
opera to rs to  pu rchase  m ore  books and  pay fo r d i st ri bu t i ng  them  to  the  m em bers,  whereas the  pub l i sh i ng  house  had  ye t  to  secure  au tho rs,  books o r
d i st ri bu t i on  ne tworks.  T he  token  i n  the  fo rm er fact  scenari o  m ay no t  const i tu te  a  securi ty wh i l e  the  l a t te r token  l i ke l y wou l d .

Comment

We an t i ci pa te  tha t  bo th  the  Order and  the  Sta tem en t m ay cause  Canad i an  securi t i es regu l a to rs to  p rovi de  add i t i ona l  gu i dance  on  wha t  fo rm s o f
d i st ri bu ted  l edger o r b l ockcha i n -enab l ed  tokens wi l l  const i tu te  a  securi ty under Canad i an  securi t i es l aws,  con t i nu i ng  a  pe ri od  o f  enhanced  regu l a to ry
scru t i ny o f  cryp to -asse ts i n  Canada .

T he  Order and  the  Sta tem ent a l so  h i gh l i gh t  the  ongo i ng  st rugg l e  faced  by regu l a to rs as they seek to  faci l i ta te  i nnova t i ve  ways to  ra i se  cap i ta l  and
prom ote  g rowth ,  wh i l e  a l so  ensuri ng  i nvesto rs and  m arke ts a re  p ro tected .

We encourage  those  i nvo l ved  i n  the  b l ockcha i n  com m un i ty and  o the r m arke t  pa rt i ci pan ts to  be  m i nd fu l  o f  app l i cab l e  securi t i es l aws and  to  con tact  us
wi th  any quest i ons.

The  au tho r w i shes to  acknow l edge  and  thank Charl es Ma l one ,  Pract i ce  Support  Law yer i n  BLG's Securi t i es and  Cap i ta l  Marke ts Group,  fo r h i s revi ew
and  ed i t i ng  o f  th i s bu l l e t i n .

 P l ease  see  ou r recen t  bu l l e t i n :  To  Be  o r No t  To  Be  (a  Securi ty):  Regu l a to ry Oversi gh t  o f  Cryp to -Asse ts (August  1 ,  2017)

 P l ease  see  ou r recen t  bu l l e t i n :  CSA Increases Regu l a to ry Cl a ri ty i n  the  Cryp t i c Worl d  o f  Di g i ta l  Currenci es (August  28 ,  2017)
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