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FROM INACTIVITY TO FULL
ENFORCEMENT: THE IMPLEMENTATION
OF THE “DO NO HARM” APPROACH IN
INITTIAL COIN OFFERINGS

Marco Dell ’Erba”

This Article analyzes the way the Securities and Exchange Commission
(“SEC”) has enforced securities laws with regard to Initial Coin
Offerings (“ICOs”). In a speech held in 2016, the U.S. Commodities
Futures Trading Commission (“CFTC”) Chairman Christopher
Giancarlo emphasized the similarities between the advent of the
blockchain technology and the Internet era. He offered the “do no
harm” approach as the best way to regulate blockchain technology.
The Clinton administration implemented the “do no harm” approach
at the beginning of the Internet Era in the 1990s when regulators
sought to support technological innovations without stifling them with
burdensome rules.

This Article suggests that the SEC adopted a “do no harm
approach” and successfully pursued two of its fundamental
institutional goals when enforcing securities laws in the context of
ICOs: investor protection and preservation of capital formation. After
providing a brief description of the basics of ICOs and the way they
have evolved in the last two years, this Article examines the transition
into a new phase of full enforcement action implemented by the SEC.
This shift from inactivity to enforcement was gradual, characterized by
clearly identifiable steps. Data on ICOs demonstrates that this
rigorous enforcement of securities laws has not damaged the industry
in the United States and may suggest that entrepreneurs have adapted
to this enforcement approach. By contrast, a lack of enforcement
would have probably increased uncertainty to the detriment of
investors and entrepreneurs and put the UNITED STATES at a
disadvantage in the international arena. Furthermore, this paper
emphasizes the importance of pursuing specific goals in the short-to-
medium term, particularly in order to make securities regulation
uniform and avoid differences at the state and federal levels, as well as
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Law, Fellow, NYU School of Law’s Institute for Corporate Governance and Finance. I am
grateful to Professors Jennifer Arlen, Geoffrey P. Miller, Edward B. Rock, Jr., Drew Hinkes,
Troy A. Paredes, and Alan N. Rechtschaffen for their support. Finally, I want to thank Robert
Dilworth (Bank of America Merrill Lynch) for our long conversations and suggestions.
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to encourage industry authorities such as Self-Regulatory
Organizations (SROs) to develop high standards for self-regulation.
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INTRODUCTION

In recent decades, significant technological innovations, though wel-
comed by the financial sector, have posed new challenges for regulators.
Many envision blockchain, a recent example of technological innovation, as
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reshaping financial markets and commercial practices. The technology uti-
lizes a distributed database to hold a secure and immutable record of past
transactions. This technology has the potential for a broad range of uses. In
the context of entrepreneurial finance, Initial Coin Offerings (“ICOs”) have
emerged as a disruptive trend in capital formation, with a view to further
disintermediating the traditional banking system as well as private funds, in
particular venture capital.'

Technological (infrastructural) innovations, such as blockchain, may be
distinguished from traditional financial innovation. Financial innovation is a
systematic and constant trend in finance: although it varies in its intensity,
financial innovation has always existed. An example of financial innovation
as a constant element in all eras is the development of the so-called Com-
menda in the Middle Ages, the antecedent of modern investment trusts and
private funds, created with the purpose of diversifying risk.’

As opposed to systematic financial innovation, the implementation of
totally new technologies and infrastructures happens at a more recognizable
and specific time “Zero.” The Internet is a clear example of infrastructural
technology. The so-called Internet era started exactly twenty-five years ago
as a mass phenomenon, when the European Center for Nuclear Research
(“CERN”) made the most famous software associated with it (the “world
wide web”) free, renouncing any rights to the software protocols created by
its researcher Tim-Berners Lee. The creation and the mass adoption of the
Internet represented a disruptive event and clearly displayed significant con-
sequences in terms of the interconnection and rapidity of the financial mar-
kets, coupled with significant economies of scale.

Similar to the Internet revolution, Distributed Ledger Technology
(“DLT,” commonly known as blockchain technology) attempts to reshape
financial markets, enhancing the construction of a markedly disintermediat-
ed model, where the technology theoretically eliminates the need of estab-
lished institutions operating as central validators. Blockchain is part of a
broader trend in the financial sector: the rise of Fintech.” A common trait of

1. See generally Marco Dell’Erba, Initial Coin Offerings: The First Response of Regu-
latory Authorities, 14 N.Y.U. J.L. & BUS. 1109 (2018).

2. The Commenda was an act on behalf of, but not in the name of, another. The com-
mendator conferred to a tractator, generally a merchant, an amount that had to be employed
for a certain time to pursue a performance, so that the commendator could have a gain. The
tractator had full managerial powers. For a historical perspective, see Henry Hansmann,
Rainer Kraakman & Richard Squire, Law and the Rise of the Firm, 119 Harv. L. Rev. 1335,
1372-74 (2006); see also Harold J. Berman, Law and Revolution: The Formation of the West-
ern Legal Tradition 352 (1983); Robert Yee, Financial Innovation and Commenda Contracts
in Medieval Europe, VAND. HIST. REV. (Oct. 30, 2016), http://vanderbilthistoricalreview.com/
financial-innovation-and-commenda-contracts.

3. Fintech, a term coined in 1990, refers to any technological application to deliver
financial solutions. See Douglas W. Arner, Janos Barberis & Ross P. Buckley, The Evolution
of Fintech: A New Post-Crisis Paradigm? (Univ. of Hong Kong Faculty of Law, Research
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Fintech companies is that they combine digital technologies with financial
services and consumer finance in innovative ways. The Fintech sector is
highly diverse. Some of them open up new markets in the financial industry;
others offer new solutions for existing products or services offered by
banks, asset managers, or insurance companies. The entities and activities
summarised under the “Fintech” label are as diverse as the regulations to
which they are subject. Indeed, some of the technological innovations from
these providers have created new financial products and services that escape
the current regulatory perimeter (so-called “sector-transcending” innova-
tion).

When referring to technological transformation that leads to epochal
changes, regulators face two problems corresponding to two different and
potentially conflicting goals.

The first problem is of a strictly legal nature: regulators have to consid-
er the applicability of the existing legal framework to the new technology
and the possibility or feasibility of enacting new regulation.* Blockchain, in
particular, helped exaggerate the disparity between the linear rate of regula-
tion and the exponential rate of technological development. This phenome-
non requires a reassessment of the role of legal definitions—how they are
elaborated, structured (i.e., broad versus specific legal categories), and in-
terpreted. This problem is of absolute relevance in the context of initial coin
offerings (“ICOs”). Indeed, SEC Chairman Jay Clayton and CFTC Chair-
man Christopher Giancarlo emphasized this in a joint statement, tackling the
issue from the perspective of the cryptocurrency market:

A key issue before market regulators is whether our historic ap-
proach to the regulation of currency transactions is appropriate for
the cryptocurrency markets. Check-cashing and money-
transmission services that operate in the U.S. are primarily state-
regulated. Many of the internet-based cryptocurrency trading plat-
forms have registered as payment services and are not subject to di-
rect oversight by the SEC or the CFTC. We would support policy

Paper No. 2015/047, 2015); Mark Hochstein, Fintech (the Word, That Is) Evolves, AM.
BANKER (Oct. 5, 2015, 7:12 PM), http://www.americanbanker.com/bankthink/fintech-the-
word-that-is-evolves-1077098-1.html; see also Douglas W. Arner, Janos Barberis & Ross P.
Buckley, FinTech, RegTech and the Reconceptualization of Financial Regulation, 37 NW. J.
INT’L L. & BUS. 371, 406-07 (2017); Chris Brummer, Prologue to Daniel Gorfine, FinTech
Innovation: Building a 21st Century Regulator, IIEL ISSUE BRIEF, Nov. 2017, at 2, 3. Here
the author identifies peculiar characteristics of today’s Fintech when comparing it with its
predecessors.

4. The two different positions on the need for new regulations can be traced in Frank
H. Easterbrook, Cyberspace and the Law of the Horse, 1996 U. CHI. LEGAL F. 207, 208
(1996), and Lawrence Lessig, The Law of the Horse: What Cyberlaw Might Teach, 113
HARv. L. REV. 501, 502 (1999).
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efforts to revisit these frameworks and ensure they are effective and
efficient for the digital era.’

From a broader perspective, a second challenge for regulators is figur-
ing out how to avoid frustrating the potential adoption of the new technolog-
ical innovation when considering the application of existing regulation or
the enactment of a new regulatory framework. Even in this sense, Internet
technology offers a valuable precedent; at the beginning of the Internet era,
the Clinton administration explicitly referred to a “do no harm” approach.
This regulatory approach of not stifling technological innovation with bur-
densome regulation proved to be the best, and it had positive consequences
for the American economy, increasing the amount of investments in the In-
ternet’s infrastructure, and favoring “a rapid expansion in access that sup-
ported swift deployment and mass adoption of Internet-based technolo-
gies.”’

Although the law is necessary to the creation of a healthy environment
where technology could prosper, the two perspectives may be in conflict
and the right balance between the two might be difficult to achieve. Intui-
tively, the best way to promote legal certainty may be the extension of exist-
ing regulation. However, such an extension may frustrate technological in-
novation, especially when technology theoretically leads to the creation of a
new concept contrasting with the existing regulation. Similarly, the alterna-
tive of providing an “ad-hoc” regulation may prove to be burdensome and
contribute to fragmentation of the existing regulatory framework, also af-
fecting the development of the new technology.

Further, the tension between the two perspectives is emphasized by
Giancarlo and Clayton when taking into account the two underlying inter-
ests corresponding to two different (but complementary) missions of securi-
ties agencies like the SEC: investor protection and capital formation. Such
tension emerges in the joint statement by Giancarlo and Clayton.

On that basis, this Article explores the way the SEC shifted from an ini-
tial phase of inactivity to a new phase of full enforcement, highlighting spe-
cific advantages and disadvantages of this strategy. Parts I provides a brief
description of ICOs, what they are, and how they evolved. Part II considers
the problem of technological innovation from the perspective of regulators
and lays out the meaning of a “do no harm approach” in the context of

5. Jay Clayton & J. Christopher Giancarlo, Regulators Are Looking at Cryptocurren-
cy, WALL ST. J. (Jan. 24, 2018, 6:26 PM), https://www.wsj.com/articles/regulators-are-
looking-at-cryptocurrency-1516836363.

6. Christopher Giancarlo, Chairman, Comm. Fut. Trading Comm’n, Written Testimo-
ny Before the Senate Banking Committee 13 (Feb. 6, 2018), https://www.banking.senate.gov/
public/_cache/files/d6c0fOb6-757d-4916-80fd-a43315228060/
A2A6C1DSDDBB7AD33EBE63254D80E9E3 giancarlotestimony-2-6-18b.pdf.
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ICOs. It also considers the enforcement of the SEC towards ICOs. Part 111
analyzes the pros and cons of such enforcement.

1. INITIAL COIN OFFERINGS

A. Main Features and Mechanics

ICOs have emerged as a revolutionary tool for entrepreneurial finance,’
facilitating and accelerating the critical phase of capital formation, bypass-
ing traditional banks and venture capitalists. ICOs respond to the need for
entrepreneurs (especially those engaged in the creation of highly innovative
start-ups) to find new sources of capital to finance their new ventures. In an
economic era characterized by a significant financial crisis, coupled with
more stringent regulation (in particular Basel II and Basel III)°, access to
funding for new ventures became much harder than in the past. This com-
plex situation led to the phenomenon of banking disintermediation,” with
the emergence of the shadow banking system, '’ and a contextual and gradu-
al inclusion of small investors through crowdfunding or peer-to-peer lend-
ing, with the venture capital industry unable to innovate its basic paradigms
for a long time. "

Despite their perceived similarities to Initial Public Offerings (“IPOs”)
and crowdfunding campaigns on platforms such as Kickstarter and Indie-

7. Sabrina Howell, Marina Niessner & David Yermack, Initial Coin Offerings: Fi-
nancing Growth with Cryptocurrency Token Sales 2 (European Corp. Governance Ins., Fi-
nance Working Paper No. 564/2018, 2018).

8. In particular, Basel III has exercised a higher pressure on banks and their Return on
Equity (RoE) by increasing capital requirements and risk weighted assets. See EUR. BANKING
AUTH., OVERVIEW OF THE POTENTIAL IMPLICATIONS OF REGULATORY MEASURES FOR
BANKS’ BUSINESS MODELS 13 (2015), https://www.eba.europa.eu/documents/10180/974844/
Report+-+Overview-+of+thetpotential+implications+of+regulatory+measures+for+business+
models.pdf/fd839715-ce6d-4f48-aa8d-0396ffc146b9.

9. Banking disintermediation typically occurs when corporations obtain funding from
sources other than banks, whether funding is provided from non-bank lenders or by issuing
bonds. For an analysis of the transformations at the level of market structures banking disin-
termediation, see Steven L. Schwarcz, Regulating Shadow Banking, 31 REV. BANKING & FIN.
L. 619, 622-23 (2012); Charles K. Whitehead, The Evolution of Debt Covenants, the Credit
Market, and Corporate Governance, 34 J. CORP. L. 101, 133 (2009).

10. For a definition of shadow banking, see Steven L. Schwarcz, supra note 9 at 620.
On the role of shadow banking in relation to banking disintermediation, see Steven. L.
Schwarcz, Banking and Financial Regulation, in THE OXFORD HANDBOOK OF LAW AND
ECON. 2, 2 (Francesco Parisi ed., 2015).

11. See Dinis Guarda, The Cryptocurrency Economy: ICOs, Blockchain, Financial In-
clusion, BITDEAL (June 16, 2017), https://blog.bitdeal.co/the-cryptocurrency-economy-icos-
blockchain-financial-inclusion-ceb3e7e6b871.
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gogo,” ICOs have distinct features that render this initial comparison mis-
guided. ICOs involve the sale of a stake in a project with the aim to raise
funds"” at an early stage of development. Although ICOs share some simi-
larities with both IPOs and crowdfunding campaigns, they nonetheless dif-
fer from both.

In comparison with IPOs, where companies sell stocks via regulated
exchange platforms, ICOs sell digital coupons, so-called “software presale
tokens,” to early investors via non-regulated exchange platforms. The issu-
ance of tokens occurs through an indelible distributed ledger'* in the form of
an organization’s cryptocurrency' (clones of Bitcoin, ' created on protocols
such as Counterparty, Ethereum, or Openledger). These tokens create the
capital inflow required for project finance,"” and can be purchased online
with fiat currency or another digital currency at a predetermined exchange
rate.”* Tokens do not generally confer ownership rights, as common stocks
available in an IPO would. Instead of the ownership right itself, a token of-
fers a discount on cryptocurrency before it hits the exchanges but after the
ICO is launched (this may be an argument against defining them as “securi-
ties”),"” and a right to vote on future decisions.” Some ICOs provide for dif-
ferent categories of participation (or levels of membership) such as voting
member, founding member, third party service provider member, and asset
gateway member.”'

12. See Josh Finer, How Blockchain Startups Are Driving an Under-the-Radar Fund-
raising Boom, VENTUREBEAT (Nov. 13, 2016, 9:05 AM), https://venturebeat.com/2016/11/
13/how-blockchain-startups-are-driving-an-under-the-radar-fundraising-boom.

13. Maria Fonseca, /ICOs and Blockchain Token Funding, INTELLIGENTHQ (May 5,
2017), https://www.intelligenthq.com/finance/icos-and-blockchain-token-funding.

14. The Market in Initial Coin Offerings Risks Becoming a Bubble, THE ECONOMIST
(Apr. 27, 2017), http://www.economist.com/news/finance-and-economics/21721425-it-may-
also-spawn-valuable-innovations-market-initial-coin-offerings.

15. Brandon Kostinuk, Too Many Crypto Coin Crowd Sales Could Crowd Out True
Innovators, AM. BANKER (June 29, 2016, 12:00 PM), https://www.americanbanker.com/
opinion/too-many-crypto-coin-crowd-sales-could-crowd-out-true-innovators.

16. Paul Vigna, How a Bitcoin Clone Helped a Company Raise $12 Million in 12
Minutes, WALL ST. J. (May 17, 2017, 5:49 PM), https://www.wsj.com/articles/how-a-bitcoin-
clone-helped-a-company-raise-12-million-in-12-minutes-1495018802.

17. Id.

18. Kostinuk, supra note 15.

19. See Richard Kastelein, [nitial Coin Offerings (ICOs) Can Disrupt Both
Traditional VC and Equity Crowdfunding, INTELLIGENTHQ (Mar. 31, 2017),
https://www.intelligenthq.com/finance/initial-coin-offerings-icos-can-disrupt-vc-and-equity-
crowdfunding.

20. Ben Dickson, Can You Trust Crypto-Token Crowdfunding?, TECHCRUNCH (Feb.
12, 2017, 1:00 PM), https://techcrunch.com/2017/02/12/can-you-trust-crypto-token-
crowdfunding.

21. For example, OpenANX, a cryptocurrency exchange, provides for the following
types of investors:



182 Michigan Technology Law Review [Vol. 26:175

Unlike crowdfunding campaigns, ICOs cannot be purely qualified as
donations,” but more generally constitute a financial stake in the company,”
including, as mentioned above, the right to vote on future decisions.™
Therefore, ICOs have a clear speculative purpose, consisting of a trade in
material value developed on platforms and cryptocurrencies, distinguishing
them from campaigns conducted on Kickstarter.

Although ICOs are a rather recent phenomenon, a structural pattern has
emerged.” In the first stage (pre-launch), such initiatives are generally an-
nounced on cryptocurrency forums (such as Bitcoin Talk, Cryptocointalk,
and Reddit). This announcement is followed by an executive summary to
present the project to investors, which solicits specific comments on the pro-
ject. These comments are considered in the subsequent drafting of an offer-
ing memorandum (in the form of a white paper),* which provides more de-
tailed information to help potential investors assess the project, including,
importantly, the key terms, investment strategy, criteria, restrictions, pro-
cesses, and returns.”” Whitepapers are not submitted to any authority, nor
are they required to comply with any minimum disclosure standard provided
by any authority. Thus, these preliminary steps are crucial for building gen-
eral market credibility and investor trust in the soundness of the project. In

Membership provides the holder with access to the openANX platform and may
convey voting privileges and other benefits as outlined below. The memberships
will work through a tiered structure that allow for simple access, voting privileges
or commercial (read: business) solicitation of services on the platform (e.g. escrow,
legal, exchange, credit, asset gateway) with the relative number of tokens required
for redemption varying with the level of benefits.” Clause 5.2 further defines Vot-
ing membership and Founding membership. With regard to the former, it states that
“A voting member shall have the privilege to vote on decisions regarding the
openANX platform. These votes shall be determined via the Foundation’s terms
and shall be communicated to the Membership through the Foundation’s website
(www.openanx.org) and via social media and online channels.” With regard to lat-
ter, it provides that “a founding member shall have all the privileges of a voting
member. In addition, a founding member shall have the right to suggest topics for
upcoming discussions.

HUGH MADDEN ET AL., OPENANX — REAL WORLD APPLICATION OF DECENTRALIZED
EXCHANGES 18, 19 (V2.3.8 2017), https://www.oax.org/whitepapers/openANX_White_
Paper_ENU.pdf.

22. See What is a Token Sale (ICO)?, SMITH + CROWN (June 21, 2016),
https://sci.smithandcrown.com/research/what-is-a-token-sale.

23. Ben Dickson, What Is an Initial Coin Offering (ICO)?, TECHTALKS (Dec. 7, 2016),
https://bdtechtalks.com/2016/12/07/what-is-an-initial-coin-offering-ico.

24. Dickson, supra note 20.

25. In the sense of the identification of four different phases, see Roger Aitken, /nvest-
ment Guide To “Crypto” Coin Offerings Rating Blockchain Startups, FORBES, (Jan. 6, 2017,
11:13  AM),  https://www.forbes.com/sites/rogeraitken/2017/01/06/investment-guide-to-
crypto-coin-offerings-rating-blockchain-startups/#614e694012 1b.

26. 1d.; Fonseca, supra note 13.

27. See Fonseca, supra note 13.
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this sense, the draft of a yellow paper where the technical specificities are
provided is of paramount importance in supporting the project at this early
phase. In this first stage, a preliminary offer is made to selected investors.”
After the signing of the offer, the launch of the ICO is announced and a PR
campaign targeting a broader segment of investors (typically including
small investors) begins.” Next, the ICO is launched and the new venture
sells its own cryptocurrency to be used with its software, even before the
software is written,” though the company may have a proof of concept or an
alpha version before starting the token sale, and sometimes even a beta ver-
sion as in the case of Storj.” The collection of funds in Bitcoin is a common
practice and may be implemented in two ways, either by employing a public
address, allowing the participants to send Bitcoin from an address they con-
trol the private key for, or alternatively assigning to each of them a
unique/individual Bitcoin address after creating an account for each of
them.” A best practice is to make public a multi-signature address (a specif-
ic type of digital signature allowing two or more users to sign a document as
a group) where all the funds are ultimately held.” This round of fundraising
(usually, there is only one) occurs before the startup has launched its pro-
ject. However, the duration of an ICO may vary depending on the success of
the entrepreneurial initiative among the investors: the most successful ICOs
have been concluded in a few minutes.

Lastly, digital tokens are listed on cryptocurrency exchanges for trad-
ing. At present, there are forty exchanges around the world that serve as
secondary markets where cryptocurrencies can be traded for Bitcoins in an
open marketplace.” A cryptocurrency’s pre-ICO price is arbitrarily deter-
mined by the start-up team that structured the ICO,” whereas the post-ICO
price dynamics are determined by the market supply and demand. This is
consistent with the decentralized functioning of blockchain technology,
considering that the network of participants, instead of a central authority or

28. Aitken, supra note 25.

29. Id.

30. Finer, supra note 12.

31. Trond Vidar Bjorey, Blockchain Fundings Are Trendy, But We're Still in the Wild
West Days, VENTUREBEAT (May 14, 2017, 4:54 PM), https://venturebeat.com/2017/05/14/
blockchain-fundings-are-trendy-but-were-still-in-the-wild-west-days.

32. Sid Kalla, A Framework for Valuing Crypto Tokens, COINDESK (Mar. 4, 2017,
1:33 PM), https://www.coindesk.com/framework-valuing-crypto-tokens.

33. Ben Davenport, What is Multi-Sig, and What Can It Do?, COINCENTER (Jan. 1,
2015), https://coincenter.org/entry/what-is-multi-sig-and-what-can-it-do.

34. Tim Lea, Venture Capital 3.0: The Initial Coin Offering Explained, FINANCIAL
REVIEW (May 3, 2017, 11:00 PM), http://www.afr.com/technology/venture-capital-30-the-
initial-coin-offering-explained-20170502-gvxhos.

35. Richard Kastelein, What Initial Coin Offerings Are, and Why VC Firms Care,
HARV. BuS. REV. (Mar. 24, 2017), https://hbr.org/2017/03/what-initial-coin-offerings-are-
and-why-vc-firms-care.
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government, sets the price.” Successful entrepreneurial activities increase
the price of the tokens, granting profitable returns to investors,” but the to-
kens’ price will fall if the start-up fails.

B. The Fragmentation of the Original Model: Recent Trends
(IICOs, Initial Supply Auctions, RICOs, SAFT,
Airdrops, and STOs)

A significant last few months has transformed the ICO market. Not-
withstanding concerns over its credibility and legitimacy,” the issuance in
February 2018 of Petro by the Venezuelan government proved that ICOs
may theoretically be applied not only to entrepreneurial finance but also to
public finance. The (incomplete) ICO of Telegram™ and, even more im-
portantly, the 4 billion-dollar ICO of Block.one® led to a growth in terms of
size of the ICOs, emphasizing their role as a clearer and more direct com-
petitor to IPOs.

From a structural perspective, ICOs continue to evolve in order to opti-
mize this method of fundraising, increasing their efficiency while correcting
the problems that emerge.” Recently, ICOs switched from an “uncapped” to
a “capped sale” model, to then adopting the so-called “reverse Dutch auc-
tion” model (Gnosis ICOO was the first to adopt the “reverse Dutch auc-
tion”).” In an uncapped sale, the quantity of tokens sold to the public is not
predetermined (as was the case with the sale of Ethereum). Criticism di-
rected at uncapped sales” caused a shift towards “capped sales,”* which

36. Id.

37. See The Market in Initial Coin Offerings, supra note 14; see also Charles Dearing,
Rule of Thumb For ICO Investor: Explore Risks Involved, COINTELEGRAPH (June 9, 2017)
https://cointelegraph.com/news/rule-of-thumb-for-ico-investor-explore-risks-involved.
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40. Kate Rooney, 4 Blockchain Start-Up Just Raised 34 Billion Without a Live Prod-
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emerged as the dominant structure between 2016 and 2017. This paragraph
provides an analysis of the different ICO structures emerging from practice.

1. Interactive Initial Coin Offering (“IICO”)

The Interactive Initial Coin Offering (“IICO”) was first proposed by Vi-
talik Buterin, Jason Teutsch, and Christopher Brown" to make token sales
more egalitarian for large and small buyers in an effort to design a more fair
model of ICO* by preventing “the sort of FOMO and gas wars that can re-
sult in whales getting all the tokens and squeezing out investors of humbler
means.”” 1ICOs were qualified as “interactive” because contributors may
opt to enter and exit the crowdsale based on the behaviors of other partici-
pants,” leading to a valuation equilibrium.”

Kleros is an example of a blockchain start-up implementing an IICO.
As Buterin emphasized, “No token crowdsale satisfies that both: (i) a fixed
amount of currency buys at least a fixed fraction of the total tokens, and (ii)
everyone can participate.”’’ IICOs promise to level the playing field be-
tween small and large investors, distinguishing IICOs from capped and un-
capped sales.” Uncapped token sales have extremely high uncertainty in
their valuation,” due to the unknown total available supply. Therefore, it
may be extremely difficult to quantify the value of an individual token in
relation to the total.™* On the other hand, capped token sales make participa-
tion harder due to the risk that token sales may be “oversubscribed, and so
there is a large incentive to getting in first.””

IICOs promise to improve the certainty of participation because a con-
tributor may select a personal cap that is high enough and be sure to partici-

50
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ICO, BITCOIN ISLE (July 30, 2018), https://www.bitcoinisle.com/2018/07/30/building-a-
better-coin-offering-lessons-from-kleros-interactive-ico.

55. Buterin, supra note 43.



186 Michigan Technology Law Review [Vol. 26:175

pate in the IICO. Further, IICOs promise to improve the certainty of valua-
tion: the personal cap gives contributors “the control over the valuation™ at
which the contributor decides to enter the sale.” IICOs are structured in
three steps. Although IICOs aim to reduce the valuation risks, this model
does not entirely eliminate the risk for first contributors entering the
crowdsale, who do this with almost no information available on the success
of the sale. To create a liquid market, [ICOs implement a “bonus structure”
or “inflation ramp” to reduce inertia while encouraging formation of a liquid
market.” The bonus structure creates an incentive for early participants to
buy tokens, who then have the right to opt-out and be refunded without pay-
ing any penalty;” therefore, the earlier a buyer participates, the more pur-
chasing power she gets.” Such bonus structure is equal to 20% for first
stage participants, and follows a linear decrease “down to 10% at the begin-
ning of the withdrawal lock™ by the start of the second phase, and down to
0% by the end of the crowdsale.” The second stage, known as the “partial
withdrawal stage,” grants contributors the right to partially withdraw their
bid.” In the third stage, the “withdrawal lock stage,” contributors cannot
voluntarily withdraw their bids. However, new participants may still join the
IICO under the condition that their cap is aligned with the current valua-
tion.” During this phase, automatic withdrawals are implemented on every
block, and contributors who provided the lowest personal caps are with-
drawn first, and partial and equal withdrawals are made in the case of tied
personal caps.” IICOs conclude with a final valuation, with a split of tokens
between buyers who remained in the sale, in line with their contribution and
their bonus.*
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61. Ast, supra note 48. As the author explains: “Alice, Bob, and Carl all placed their
contributions during the first phase. Their combined contributions result in a project valuation
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2. Initial Supply Auction

The “Initial Supply Auction” constitutes a further experiment to im-
prove the ICO model. In June 2018, the Metronome Project implemented an
ICO based on a falling price auction. The team described this model of ICO
in the following terms:

The Initial Supply Auction utilizes a descending price auction,
where the price starts intentionally high and ticks down incremen-
tally toward its intentionally low price floor as long as the auction
is open. The price is not averaged out. Purchasers will receive their
Metronome almost immediately after purchase, at the price they
purchased. Purchasers should purchase only when they feel the
price of MET to be fair.”

The Initial Supply Auction raised concerns and critiques by users, in
particular related to gas prices, faulty wallets, and auction manipulations.*

3. Simple Agreement for Tokens (“SAFT”)

The so-called Simple Agreement for Tokens (“SAFT”), modeled after
Simple Agreement for Equity (“SAFE”), was one of the first attempts to
improve the mechanism of ICOs. First, the SAFT sought to create an inter-
national formal framework for token sales;” further, it aimed at “sepa-
rat[ing] the pre-functional sale and the underlying consumer token, new fi-
nancing instruments.”* The original proposal, “The SAFT Project: Toward
a Compliant Token Sale Framework,” was based on four steps.” First, de-
velopers publish a whitepaper and incorporate a Delaware corporation, se-
curing commitments exclusively from accredited investors with whom they
enter into a SAFT (benefitting the exemption of Rule 506(c) of Regulation
D of the Securities Act). Second, accredited investors transfer funds to the
corporation, which may benefit from a discount on the final token sale,
which counts as a security. Next, developers have a disclosure duty, filing a
Form D with the SEC disclosing the sale. The corporation is in the position
to develop the network into a product that provides genuine utility to its us-
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ers and can finally launch the network and deliver the tokens to the inves-
tors, who may opt for selling the token to the public, either directly or
through exchanges. However, “The SAFT Project” did not solve the critical-
ities that emerged in traditional ICOs, and in particular was not successful in
reducing the costs deriving from the potential application of the federal se-
curities laws.

4. Airdrops

One of the most debated evolutions is “airdrops,” a scheme representing
a minority of ICOs.” Airdrops consist of the free of charge distribution of
cryptocurrency tokens by cryptocurrency ventures (both startups as well as
established blockchain-based enterprises such as cryptocurrency exchange
platforms and wallet services) to the wallets of users.” Developers may de-
cide to “send a small amount to a population of Ethereum wallets in order to
spread the word” for marketing reasons and to increase the value of their
tokens.” By distributing tokens for free to members of their community to
encourage the token’s adoption and usage, developers hope to increase de-
mand, and thus the value, of the token.” While startups generally opt for
pre-airdrop announcements in order to heighten interest around the project,
established blockchain-based enterprises prefer not to announce them.™
However, tokens cannot be distributed until the end of the token sale,” and
are generally distributed to community members of the ICO project who
were engaged with the development of the community. Their engagement is
measured through specific parameters, including the consistency and quality
of the contribution to topics related to the project, and the duration of the
commgnity membership (with older members having priority over newer
ones).

5. Security Token Offering (“STO”)

The urgent need to prevent additional fraudulent schemes ,which have
already plagued the ICO market, has led to the creation of what may be con-
sidered the next step in the evolution of ICOs: Securities Token Offerings
(“STOs”). STOs address the need to create a safer environment for entre-
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preneurs and investors. Like an ICO, STO tokens can be purchased during
the offering and may be traded, sold, or held.” However, while in the context
of an ICO, coins or tokens (and generally “utility tokens”) may be backed
even by an abstract idea,” but a security token must be backed by something
tangible, including assets, profits, or revenue of the company.”

STOs have been described as safer than ICOs, a sort of “fully regulated
ICO,”* or an “IPO lite.”" In fact, STOs comply with securities regulations
such as Reg D, Reg S, and Reg A+.” Furthermore, tokens released “are in-
tended to be compliant with KYC/AML requirements, and securities laws in
whatever jurisdictions they touch.”* Together with regulatory compliance, a
further source of increased safety of STOs is the issuance process. Overall,
STOs are considered harder to put in place when compared to ICOs.* Com-
panies need to revise their books with regularity, and a Reg A+ offering re-
quires 2 years of audited financials.” In addition, an underwriter as well as
an investment banker are required, due to the risks connected to selling un-
registered securities.” For these reasons, STOs may be safer than ICOs—
with lesser chance of fraud and greater ability to protect investors from so-
called “pump-and-dump” schemes that can occur in ICOs"—since they can
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provide investors with “reassurance from the get-go that they won’t run into
problems down the line.”* Polymath emphasized that security tokens creat-
ed through its protocol (Polymath’s ST-20 standard) can “prevent trade be-
tween excluded persons through the use of robust smart contracts and our
address whitelisting technology.”* Further, it emphasizes that “[w]hen com-
panies release their Security Token Offerings on the Polymath platform, they
will have been guided through the complex legal and technological processes
before issuance.”” In addition, companies such as Polymath and Harbor are
engaged in developing restrictive standards, and only fully compliant ex-
changes such as Templum are operating within this market.”

6. Reversible ICO (“RICO”)

The newest ICO model is the “reversible ICO” (“RICO”). It is also in-
tended to decrease risks for investors in fraudulent ICOs. This ICO model is
based on the possibility for investors “to return their tokens — and be reim-
bursed — at any stage of the project, via a special-purpose smart contract.””
Once investors return their tokens, other investors may re-purchase them.
Although this mechanism may incentivize ICO issuers to fulfill their obliga-
tions,” it may also increase instability. The startup is constantly subject to
potential withdrawal of the funds by investors, therefore it cannot rely on
having a specific amount of money as it plans the next steps of the project.”
With a traditional equity security, if the investor changes his mind, he can
sell it to another buyer (assuring liquidity), but not back to the issuer.

II. THE ROLE OF THE SECURITIES AND EXCHANGE COMMISSION

A. The “Do No Harm” Approach: CFTC vs. SEC

The relationship between entrepreneurship and innovation is not the
“happiest,” as SEC Commissioner Hester M. Pierce noted in a recent
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95 . . . .
speech.” As Commissioner Pierce explained, regulators, entrepreneurs and
society have three different points view:

Regulators get used to dealing with the existing players in an indus-
try, and those players tend to have teams of people dedicated to
dealing with regulators. Entrepreneurs trying to start something
new are often much more focused on that new thing than on how it
fits into a regulator’s dog-eared rulebook. Regulators, for their part,
tend to be skeptical of change because its consequences are difficult
to foresee and figuring out how it fits into existing regulatory
frameworks is difficult. Society, however, often pushes regulators
to accept change. After all, society benefits from entrepreneurs’
imaginative approaches to solving problems and willingness to go
out on a limb with a new idea. Society welcomes innovations that
make our lives easier, more enjoyable, and more productive.”

As Commissioner Pierce correctly notes, the financial industry is an ex-
ception, with entrepreneurship and innovation not always as welcome as in
other fields.” However, technological progress in the financial industry op-
erates exactly as it does in any other industry or social activity and is char-
acterized by “the same mix of hope, promise, and risk that technological
progress in other parts of our society offers.”” Regulators in general are in
the position to “allow innovation to proceed,” while implementing “reason-
able safeguards and watching for unanticipated consequences.”” Financial
regulators specifically are in charge of regulating an industry representing a
crucial node for the society, capable of bringing “progress and productivity
in the rest of the economy.”"”

Different interests and rationales support the decision to issue new regu-
lation. While new regulation may pursue public interest objectives, i.e., le-
gal certainty, investor protection, and financial stability, it is not necessarily
the best choice. Regulated entities may have interests in the issuance of new
regulations that may create barriers to entry and frustrate competition. Fur-
thermore, new regulation might create significant costs. Increased compli-
ance costs particularly affect new competitors. Furthermore, costs connected
to so-called “rent-seeking” lead to the investment of a significant amount of
resources by regulated firms to influence regulators and obtain privileges

95. Hester M. Peirce, Comm’r, Sec. & Exch. Comm’n, Remarks at Protecting the Pub-
lic While Fostering Innovation and Entrepreneurship: First Principles for Optimal Regulation
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instead of creating value for customers."”" In addition, by exercising down-
ward pressure on the regulators, the firms overseen by regulators may harm
the reputation of the regulator: the result may be the adoption of a regulation
that does not maximize the public interest, but rather exists primarily to pro-
tect the agency from criticism for inaction.'” For example, banking entities,
in particular investment banks, have an interest in blocking a wide adoption
of ICOs, since IPOs are a source of massive fees for them. A similar interest
may drive alternative funds, such as venture capital, which may be massively
disrupted by ICOs in the financing of early stage companies."”

At the beginning of the Internet era, American regulators proposed a
“do no harm” approach (together with four other key principles) due to the
risk that regulation could frustrate and impede innovation.'” The Frame-
work for Global Electronic Commerce adopted by the Clinton administra-
tion in 1997 certainly implemented this view. It recognized that an increased
share of transactions took place online and that the Internet would revolu-
tionize retail and direct marketing.'” At that time, the regulation of the In-
ternet required a balanced approach different from both “laissez faire” and
“knee-jerk regulation.” It was important not to make the mistake of applying
an old economy policy framework or, on the other extreme, expecting the
development of the Internet without any guidance and framework, pursuing
the importance of building market confidence (especially with regard to e-
commerce) while not suffocating the potential exponential development of
the Internet.'*

Initially, regulatory authorities did not directly address the issue of
ICOs. Rather, they referred to blockchain more generally. Particularly rele-
vant in such a context is the position of the CFTC. The CFTC Chairman
Christopher Giancarlo compared the blockchain technology to the Internet
revolution and supported a “do no harm” approach in regulating blockchain
technology. Giancarlo’s speech provides a definition of the “do no harm”
approach:
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Governments and regulators should avoid undue restrictions, sup-
port a predictable, consistent and simple legal environment and re-
spect the “bottom-up” nature of the technology and its development
in a global marketplace. This model is well-recognized as the en-
lightened regulatory underpinning of the Internet that brought about
profound changes to human society."”’

The CFTC opined that this approach should be re-applied to block-
chain. A successful precedent was the implementation of the “do no harm”
approach at the time of the Internet transformation. In response to Internet
technology, the American administration adopted the Telecommunications
Act of 1996 and the subsequent “Framework for Global Electric Com-
merce.” The “do no harm” approach was a catalyst that allowed the United
States to play a prominent role in technology innovation, generating unprec-
edented investment in innovation equal to $90 billion, investing in the cross-
continental fiber-optic broadband network, and eventually allowing the
United States to become the undisputed global leader in the field. In this
context, the private sector played a primary role, without any interference
from federal or state law. This led Giancarlo to qualify the “do no harm”
approach as “unquestionably the right approach to development of the In-
ternet,” as well as “the right overarching approach for distributed ledger
technology.”'” This may be justified by the significant similarities that the
Internet Era shares with the development of blockchain technology, since
they are both disruptors and moving targets.

Giancarlo further emphasized the potential role of regulation in frustrat-
ing innovation: “[IJnnovators and investors should not have to seek gov-
ernment’s permission, only its forbearance, to develop DLT so they can do
the work necessary to address the increased operational complexity and cap-
ital consumption of modern financial market regulation.”'” Giancarlo ar-
gued that regulators should opt for the provision of “uniform principles,”
beneficial for investments in DLT and innovation."’ Consistent with the
regulatory approach adopted in the Internet era, regulators should not im-
pede innovation and investments in DLT, but instead “provide a predictable,
consistent and straightforward legal environment,” avoiding “regulatory un-
certainty or an uncoordinated regulatory approach.”'"" All these considera-
tions can be safely extended to the specific issue of ICOs, as part of the
broader process of innovation implemented through blockchain. ICOs are
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clearly connected to crypto-currencies; the launch of new ICOs implies the
creation of new crypto-currencies.

In October 2017, after the SEC had issued the “Report of Investigation
Pursuant to Section 21(a) of the Securities Exchange Act of 1934: The
DAO” (“DAO Report”)'” and strengthened its enforcement action, the
CFTC followed a similar path by issuing a report indicating it was open to
the possibility that virtual currencies and virtual tokens may trigger different
regulation. In its document, the CFTC took the position that the potential
qualification of ICO tokens as securities would not be inconsistent with the
CFTC’s “determination that virtual currencies are commodities and that vir-
tual tokens may be commodities or derivatives contracts depending on the
particular facts and circumstances.”'” Similar to the definition of “security,”
the definition of “commodity” is very broad, encompassing a wide range of
products, such as physical commodities, like agricultural products or natural
resources, as well currencies or interest rates. Further, the definition of
“commodity” encompasses “all services, rights, and interests . .. in which
contracts for future delivery are presently or in the future dealt in.”""

Since 2014, former CFTC Chairman Timothy Massad has adhered to
the position that the agency can have jurisdiction over Bitcoin and more
generally over virtual currencies, depending “on the facts and circumstances
pertaining to any particular activity in question,” and he has stated that de-
rivative contracts based on a virtual currency represented “one area within
our responsibility.”'” Coinflip'® introduced a new era of “Bitcoin” as a
commodity, with the CFTC order stating that the Commodities Exchange
Act (“CEA”) covers “all services, rights, and interests in which contracts for
future delivery are presently or in the future dealt in,” and further stating
that Bitcoin and other virtual currencies are encompassed in the definition
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and properly defined as commodities.”'”” The CFTC charged Coinflip with
the violation of Sections 4c(b)'"* and 5h(a)(1)'" of the CEA by “conducting
activity related to commodity options contrary to Commission Regulations
and by operating a facility for the trading or processing of swaps without
being registered as a swap execution facility or designated contract mar-
ket.”" Specifically, Coinflip “operated an online facility named Derivabit,
offering to connect buyers and sellers of Bitcoin option contracts.”"

In contrast to the CFTC, the SEC waited a long time before taking any
position with regards to ICOs and cryptocurrencies and has never explicitly
articulated a “do no harm” approach. However, it may be argued that the
agency has tacitly implemented such an approach. In fact, the SEC took a
long time to make any public statement and to bring enforcement actions
against ICOs and cryptocurrencies. The first public statement specifically
impacting ICOs came in July 2017 in the form of a DAO Report, which
opened a new era of full regulatory enforcement. SEC Chairman Jay Clay-
ton clarified this when he “instructed the SEC staff to be on high alert for
approaches to ICOs that may be contrary to the spirit of our securities laws
and the professional obligations of the U.S. securities bar.”'”

B. Shifting From Inactivity to Full Enforcement

1. The Stages of Intervention

Although the SEC has never explicitly mentioned the “do no harm” ap-
proach, it has held off on taking any public position towards ICOs and cryp-
tocurrencies, including the publication of informational statements on the
risks connected to ICOs. The identification of the main issues connected to
ICOs was a gradual process at the SEC. Certainly the creation of the Dis-
tributed Ledger Technology Working Group within the SEC was a first step,
which was instrumental in developing a deeper understanding of the phe-
nomenon and the risks connected to blockchain. In addition, the Working
Group contributed to coordinated efforts between the different divisions and
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offices within the Commission. The creation of the Cyber Unit within the
Enforcement Division of the SEC further demonstrates the intention of the
SEC to fully enforce federal securities law in the cryptospace, due to the
risks for both investors and market integrity emerging from virtual currency
and blockchain technology.'” The recent creation of the Strategic Hub for
Innovation and Financial Technology (“Finhub”) served to grant “meetings
and other assistance relating to FinTech issues arising under the federal se-
curities laws,” as the SEC explained." Finhub is a new portal, launched in
October 2018, that should allow fintech entrepreneurs to create compliant
platforms before the launch of their project, with efficiency benefits for both
good faith entrepreneurs and the SEC.'” These institutional improvements
emphasize the role that technology is currently playing in reshaping the
governance of regulatory agencies.

The shift from inactivity to enforcement was gradual. Starting in 2017,
the SEC became increasingly active with regard to cryptocurrencies. In
March 2017, the SEC denied the authorization to the Winklevoss Bitcoin
Exchange Traded Fund (“ETF”)."” The creators intended the Bitcoin ETF to
be a common stock fund pegged to the price of Bitcoin, and it would have
allowed investors to purchase Bitcoin without creating a personal wallet."”’
In rejecting the application, the SEC reasoned that the proposed fund was
susceptible to fraud because of the unregulated nature of Bitcoin, ” dismiss-
ing the proposed rule change that would have allowed the listing of the
shares of the Winklevoss Bitcoin Trust.'”” The SEC’s decision demonstrated
its distrust towards the crypto asset class as a whole, especially funds at-
tempting to trade digital currencies, and it foreshadowed future decisions
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disregarding ICOs as a non-regulated framework."”™ On subsequent occa-
sions, the SEC confirmed the view expressed in the March 2017 Disapprov-
al Order. On July 26, 2018 the SEC confirmed its July 2018 Disapproval
Order,”" in its response to the Winklevosses’ petition for review of the
March 2017 Disapproval Order. The SEC provided a consistent view with
the March 2017 Disapproval Order, confirming its concerns about the
bitcoin spot markets. The same risks of fraud and manipulation led the SEC
to reject nine proposed ETFs backed by bitcoin future contracts,” high-
lighting concerns related to the exchanges where such ETFs would have
been listed

After the debate on Bitcoin ETFs approval, clearly identifiable steps
opened the season of the SEC enforcement strategy in cryptocurrencies.
First, in July 2017, the SEC issued the DAO Report, which categorized
ICOs as securities and applied securities laws to them. Second, in October
and December 2017, the SEC defined “security” with regard to ICOs, going
beyond the semantics of phrases used in offering documents such as “initial
membership offer” and “utility token,” as evidenced in the REcoin and
Munchee cases. Third, in January 2018, the SEC advocated for more col-
laboration with “market professionals, and especially gatekeepers,” who
have a duty to act responsibly and in accordance with the highest standards.
Fourth, in March 2018, the SEC considered the infrastructure supporting
ICOs, tokens, and cryptocurrencies; if coins and tokens are securities, the
platforms for trading them may be subject to the securities laws applicable
to exchanges. This was exemplified by the enforcement action against
EtherDelta in November 2018 for being an unregistered digital token ex-
change. Furthermore, the recent creation of FinHub and the SEC’s commit-
ment to a “path to compliance” expressed in two recent cases, In the Matter
of Carriereq, Inc., d/b/a Airfox and In the Matter of Paragon Coin Inc., may
have opened an era of enhanced collaboration between the agency and mar-
ket participants. In this environment, market participants can benefit from
prior guidance provided by FinHub and opportunities to comply with the
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