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WHEN DOES A NON-FUNGIBLE TOKEN (NFT) 

BECOME A SECURITY?  

Brian Elzweig* & Lawrence J. Trautman** 

ABSTRACT 

Non-fungible tokens (NFTs) gained prominence in the news cycle 

during March 2021 when $69 million was paid in a cryptocurrency 

known as Ether for a unique digital art piece titled Everydays: The 

First 5000 Days. Regulating NFTs is complicated because the 

technology encompasses varied applications. Therefore, it is the 

particular use of a given NFT that will determine its appropriate 

regulatory regime. For example, NFTs may take the form of 

collectibles, data associated with a physical item, financial 

instruments, or permanent records associated with a person, such as 

marriage licenses or property deeds. Just like digital art in the form of 

NFTs, our laws and regulations are in a constant struggle to keep pace 

with rapid introduction and diffusion of technological changes. Unlike 

digital or cryptocurrencies which are fungible, NFTs are not. The 

effective regulation of United States securities markets has a 

significant impact on capital formation, job creation, economic 

security, and growth of both the American and global economies. In 
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recent years, the advent of the internet has created novel regulatory 

challenges for the U.S. Securities and Exchange Commission (SEC). 

The focus of our Article is how and when an NFT becomes a security 

for purposes of U.S. securities law. We proceed in six parts. First, we 

briefly explain the evolution of the digital world and emergence of 

virtual economies within. Second, we describe blockchain technology 

and the growth in virtual currencies. Third, we provide an explanation 

of NFTs along with some examples of their various uses. Fourth, we 

discuss when an NFT is a security. Fifth, we explore SEC 

interpretations of when a crypto-asset is a regulatable security. And 

last, we conclude. Given the importance of U.S. securities markets in 

fostering job creation and global economic growth, we believe this 

work contributes to the understanding of this new technology and is of 

considerable interest to securities issuers, investors, and the 

regulatory community. 
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INTRODUCTION 

Non-fungible tokens (NFTs) gained prominence in the news in 

March 2021 when $69 million was paid in a cryptocurrency, known as 

Ether, for a unique, digital art piece titled Everydays: The First 5000 

Days.1 This highly publicized sale, “fueled in part by the wealth 

recently created from digital currencies,” influenced a rush of 

prominent art dealers like Sotheby’s and Christie’s to take advantage 

of the interest in this rapidly evolving market for digital art.2 In less 

than two decades, the distributed digital ledger, blockchain 

technology, has spawned over 19,000 digital currencies like Bitcoin, 

Ethereum, Tether, and NFTs.3 Regulating NFTs is complicated by the 

fact that the technology encompasses varied applications.4 Therefore, 

the particular use of an NFT will determine its appropriate regulatory 

regime because the NFT may “alternatively represent a collectible, a 

financial instrument, or a permanent record associated with a person, 

digital or physical item, or data.”5 Like digital art in NFT form, our 

laws and regulations are in a constant struggle to keep pace with 

“[r]apid introduction and diffusion of technological changes.”6 Unlike 

digital or cryptocurrencies that are fungible, NFTs are not.7 

The effective regulation of United States securities markets has a 

significant impact on capital formation, job creation, economic 

1. Lawrence J. Trautman, Virtual Art and Non-Fungible Tokens, 50 HOFSTRA L. REV. 361, 363 

(2022). 

2. Id.

3. Arjun Kharpal, Crypto Firms Say Thousands of Digital Currencies Will Collapse, Compare

Market to Early Dotcom Days, CNBC, https://www.cnbc.com/2022/06/03/crypto-firms-say-thousands-

of-digital-currencies-will-collapse.html [https://perma.cc/V262-YMQN] (June 3, 2022, 8:12 PM); 

Today’s Cryptocurrency Prices by Market Cap, COINMARKETCAP, https://coinmarketcap.com 

[https://perma.cc/2YTW-VJZP]. 

4. Kimberly A. Houser & John T. Holden, Navigating the Non-Fungible Token, UTAH L. REV. 

(forthcoming) (manuscript at 33–34), https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4055535 

[https://perma.cc/FX3F-63WP]. 

5. Id. (manuscript at 4). 

6. Lawrence J. Trautman, Bitcoin, Virtual Currencies, and the Struggle of Law and Regulation to 

Keep Pace, 102 MARQ. L. REV. 447, 449 (2018). 

7. Houser & Holden, supra note 4 (manuscript at 4).
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security, and growth of both the American and global economies.8 In 

recent years, the advent of the internet created novel regulatory 

challenges for the U.S. Securities and Exchange Commission (SEC).9 

The financial industry has become an early adopter of blockchain 

“technology, and stock exchanges have proposed using blockchains as 

a new method for trading corporate equities and tracking their 

ownership.”10 

The focus of our Article is how and when an NFT becomes a 

security for purposes of U.S. securities law. We proceed in six parts. 

First, we briefly explain the evolution of the digital world and the 

emergence of virtual economies within. Second, we describe 

blockchain technology and the growth in virtual currencies. Third, we 

explain NFTs and provide examples of their various uses. Fourth, we 

discuss when an NFT is a security. Fifth, we explore SEC 

interpretations of when a crypto-asset is a regulatable security. And 

last, we conclude. Given the importance of U.S. securities markets in 

fostering job creation and global economic growth, we believe this 

work contributes to the understanding of this new technology and is of 

considerable interest to securities issuers, investors, and the regulatory 

community. 

8. See Lucian Bebchuk, Joseph Bachelder, Roel Campos, Byron Georgiou, Alan Hevesi, William

Lerach, Robert Mendelsohn, Robert Monks et al., Director Liability, 31 DEL. J. CORP. L. 1011, 1040 

(2006); Bernard Black, Brian Cheffins & Michael Klausner, Outside Director Liability, 58 STAN. L. REV. 

1055, 1077–78 (2006); Hans B. Christensen, Luzi Hail & Christian Leuz, Capital-Market Effects of 

Securities Regulation: Prior Conditions, Implementation, and Enforcement 33 (European Corp. 

Governance Inst., Finance Working Paper No. 407/2014, 2016), https://ssrn.com/abstract=1745105 

[https://perma.cc/L579-3T2R]; Gregory Day, John T. Holden & Brian M. Mills, Fraud on Any Market, 

97 IND. L.J. 659, 686 (2022); Michael Klausner, Michael Ohlrogge & Emily Ruan, A Sober Look at 

SPACs, 39 YALE J. ON REGUL. 228, 230 (2022); John Armour, Henry Hansmann & Reinier Kraakman, 

The Essential Elements of Corporate Law 3 (Oxford Legal Studies, Research Working Paper No. 

134/2009, 2018) https://ssrn.com/abstract=1436551 [https://perma.cc/CJ4Z-SGLU]; Paul Rose, The 

Corporate Governance Industry, 32 J. CORP. L. 887, 925–26 (2007); Lawrence J. Trautman, Tony 

Luppino & Malika Simmons, Some Key Things U.S. Entrepreneurs Need to Know About the Law and 

Lawyers, 46 TEX. J. BUS. L. 155, 156 (2016). 

9. Neal F. Newman & Lawrence J. Trautman, Securities Law: Overview and Contemporary Issues,

16 OHIO ST. BUS. L.J. 149, 209 (2021); Neal Newman & Lawrence J. Trautman, Special Purpose 

Acquisition Companies (SPACs) and the SEC, 24 U. PA. J. BUS. L. 639, 647–48 (2022); Lawrence J. 

Trautman & George P. Michaely, Jr., The SEC and the Internet: Regulating the Web of Deceit, 68 

CONSUMER FIN. L.Q. REP. 262, 262 (2014); Lawrence J. Trautman & Neal F. Newman, A Proposed SEC 

Cyber Data Disclosure Advisory Commission, 50 SEC. REGUL. L.J. 199, 200 (2022). 

10. David Yermack, Corporate Governance and Blockchains, 21 REV. FIN. 7, 7 (2017).
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I. EVOLUTION OF THE DIGITAL WORLD

A. Second Life, Online Gaming, and Virtual Economies

Many observers attribute the genesis of virtual currencies to David

Chaum’s 1982 crypto journal article.11 More than two decades ago, 

economist Edward Castronova wrote, “On March 16, 1999, Verant 

Interactive, a holding of Sony, launched an on-line computer game 

called Everquest on five servers in San Diego, California, 

USA. . . . Some 60,000 people visit Norrath in any given hour, paying 

for the privilege, around the clock, every day, year-round.”12 In terms 

of time commitment, “[n]early a third of the adults among them – 

perhaps some 93,000 people out of Norrath’s 400,000 person user base 

– spend more time in Norrath in a typical week than they do working

for pay.”13 And, even in the early days of virtual economies, “[t]he

exchange rate between Norrath’s currency and the US dollar is

determined in a highly liquid . . . currency market, and its value

exceeds that of the Japanese Yen and the Italian Lira.”14

Virtual assets and marketplaces developed in software games such 

as World of Warcraft, in other Massively Multiplayer Online Role-

Playing Games (MMORPGs), and in other virtual reality 

environments, such as Second Life, where virtual assets were 

exchanged for actual sovereign currencies.15 Professors F. Gregory 

Lastowka and Dan Hunter write, “Representational proxies in these 

virtual spaces are known as ‘avatars,’ . . . [and] unlike prior video-

game alter-egos, can be richly customized and are designed primarily 

11. See David Chaum, Blind Signatures for Untraceable Payments, in ADVANCES IN CRYPTOLOGY: 

PROCEEDINGS OF CRYPTO 82, 199 (David Chaum, Ronald L. Rivest & Alan T. Sherman eds., 1982). 

12. Edward Castronova, Virtual Worlds: A First-Hand Account of Market and Society on the Cyberian

Frontier 2–3 (Ctr. for Econ. Stud. & Ifo Inst. for Econ. Rsch., Working Paper No. 618, 2001), 

papers.ssrn.com/sol3/papers.cfm?abstract_id=294828 [https://perma.cc/5CBH-ZF7E]. 

13. Id. at 3. 

14. Id.

15. Making Real Money in Virtual Worlds, FORBES (Aug. 7, 2006, 6:00 PM),

https://www.forbes.com/2006/08/07/virtual-world-jobs_cx_de_0807virtualjobs.html?sh=18af6d9e39ee 

[https://perma.cc/G9WM-3YT8]. 
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for social interaction.”16 Avatars may be personalized and “express 

themselves through appearance . . . . You can choose the face, clothes, 

and body shape of your avatar and communicate with others through 

body language. . . . Virtual-world participants design costumes, 

furniture, and houses for their avatars, and sell their creations to 

others.”17 Early on, “[p]erhaps because [these] virtual worlds support 

this kind of rich social interaction, many of those who have chosen to 

visit virtual worlds remain residents of them. The average Everquest 

player and Norrath avatar, for instance, spends about twenty hours a 

week within the virtual world.”18 Prominent uses for virtual worlds 

include “entertainment, academics, military training, medical 

treatment, and electronic commerce.”19 

B. The Legal Challenge

Professor Jack Balkin observed as early as 2004 that “legal

regulation of virtual worlds is inevitable. If this regulation is not 

developed by courts through resolving contract and property disputes, 

it will surely occur through legislation and administrative 

regulation.”20 Professors Lastowka and Hunter state that although 

virtual worlds are “artificial, fictitious, imaginary, intangible, and 

invented,” they are also real.21 “All things artificial or invented do not 

fall entirely outside the ambit of reality. If they did, we would need to 

banish from reality all manner of human actions and creations, 

including buildings, languages, and―most importantly for our 

purposes―laws.”22 

16. F. Gregory Lastowka & Dan Hunter, The Laws of the Virtual Worlds, 92 CALIF. L. REV. 1, 6 

(2004). 

17. Id.

18. Id.

19. Joshua A.T. Fairfield, Anti-Social Contracts: The Contractual Governance of Virtual Worlds, 53 

MCGILL L.J. 427, 433 (2008). 

20. Jack M. Balkin, Virtual Liberty: Freedom to Design and Freedom to Play in Virtual Worlds, 90

VA. L. REV. 2043, 2045 (2004). 

21. Lastowka & Hunter, supra note 16, at 7.

22. Id.
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Like we will see with NFTs, early virtual worlds resulted in 

“[h]undreds of millions of dollars in revenue . . . flowing into the 

coffers of Sony, Electronic Arts, and the other companies that own 

virtual worlds. . . . One might predict that where large amounts of real 

money flow, legal consequences follow.”23 Professor Joshua A.T. 

Fairfield writes, “People being people, they defame, harass, and 

defraud one another even in virtual worlds. Because virtual objects 

have real-dollar values, people in virtual worlds steal from one 

another, destroy property, and quarrel over ownership.”24 

Popular forms of entertainment software games became an 

inspiration for the development of cyber currencies.25 Now in just a 

couple decades, “[t]hese virtual worlds gave rise to virtual currencies 

for use in the games, and in time some of these ‘escaped’ into real 

world usage. In a relatively short period of time, these virtual 

currencies have gained significant traction and became an economic 

reality in the real world . . . .”26 Resulting from “the explosive growth 

of online communities has come the necessity for courts to decide 

disputes between members . . . . Such litigation is uniformly marked 

by an odd characteristic: questions of property law, tort law, and even 

criminal law are uniformly construed by the courts as contract 

disputes.”27  

Professor Fairfield additionally observes that 

[c]ontracts have a crucial part to play in ordering individual

preferences, in maximizing gain from trades, and in enabling

commercial parties to plan for the future. But the law and

literature have reached a crisis point where freedom of

contract has run up directly against other market-critical

ideas. Free markets clearly need freedom of contract. But it

23. Id. at 8 (footnote omitted). 

24. Fairfield, supra note 19, at 435 (footnote omitted). 

25. Lawrence J. Trautman & Alvin C. Harrell, Bitcoin Versus Regulated Payment Systems: What

Gives?, 38 CARDOZO L. REV. 1041, 1043 (2017). 

26. Id.

27. Fairfield, supra note 19, at 435.

8
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should be entirely uncontroversial that they also need private 

property and freedom from force and fraud. 

. . . But virtual worlds have heralded a new phenomenon in 

the use of contract law―that is, contracts that do not tweak 

default rules, but eliminate or ignore them. If the costs of 

legal rules are to be kept low, the courts must employ 

background, default rules to govern reciprocal relationships 

in large and shifting populations. . . . If the relationships 

between contract law and the rest of the law is clarified, 

contracts can become tools for fostering innovation and 

creativity, for facilitating trades in new forms of property, 

and for helping courts navigate the unchartered waters of 

new law governing the day-to-day lives of the millions―and 

soon billions―of members of online communities. In doing 

so, contract law would take its proper place in the broader 

and still-developing social contract of virtual worlds.28 

II. BLOCKCHAIN TECHNOLOGY AND VIRTUAL CURRENCIES

A. Law and Rapid Technological Change

In just a few years, blockchain technology has proven highly

“disruptive to business models and entrenched societal institutions.”29 

Once “pillars of the New York Stock Exchange” and “prior darlings 

of Wall Street,” photography trailblazers Polaroid and Kodak have 

now been relegated to the “American corporate graveyard.”30 Entire 

industries and significant businesses “that were once household names 

have similarly experienced plummeting demand: pay telephone 

manufacturers; travel agencies; wrist watch manufacturers; print news 

media such as newspapers and magazines; and many traditional brick 

and mortar retailers (replaced by electronic alternatives such as 

28. Id. at 476.

29. Lawrence J. Trautman & Mason J. Molesky, A Primer for Blockchain, 88 UMKC L. REV. 239, 

239 (2019). 

30. Lawrence J. Trautman, Is Disruptive Blockchain Technology the Future of Financial Services?,

69 CONSUMER FIN. L.Q. REP. 232, 232 (2016). 
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Amazon).”31 Digitized technology has made these businesses 

“completely or substantially obsolete.”32 

B. Blockchain Defined

Professors Aaron Wright and Primavera De Filippi write, “The

blockchain is a distributed, shared, encrypted-database that serves as 

an irreversible and incorruptible public repository of information. It 

enables, for the first time, unrelated people to reach consensus on the 

occurrence of a particular transaction or event without the need for a 

controlling authority.”33 In essence, blockchain is a data structure that 

leverages hash functions and encryption to provide information 

security unlike anything else.34 Valentina Gatteschi, Fabrizio 

Lamberti, Claudio Demartini, Chiara Pranteda, and Victor Santamaría 

note the progression of blockchain technology: 

Three different blockchain evolutions can be identified: 

Blockchain 1.0, 2.0, and 3.0. Blockchain 1.0 is strongly 

related to Bitcoin and cryptocurrencies. 

. . . Blockchain 2.0 is about registering, confirming, and 

transferring contracts or properties. Application fields range 

from the use of blockchain as a decentralized copy of local 

databases (especially for public records and attestations) to 

more sophisticated applications. 

The most relevant feature of Blockchain 2.0 is the 

integration with smart contracts . . . . 

. . . . 

31. Id.

32. Id.

33. Aaron Wright & Primavera De Filippi, Decentralized Blockchain Technology and the Rise of Lex 

Cryptographia 2 (Mar. 12, 2015) (unpublished manuscript), https://ssrn.com/abstract=2580664 

[https://perma.cc/L2ES-D3NB]; see Hadar Y. Jabotinsky & Michal Lavi, NFT for Eternity, 56 U. MICH. 

J. L. REFORM (forthcoming) (manuscript at 5), 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4077695 [https://perma.cc/4JS7-L2QH]; see also 

John W. Bagby, David Reitter & Philip Chwistek, An Emerging Political Economy of the Blockchain: 

Enhancing Regulatory Opportunities, 88 UMKC L. REV. 419, 423 (2019). 

34. Jabotinsky & Lavi, supra note 33 (manuscript at 14).

10
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In Blockchain 3.0, the application field is no longer 

restricted to finance and goods transactions, but embraces 

sectors like government, health, science, education, and 

more.35 

Many excellent explanations of the technical requirements and 

mechanics involved with blockchain technology exist and far exceed 

the space limitations for this Article. Accordingly, additional resources 

are listed in our footnote, and we will not seek to duplicate these here.36 

C. Early Applications of Blockchain Technology

The use of “cybercurrencies,” like Bitcoin, as a medium of exchange

for goods and services is the most prominent use of blockchain 

technology to date.37 Professors Lawrence J. Trautman and Alvin C. 

Harrell have previously documented the history of bartering, the 

evolution of primitive money, the development of a schematic for 

regulating money in the U.S., and modern approaches to regulation 

and payment system mechanics.38 Early concern focused on the 

difficulty (or at the time, impossibility) of tracing virtual currencies to 

35. Valentina Gatteschi, Fabrizio Lamberti, Claudio Demartini, Chiara Pranteda & Victor Santamaría, 

To Blockchain or Not to Blockchain: That Is the Question, IT PRO., Mar.–Apr. 2018, at, 64–65 (footnote 

omitted). 

36. See generally Shaanan Cohney, David Hoffman, Jeremy Sklaroff & David Wishnick, Coin-

Operated Capitalism, 119 COLUM. L. REV. 591 (2019); Lin William Cong & Zhiguo He, Blockchain 

Disruption and Smart Contracts (Nat’l Bureau of Econ. Rsch., Working Paper No. 24399, 2018), 

https://www.nber.org/papers/w24399 [https://perma.cc/A995-AVKM]; Campbell R. Harvey,

Cryptofinance (Jan. 14, 2016) (unpublished manuscript), https://ssrn.com/abstract=2438299 

[https://perma.cc/6AUU-9D4H]; Saule T. Omarova, New Tech v. New Deal: Fintech as a Systemic 

Phenomenon, 36 YALE J. ON REGUL. 735 (2019); Marc Pilkington, Blockchain Technology: Principles 

and Applications, in RESEARCH HANDBOOK ON DIGITAL TRANSFORMATIONS 225 (F. Xavier Olleros & 

Majlinda Zhegu eds., Edward Elgar Publishing 2016); Max Raskin, The Law and Legality of Smart 

Contracts, 1 GEO. L. TECH. REV. 305 (2017); Kevin Werbach & Nicolas Cornell, Contracts Ex Machina, 

67 DUKE L.J. 313 (2017); Kevin Werbach, Trust, But Verify: Why the Blockchain Needs the Law, 33 

BERKELEY TECH. L.J. 487 (2018). 

37. See Eli Noam, The Macro-Economics of Crypto-Currencies: Balancing Entrepreneurialism and 

Monetary Policy 80 (Colum. Sch. Int’l & Pub. Affs. Working Paper Series, 2019), 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3493333 [https://perma.cc/B5QM-EWMG]. 

38. See Trautman & Harrell, supra note 25, at 1043–50.
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facilitate payments for illegal activities such as illicit drugs, payments 

for weapons, and the like.39 

D. Anticipated Uses

Smart contracts based on blockchain technology can be used as

governmental vital statistics, real property or automobile titles, and in 

many other ways.40 Professor David Yermack writes that “blockchains 

have become recognized as an alternative to ownership ledgers based 

on classical double-entry bookkeeping. Blockchains offer potential 

advantages in cost, speed, and data integrity compared to classical 

methods of proving ownership.”41 Based on the disruptive magnitude 

of potential cost savings, consider that 

[b]lockchains also have the potential to accommodate debt

securities and financial derivatives . . . [and] has motivated

investments by venture capitalists and by established players

in the financial services industry. Entrepreneurs are actively

investigating blockchains’ suitability for recording

ownership of a wide range of assets, . . . [including, most

particularly] stocks and bonds . . . .42

III. EMERGENCE OF NON-FUNGIBLE TOKENS (NFTS)

A. Art Market for NFTs Explodes

In a highly publicized sale in March 2021, NFTs gained prominence

when $69 million was paid in a cryptocurrency known as Ether for a 

digital art piece titled Everydays: The First 5000 Days created by the 

digital artist Beeple.43 Reportedly “[f]ueled in part by the wealth 

recently created from [the robust market for] digital currencies,” this 

39. Lawrence Trautman, Virtual Currencies; Bitcoin & What Now After Liberty Reserve, Silk Road,

and Mt. Gox?, 20 RICH. J.L. & TECH. 1, 1 (2014). 

40. See Yermack, supra note 10, at 8.

41. Id.

42. Id.

43. Trautman, supra note 1.
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NFT sale resulted in prominent art dealers like Sotheby’s and 

Christie’s rushing to take advantage of the interest in this “rapidly 

evolving market for digital art.”44  

The New York Times observed that just a few weeks preceding the 

Beeple sale, digital art depicting “Donald Trump facedown in the 

grass, covered in words like ‘loser,’ sold for $6.6 million, a record for 

a[n] [NFT] . . . . Fittingly, the image was paid for in Ethereum, a form 

of cryptocurrency that, among millennials, is almost as well-known as 

Bitcoin.”45 

Harvard professor Jonathan Zittrain and Berkman Kline Center 

researcher Will Marks state in the Atlantic that an NFT’s “first buyer 

is getting three things: the warm feeling that may accompany financing 

an artist; the pride that comes with claiming a relationship to a digital 

artifact and its creator; and perhaps most tangibly, an asset that can be 

traded.”46 Consider this: 

The buyer is not, however, acquiring anything that they 

alone can use. In the physical world, if you purchase a candy 

bar, you can’t give someone a piece of it without losing a 

few bites of your own. That makes your freedom to take a 

bite valuable, because the bar has only so much chocolate. 

By contrast, an NFT buyer is not purchasing a work, but rather a 

publicly available token that links to a work. For example, for a digital 

picture, the token may be a unique number and a link to a copy of the 

picture, hosted on a service such as IPFS. The token itself is visible to 

all, as is the work to which it points, so anyone else can look at the 

work and download it. And most NFT transactions don’t purport to 

44. Id.; see Kelly Crow & Caitlin Ostroff, Beeple’s $69 Million NFT Art Sold to Founder of Crypto

Fund Metapurse, WALL ST. J., https://www.wsj.com/articles/beeple-art-sold-for-69-million-to-founder-

of-crypto-fund-metapurse-11615579907 [https://perma.cc/L4Q7-6H4N] (Mar. 12, 2021, 5:37 PM). 

45. Jacob Bernstein, Here’s How Bored Rich People Are Spending Their Extra Cash, N.Y. TIMES

(Mar. 20, 2021), https://www.nytimes.com/2021/03/20/style/spending-rich-people.html 

[https://perma.cc/QE29-BKAC]. 

46. Jonathan Zittrain & Will Marks, What Critics Don’t Understand About NFTs, ATLANTIC (Apr. 7,

2021), https://www.theatlantic.com/ideas/archive/2021/04/nfts-show-value-owning-unownable/618525/ 

[https://perma.cc/3A3D-HA66]. 
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convey copyright or other intellectual-property interests regarding the 

work in question, so owning an NFT tied to an animation of, say, a 

flying Pop-Tart cat doesn’t put you in a position to use that animation 

any differently than someone who hadn’t bought it. You have only a 

token that is hosted publicly online, “registered” as assigned to your 

digital wallet rather than someone else’s. If you orchestrate your wallet 

through an app, the app might present you with a handsome visual 

trophy case listing the NFTs that you’ve purchased. (As you can see, 

we’re having to reach to describe unique value.)47 

The “crypto nouveau riche” investors are credited with having 

“become the frantic obsession of the commercial art world, which is 

reshaping itself around these new collectors nearly a year after 

artists . . . sold NFTs . . . for tens of millions of dollars, inspiring the 

typically technophobic art industry to head into the metaverse.”48 

B. Sports and NFTs

Various sports franchises soon announced entries into the NFT

publication market. For example, on April 12, 2021, the Topps 

Company announced “the release of 2021 Topps Series 1 Baseball 

NFT . . . collectibles, ushering in a new era of baseball card collecting 

in partnership with Major League Baseball and MLB Players, Inc.”49 

Professor Trautman has previously noted, “The global sports market 

for NFTs is well-represented by the world’s most popular sport, 

football (known as soccer in the United States).”50 Consider the 

following: 

47. Id.; see Caroline Anders, Finally Impressed? NFT of Side-Eying Toddler Meme Fetches over

$74,000 in Cryptocurrency, WASH. POST (Sept. 25, 2021, 7:26 PM), 

https://www.washingtonpost.com/technology/2021/09/25/chloe-side-eye-meme-nft-sale/ 

[https://perma.cc/4Y5Y-PZKQ]. 

48. Zachary Small, After Pak and Beeple, What’s Next for NFT Collectors? Art Made with a 

Paintbrush, N.Y. TIMES, https://www.nytimes.com/2022/02/12/arts/design/nft-collectors-artwork.html 

[https://perma.cc/A55R-W3A6] (Feb. 13, 2022). 

49. Topps Debuts Its First MLB Baseball Card NFT Collection with Topps Series 1 Baseball Launch, 

TOPPS (Apr. 12, 2021), https://www.topps.com/blog/topps-debuts-its-first-mlb-baseball-card-nft-

collection-with-topps-series-1-baseball-launch-.html [https://perma.cc/B4KK-MU8J]. 

50. Trautman, supra note 1, at 387.
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Of the niche crypto sports platforms, “Sorare and Socios are 

both blockchain projects involving soccer” and are 

“‘crossover’ use cases, bringing non-crypto people into the 

world of blockchain” and “[b]lue-chip teams like 

Manchester City, AC Milan[,] and Juventus now use Socios 

tokens as a way to engage their fans.” In terms of rapid 

growth, “Nonfungible.com ranks Sorare as the third-most 

active NFT project, trailing only CryptoPunks and 

SuperRare. Twenty thousand soccer fans played it in 

February[,] and this exploded to 120,000 in March. When 

Sorare launched in January 2020, it had $70,000 in trading 

volume. [During March 2021] it topped $27 million.”51 

An image taken from a video NFT of basketball star LeBron James 

doing a reverse dunk as tribute to Kobe Bryant sold for over $387,000. 

This is the third in a series of fifty-nine NBA Top Shot Moments 

NFTs.52 Sports have become a large part of the burgeoning NFT 

marketplace.53 

Another indication of the robust market for NFTs was found when 

“Fanatics, which was last valued by investors at $18 billion, bought 

the trading cards business from Topps, and . . . expanded into 

[NFTs].”54 The Wall Street Journal reports that almost $30 billion was 

spent during 2021 on NFTs.55 In 2021 alone, the start-up OpenSea, 

“which bills itself as ‘an eBay for crypto goods,’ [went] from a tiny 

player in . . . the tech industry to the biggest NFT platform, listing 

51. Id. at 388 (footnote omitted) (quoting Jeff Wilser, In Europe, Football NFTs and Tokens Are No

Fantasy, COINDESK, https://www.coindesk.com/europe-football-nfts-tokens-fantasy-socios-sorare 

[https://perma.cc/MS27-4FFM] (Sept. 14, 2021, 8:36 AM)). 

52. Ben Stinar, LeBron James NBA Top Shot Sells for Over $387,000, FANNATION: ALL PACERS (Apr. 

16, 2021, 11:32 AM), https://www.si.com/nba/pacers/news/lebron-james-nba-top-shot-sells-for-over-

387000 [https://perma.cc/C4P6-4ESP]. 

53. Trautman, supra note 1, at 386.

54. Lauren Hirsch, Fanatics Is Buying Mitchell & Ness, a Fellow Sports Merchandiser, N.Y. TIMES

(Feb. 18, 2022), https://www.nytimes.com/2022/02/18/business/fanatics-mitchell-ness-sports-

merchandise.html [https://perma.cc/3FFB-8CQZ]. 

55. Justin Scheck, OpenSea’s NFT Free-for-All, WALL ST. J. (Feb. 12, 2022, 12:00 AM),

https://www.wsj.com/articles/openseas-nft-free-for-all-11644642042 [https://perma.cc/5XSY-3G2A]. 
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more than 80 million . . . ‘digital goods’ for sale and processing more 

than $3 billion a month in transactions.”56 

IV. WHEN IS A CRYPTO-ASSET A SECURITY?

A. Crypto-Assets as Securities

The Securities Act of 1933 (1933 Act) requires registration before

using any instrumentality of interstate commerce to make an offer to 

sell any security unless that security is exempt from registration.57 The 

term “security” is broadly defined as 

any note, stock, treasury stock, security future, 

security-based swap, bond, debenture, evidence of 

indebtedness, certificate of interest or participation in any 

profit-sharing agreement, collateral-trust certificate, 

preorganization certificate or subscription, transferable 

share, investment contract, voting-trust certificate, 

certificate of deposit for a security, fractional undivided 

interest in oil, gas, or other mineral rights, any put, call, 

straddle, option, or privilege on any security, certificate of 

deposit, or group or index of securities (including any 

interest therein or based on the value thereof), or any put, 

call, straddle, option, or privilege entered into on a national 

securities exchange relating to foreign currency, or, in 

general, any interest or instrument commonly known as a 

“security”, or any certificate of interest or participation in, 

temporary or interim certificate for, receipt for, guarantee of, 

or warrant or right to subscribe to or purchase, any of the 

foregoing.58 

56. Id.

57. 15 U.S.C. § 77e.

58. § 77b(a)(1). 
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B. The Howey Test

When determining whether the sale of digital assets is a security, the

most important category of the definition is whether the sale qualifies 

as an investment contract.59 This broad definition of the term 

“security” was scrutinized in the 1946 landmark case of SEC v. W.J. 

Howey.60 Howey involved “the application of . . . the Securities Act of 

1933 to an offering of units of a [Florida] citrus grove development 

coupled with a contract for cultivating, marketing and remitting the net 

proceeds to the investor.”61 The prospective investors in the 

development were offered a land sale and a service contract and were 

told “that it [was] not feasible to invest in a grove unless service 

arrangements [were] made.”62 The typical service contract was for a 

duration of ten years and was not cancelable.63 The company offering 

the groves (W.J. Howey Company) and the service company (Howey-

in-the-Hills Service, Inc.) were under common control and 

management.64 The service contract gave Howey-in-the-Hills a 

leasehold interest that included “‘full and complete’ possession of the 

acreage[]” that was offered and “full discretion and authority over the 

cultivation of the groves.”65 Most of the investors were businesspeople 

who were unfamiliar with citrus farming, but were “attracted by the 

expectation of substantial profits.”66 Most of the purchasers were non-

Florida residents, and the sellers admitted that they used “the mails and 

instrumentalities of interstate commerce” to make the offers of sale.67 

The SEC sued the sellers averring that the offers of sales of the 

shares in the citrus grove were an investment contract that required 

registration with the SEC.68 In deciding whether the shares in the citrus 

59. Carol R. Goforth, Regulation of Crypto: Who Is the Securities and Exchange Commission

Protecting?, 58 AM. BUS. L.J. 643, 648 (2021). 

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

61. Id. at 294 (footnote omitted). 

62. Id. at 295.

63. Id. at 296.

64. Id. at 294–95. 

65. Id. at 296.

66. Howey, 328 U.S. at 296.

67. Id. at 296–97. 

68. Id. at 294, 297.
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grove were an investment contract, a term not defined in the 1933 Act, 

the Court stated that “[f]orm was disregarded for substance and 

emphasis was placed upon economic reality.”69 Although the term was 

undefined, it was often used in state “blue sky” securities statutes.70 

Because the term was used before the 1933 Act, the Court determined 

that Congress must have been referring to these “blue sky” laws when 

it included investment contracts as securities.71 In summarizing state 

court decisions, the Court established what became known as the 

Howey test.72 The Court, in ruling that the citrus grove leases were 

investment contracts, stated that an “investment contract for purposes 

of the Securities Act means 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.”73 This 

broad definition “embodies a flexible rather than a static principle, one 

that is capable of adaptation to meet the countless and variable 

schemes devised by those who seek the use of the money of others on 

the promise of profits.”74 

Modern courts now characterize the Howey test as having four 

elements: “(i) there is an investment of money (or something else of 

value); (ii) in a common enterprise; (iii) where the purchaser expects 

to receive profits; and (iv) the expectation of profits is from the 

essential entrepreneurial efforts of others.”75 These elements are all 

construed broadly, embodying the Court’s goal of including varying 

and novel schemes as investment contracts to protect investors.76 If all 

four factors of the Howey test are not met, an instrument will not be an 

investment contract and therefore will not be a security.77 

69. Id. at 298.

70. Id.

71. Id.

72. See Howey, 328 U.S. at 298; Hector v. Wiens, 533 F.2d 429, 432 (9th Cir. 1976).

73. Howey, 328 U.S. at 298–99.

74. Id. at 299.

75. Goforth, supra note 59, at 649 (footnotes omitted).

76. Brian L. Frye, SEC No-Action Letter Request, 54 CREIGHTON L. REV. 537, 539 (2021). 

77. Andrew Bull & Tyler Harttraft, Cryptocurrency and Blockchain Law: SEC’s Heightened

Enforcement Against Digital Assets, 27 RICH. J.L. & TECH. 1, 8 (2021). 
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V. SEC INTERPRETATIONS OF WHEN CRYPTO-ASSETS ARE A

REGULATABLE SECURITY 

The Howey test allows for regulation that adapts to meet the 

“countless and variable schemes” to profit off the money of others.78 

However, the Howey test was derived well before the invention of 

digital assets, and technology has advanced in this area quicker than 

regulation.79 The SEC has issued guidance about when a digital asset 

meets the Howey test, but that guidance was sparse and inconsistent.80 

The focus of SEC regulation of digital assets has been in the 

cryptocurrency arena.81 The SEC brought its first enforcement action 

relating to digital assets in 2013.82 In SEC v. Shavers, Shavers 

“founded and operated . . . Bitcoin Savings and Trust (BTCST).”83 

BTCST was an online investment scheme where all investments were 

accepted and returns were paid in Bitcoin.84 Shavers used BTCST as a 

Ponzi scheme and “repeatedly [made] misrepresentations to BTCST 

investors and potential investors concerning the use of their [B]itcoins; 

how he [generated] the promised returns; and the safety of the 

investments.”85 Shavers promised investors that they would receive 

one percent daily or seven percent weekly interest on their 

investments.86 When BTCST acquired new investors, Shavers would 

keep some of the money and pay the rest to older investors.87 Shavers 

argued that these transactions did not meet the first prong of the Howey 

test, which requires an investment of money, and therefore the 

transactions were not investment contracts that could be regulated by 

the SEC.88 The court examined whether there was an investment of 

78. Howey, 328 U.S. at 299.

79. Id. at 293 (decided in 1946); see Bull & Harttraft, supra note 77, at 10.

80. See Yuliya Guseva, When the Means Undermine the End: The Leviathan of Securities Law and

Enforcement in Digital-Asset Markets, 5 STAN. J. BLOCKCHAIN L. & POL’Y 1, 15, 40–42 (2022). 

81. See, e.g., id. at 15.

82. Bull & Harttraft, supra note 77, at 10.

83. SEC v. Shavers, No. 13-CV-416, 2014 WL 4652121, at *1 (E.D. Tex. Sept. 18, 2014).

84. Id.

85. Id. at *8.

86. Id. at *1.

87. Id. at *2. 

88. SEC v. Shavers, No. 13-CV-416, 2013 WL 4028182, at *1 (E.D. Tex. Aug. 6, 2013).
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money as required by the first prong of the Howey test.89 Shavers 

argued this prong could not be met because BTCST transactions were 

all in Bitcoin and Bitcoin was not money.90 The court ruled that 

because Bitcoin is used to purchase goods and services, it is “clear that 

Bitcoin can be used as money.”91 Once the court determined that 

Bitcoin is money, the rest of the Howey test was easily met, and the 

court held that BTCST was engaging in investment contracts, subject 

to SEC regulations.92 The notion that transactions involving virtual 

currency could be regulated by the SEC was reiterated shortly after by 

then-SEC Chair Mary Jo White.93 Whether the underlying 

cryptocurrency in itself could be regulated, however, was left to be 

determined on a case-by-case basis.94 In a letter addressing regulatory 

concerns of the Department of Homeland Security about the regulation 

of cryptocurrency, White noted: 

Whether a virtual currency is a security under the federal 

securities laws, and therefore subject to [SEC] regulation, is 

dependent on the particular facts and circumstances at issue. 

Regardless of whether an underlying virtual currency is itself 

a security, interests issued by entities owning virtual 

currencies or providing returns based on assets such as 

virtual currencies likely would be securities and therefore 

subject to [SEC] regulation.95 

A. The DAO Report

By analyzing the particular facts and circumstances surrounding a

digital asset, the SEC seemed to support the Howey test as the basis to 

89. Id. at *2.

90. Id. at *1. 

91. Id. at *2.

92. Id. 

93. Bull & Harttraft, supra note 77, at 11.

94. Id. at 14.

95. Letter from Mary Jo White, Chair, SEC, to Sen. Thomas R. Carper, Chair, Comm. on Homeland

Sec. & Gov’t Affs. (Aug. 30, 2013), 

http://online.wsj.com/public/resources/documents/VCurrenty111813.pdf [https://perma.cc/4WS5-U473]. 
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determine whether a cryptocurrency is a security.96 In 2017, the SEC 

issued an investigative report under section 21(a) of the Securities 

Exchange Act of 1934 on the sale of the Decentralized Autonomous 

Organization (DAO) digital tokens.97 This became known as the DAO 

Report.98 In the DAO Report, the SEC first found that digital tokens 

themselves may be securities.99 A digital token may be determined to 

be a security both in its initial offering and when it is traded on a 

secondary market.100 

DAOs are “‘virtual’ organization[s] embodied in computer code and 

executed on a distributed ledger or blockchain.”101 DAO tokens were 

created by a German blockchain software company, Slock.it.102 

Slock.it created a document describing its vision of a DAO entity.103 

The holders of DAO tokens, through smart contracts, would be given 

voting rights on corporate governance issues through an automated 

system.104 This system “would supplant traditional mechanisms of 

corporate governance and management with a blockchain such that 

contractual terms are ‘formalized, automated[,] and enforced using 

software.’”105 The DAO tokens were offered to the public in exchange 

for the virtual currency Ether (symbolized as ETH).106 The DAO 

intended to profit from funding projects that would give holders a 

96. See Framework for “Investment Contract” Analysis of Digital Assets, SEC [hereinafter The 

Framework], https://www.sec.gov/corpfin/framework-investment-contract-analysis-digital-assets 

[https://perma.cc/6MA9-BKPX] (Apr. 3, 2019). 

97. Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934: The 

DAO, Exchange Act Release No. 81207, at 1 (July 25, 2017) [hereinafter DAO Report], 

https://www.sec.gov/litigation/investreport/34-81207.pdf [https://perma.cc/4R3N-97QN]. 

98. See, e.g., Ori Oren, ICO’s, DAO’s, and the SEC: A Partnership Solution, 2018 COLUM. BUS. L. 

REV. 617, 621 (2018). 

99. DAO Report, supra note 97; Michael Mendelson, From Initial Coin Offerings to Security Tokens:

A U.S. Federal Securities Law Analysis, 22 STAN. TECH. L. REV. 52, 54 (2019). 

100. DAO Report, supra note 97, at 1–2; Mendelson, supra note 99.

101. DAO Report, supra note 97.

102. Id.

103. Id. at 3.

104. Id.

105. Id. at 3 (quoting Christoph Jentzsch, Decentralized Autonomous Organization to Automate 

Governance Final Draft—Under Review, https://lawofthelevel.lexblogplatformthree.com/wp-

content/uploads/sites/187/2017/07/WhitePaper-1.pdf [https://perma.cc/ZY2Y-HLZD]).

106. Id. at 5.
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return on their investment through a reward system.107 Profits would 

be pooled and held in ETH on the Ethereum Blockchain address 

associated with the DAO.108 The DAO token holders would have 

voting rights to determine whether to use the reward to pay for 

additional projects or to distribute the reward to the token holders (in 

the form of ETH).109 The initial coin offering (ICO) of the DAO tokens 

netted approximately $150 million worth of ETH—”the largest 

[digital] token sale at the time.”110 After the DAO’s initial offering, 

token holders could resell the DAO tokens on secondary markets via 

several online platforms.111 Additionally, the DAO tokens could be 

redeemed for ETH through a process method called a “DAO Entity 

‘split’” on the Ethereum Blockchain.112 

The SEC, using the Howey test, determined that the DAO tokens 

should be classified as securities subject to SEC registration.113 The 

first prong of the Howey test requires an investment of money.114 To 

show that the DAO investors invested money, the SEC first cited 

Uselton v. Commercial Lovelace Motor Freight, Inc. for its holding 

that an “‘investment’ may take the form of ‘goods and services,’ or 

some other ‘exchange of value.’”115 Then the SEC referenced Shavers, 

explaining that Bitcoin was considered money that met the first prong 

of the Howey test, despite Bitcoin being a virtual currency.116  

The second prong of the Howey test requires that the investment be 

in a common enterprise.117 There is a circuit split as to what constitutes 

a common enterprise.118 Most circuits use a horizontal commonality 

107. DAO Report, supra note 97, at 4.

108. Id. at 6.

109. Id. 

110. Mendelson, supra note 97, at 67.

111. DAO Report, supra note 97, at 1, 6.

112. Id. at 6.

113. Id. at 11.

114. Hector v. Wiens, 533 F.2d 429, 432 (9th Cir. 1976).

115. DAO Report, supra note 97, at 11 (quoting Uselton v. Com. Lovelace Motor Freight, Inc., 940

F.2d 564, 574 (10th Cir. 1991)). 

116. Id. at 11.

117. Hector, 533 F.2d at 432.

118. Long v. Shultz Cattle Co., 881 F.2d 129, 140 (5th Cir. 1989).
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test.119 Horizontal commonality is “the tying of each individual 

investor’s fortunes to the fortunes of the other investors by the pooling 

of assets, usually combined with the pro-rata distribution of profits.”120 

Conversely, the Fifth, Ninth, and Eleventh Circuits use various 

versions of the vertical commonality test.121 Vertical commonality 

“focuses on the relationship between the promoter [of the security] and 

the body of investors.”122 The fortunes of the investors must be 

“interwoven with and dependent upon the efforts and success of those 

seeking the investment or of third parties.”123 Vertical commonality 

was used in SEC v. Koscot Interplanetary, Inc.124 In Koscot, investors 

were lured into meetings by independent distributors selling 

cosmetics.125 The enterprise was a three-level pyramid scheme where 

the investors were offered to buy cosmetics at a discount.126 The 

greater the investment, the greater the discount they would receive.127 

The investors were also encouraged to bring new investors, and they 

would receive a percentage of the amount that the new investor would 

bring in.128 No extra work was required once a new investor bought 

in.129 The SEC found the recruitment scheme (not the sale of 

cosmetics) to be a sale of a security.130 The Fifth Circuit agreed, based 

on its definition of a common enterprise, because the “promoters 

retain[ed] immediate control over the essential managerial conduct of 

[the] enterprise and . . . the investor’s realization of profits [was] 

inextricably tied to the success of the promotional scheme.”131 The 

Fifth and Eleventh Circuits use a broad vertical commonality test, 

119. Id.; Justin Henning, The Howey Test: Are Crypto-Assets Investment Contracts?, 27 U. MIA. BUS.

L. REV. 51, 64 (2018). 

120. Revak v. SEC Realty Corp., 18 F.3d 81, 87 (2d Cir. 1994).

121. Id.; Long, 881 F.2d at 140. 

122. Revak, 18 F.3d at 87.

123. Villeneuve v. Advanced Bus. Concepts Corp., 698 F.2d 1121, 1124 (11th Cir. 1983).

124. See SEC v. Koscot Interplanetary, Inc., 497 F.2d 473, 478–79 (5th Cir. 1974). 

125. Id. at 475.

126. Id. 

127. Id. 

128. Id. at 476.

129. Id.

130. Koscot, 497 F.2d at 475.

131. Id. at 485.
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whereas the Ninth Circuit uses a narrow vertical commonality test, the 

difference being the amount of correlation required between “the 

promotor’s success or failure and the investors’ profits or losses.”132 

In the DAO Report, the SEC did not address commonality in its 

analysis of the DAO.133 Some proffer that the SEC did not address 

commonality because it was clear from the facts that commonality 

existed, and it was thus unnecessary to address.134 Others argue that 

while horizontal commonality was apparent in the facts surrounding 

the DAO issuance, vertical commonality may have been lacking.135 

The SEC, however, “does not require vertical or horizontal 

commonality per se, nor does it view a ‘common enterprise’ as a 

distinct element of the term ‘investment contract.’”136 Unless an ICO 

is based on “a non-profit, open-source” network, however, 

commonality is likely easily satisfied.137 

The next element of the Howey test requires the investors to have a 

reasonable expectation of profits.138 The SEC limited its discussion of 

this element to a short paragraph when applying it to the DAO in the 

DAO Report.139 The promotional activities that Slock.it distributed 

specified that the DAO “was a for-profit entity whose objective was to 

fund projects in exchange for a return on investment.”140 In SEC v. 

Edwards, the Court explained that in a Howey test analysis the term 

“profits” was construed “in the sense of income or return, to include, 

for example, dividends, other periodic payments, or the increased 

value of the investment.”141 Further, the Court noted that “[t]here [was] 

no reason to distinguish between promises of fixed returns and 

promises of variable returns” under Howey.142 In the case of the DAO, 

132. Henning, supra note 119, at 65 (quoting Long v. Shultz Cattle Co., 881 F.2d 129, 140 (5th Cir. 

1989)). 

133. Mendelson, supra note 99, at 67.

134. See, e.g., id.

135. See, e.g., Oren, supra note 98, at 640.

136. The Framework, supra note 96, n.10.

137. Mendelson, supra note 99, at 75.

138. Hector v. Wiens, 533 F.2d 429, 432 (9th Cir. 1976).

139. See DAO Report, supra note 97, at 11–12.

140. Id.

141. SEC v. Edwards, 540 U.S. 389, 394 (2004). 

142. Id. 
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already invested ETH was reinvested by the DAO to fund projects.143 

The DAO token holders would then share in the profits from these 

investments.144 The SEC concluded that “a reasonable investor would 

have been motivated, at least in part, by the prospect of profits on their 

investment of ETH in [t]he DAO.”145 

The fourth and final element of the Howey test requires that profits 

be derived from the managerial efforts of others.146 In Howey, the 

Court stated that profits in an investment contract must be derived 

“solely from the efforts of others.”147 For many years, however, courts 

have not interpreted the word “solely” literally.148 Instead, courts focus 

on “the degree of managerial control over an enterprise.”149 For 

example, in Koscot, the court noted that a literal application of the 

word “solely” “would frustrate the remedial purposes” of the 1933 and 

1934 Acts.150 The court stated that “it would be easy to evade [the 

Howey test] by adding a requirement that the buyer contribute a 

modicum of effort.”151 The Koscot court noted that this was consistent 

with Howey, which it quoted stating, “the statutory policy of affording 

broad protection to investors is not to be thwarted by unrealistic and 

irrelevant formulae.”152 The court further stated, “[i]t would be 

anomalous to maintain that the Court in Howey intended to formulate 

the type of intractable rule which it had decried.”153 This keeps with 

the policy that “in searching for the meaning and scope of the word 

‘security’ in the Act, form should be disregarded for substance and the 

emphasis should be on economic reality.”154 

143. DAO Report, supra note 97, at 12.

144. Id.

145. Id. 

146. Hector v. Wiens, 533 F.2d 429, 433 (9th Cir. 1979).

147. SEC v. W.J. Howey Co., 328 U.S. 293, 301 (1946) (emphasis added).

148. Mendelson, supra note 99, at 80.

149. Id. 

150. SEC v. Koscot Interplanetary, Inc., 497 F.2d 473, 480 (5th Cir. 1974). 

151. Id. (alternation in original) (quoting SEC v. Glenn W. Turner Enters., 474 F.2d 476, 482 (9th Cir. 

1973)). 

152. Id. (quoting Howey, 328 U.S. at 301).

153. Id. 

154. Tcherepnin v. Knight, 389 U.S. 332, 336 (1967) (citing Howey, 328 U.S. at 298).
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In the DAO Report, the SEC argued that the element requiring 

profits to be derived from the managerial efforts of others was satisfied 

because “[t]he DAO’s investors relied on the managerial and 

entrepreneurial efforts of Slock.it and its co-founders, and [t]he DAO’s 

Curators,” making them essential to the enterprise.155 The DAO was 

marketed as having “active engagement” between the DAO, DAO 

token holders, and Slock.it.156 Slock.it created and maintained the code 

that formed the DAO.157 Additionally, Slock.it chose Curators to 

screen investment opportunities.158 The Curators examined potential 

investments and encouraged DAO token holders to vote for what they 

thought were the best opportunities.159 The SEC found that because of 

Slock.it’s marketing and conduct, Slock.it led investors to trust it to 

provide “significant managerial efforts required to make [t]he DAO a 

success.”160 The SEC noted that these facts led it to conclude that 

Slock.it actively oversaw the DAO.161 

The SEC also found that “[a]lthough DAO [t]oken holders were 

afforded voting rights, these voting rights were limited.”162 DAO token 

holders could only vote on proposals that had been vetted by the 

Curators.163 This vetting process did not have any mechanism to give 

the DAO token holders access to enough information to allow them to 

make informed investment decisions.164 Further, because the DAO 

token holders were only pseudonymously identified and were widely 

dispersed to a large number of investors, the DAO could not operate 

like a partnership.165 The SEC found that “[t]hese facts diminished the 

ability of DAO [t]oken holders to exercise meaningful control over the 

enterprise through the voting process, rendering the voting rights of 

155. DAO Report, supra note 97, at 12.

156. Id.

157. Id.

158. Id. at 13.

159. Id.

160. Id. at 12.

161. DAO Report, supra note 97, at 13.

162. Id.

163. Id.

164. Id. at 14.

165. Id.
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DAO [t]oken holders akin to those of a corporate shareholder.”166 The 

efforts of Slock.it and its Curators, and not the efforts of the DAO 

token holders, were what the SEC found to be “undeniably significant” 

and “essential to the overall success and profitability of any investment 

into [t]he DAO.”167 

Having found that all four prongs of the Howey test were met, the 

SEC concluded that DAO tokens are investment contracts and 

therefore are securities that should have been registered.168 However, 

after issuing the DAO Report, the SEC did not refer Slock.it or the 

DAO for enforcement.169 Instead, the DAO Report put issuers of 

digital tokens on notice that using digital technology did not exempt 

them from securities regulation.170 The SEC stated, “The automation 

of certain functions through this technology, ‘smart contracts,’ or 

computer code, does not remove conduct from the purview of the U.S. 

federal securities laws.”171 The entire industry, therefore, was warned 

that the failure to follow the guidance in the DAO Report would lead 

to future enforcement actions.172 

However, the DAO Report did not stand for the regulation of all 

virtual currencies.173 After the DAO Report, SEC enforcement focused 

on ICOs.174 This enforcement was unsurprising. In November 2017, 

shortly after the DAO Report’s release, Jay Clayton, then chair of the 

SEC, remarked during a speech at the Institute for Securities 

Regulation that he has “yet to see an ICO that doesn’t have a sufficient 

number of hallmarks of a security.”175 Two months prior to making 

166. Id. at 15.

167. DAO Report, supra note 97, at 15.

168. Id. at 16.

169. Mendelson, supra note 99, at 68.

170. Id. at 68–69. 

171. DAO Report, supra note 97, at 2 (footnote omitted). 

172. Mendelson, supra note 99, at 68–69.

173. Bull & Harttraft, supra note 77, at 14.

174. Mendelson, supra note 99, at 70.

175. Dave Michaels & Paul Vigna, SEC Chief Fires Warning Shots Against Coin Offerings, WALL ST. 

J., https://www.wsj.com/articles/sec-chief-fires-warning-shot-against-coin-offerings-1510247148 

[https://perma.cc/D9J7-STP3] (Nov. 9, 2017, 5:31 PM) (quoting Jay Clayton, SEC Chair).
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those remarks, the SEC created its Cyber Unit within the Enforcement 

Division to “focus on targeting cyber-related misconduct.”176 

In one of the Cyber Unit’s early enforcement actions, the SEC 

clarified that issuances of utility tokens were not exempt from SEC 

regulation, even in the absence of fraud. 177 This position was in line 

with the substance over form approach of using the Howey test on a 

case-by-case basis to determine whether an ICO was an investment 

contract.178 Utility tokens are tokens that have a useful function.179 

They may be used to purchase goods or services on a particular 

blockchain.180 Holders of utility tokens may also receive rights such as 

access to special services or the ability to download certain software.181 

Alternatively, like other securities, security tokens give the holder 

ownership and voting rights including a share of the profits in the 

venture.182 

A month after the creation of the Cyber Unit, the SEC brought 

cease-and-desist proceedings against Munchee Inc.183 Munchee 

intended to launch a restaurant review app.184 The app would allow 

people to receive MUN tokens in exchange for reviews, which could 

then be used by the holders to purchase meals at participating 

restaurants.185 To fund the project, Munchee raised $15 million 

through an ICO, selling MUN tokens to the general public.186 The SEC 

applied the Howey test to the MUN token issuance and found it to be 

a security offering.187 The MUN tokens were purchased with Ether or 

176. Press Release, U.S. Securities and Exchange Commission, SEC Announces Enforcement

Initiatives to Combat Cyber-Based Threats and Protect Retail Investors (Sept. 25, 2017), 

https://www.sec.gov/news/press-release/2017-176 [https://perma.cc/K2FJ-7WCG].

177. Bull & Harttraft, supra note 77, at 18.

178. See id. at 18–20.

179. Scott W. Maughan, Utility Token Offerings: Can a Security Transform into a Non-Security?, 2019 

BYU L. REV. 1113, 1118 (2019). 

180. Id.

181. Id.

182. Id.

183. Munchee Inc., Securities Act Release No. 10445, 118 SEC Docket 975 (Dec. 11, 2017) 

[hereinafter Munchee Inc.].

184. Id. at 1.

185. Id. at 4.

186. Id. at 1, 8.

187. Id. at 2.
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Bitcoin, so there was an exchange of money for the tokens, forming 

the basis for an investment contract.188 The proceeds from the ICO 

were “to be used by Munchee to build an ‘ecosystem’ that would create 

[secondary market] demand for MUN tokens,” giving purchasers a 

reasonable expectation of profits.189 Munchee and its agents were 

solely responsible for creating and revising the “‘ecosystem’ that 

would increase the value of MUN,” without input from the token 

holders.190 Because “[i]nvestors had little choice but to rely on 

Munchee” and its agents, the SEC concluded that investors’ profits 

were to be derived from the managerial efforts of others.191 The 

marketing of MUN tokens as an investment was instrumental in the 

SEC’s decisions to order Munchee to cease and desist from making 

new offerings.192 The Supreme Court has held that investing in “a 

commodity for personal consumption,” instead of “reaping profits 

from the efforts of others,” was not an expectation of profit under 

Howey.193 If the tokens were issued to be used only as a reward within 

Munchee’s ecosystem, without potential for secondary market profits, 

the SEC likely would not have acted against Munchee.194 Further, the 

SEC stated that “[i]nvestors’ expectations were primed by Munchee’s 

marketing of the MUN token offering.”195 Assurances regarding 

Munchee’s new ecosystem gave buyers a reasonable belief that 

Munchee’s entrepreneurial efforts would drive the value of MUN 

tokens.196 

With the initial focus on ICO enforcement, the SEC took few actions 

against the ongoing use of digital currencies.197 Within a year of the 

DAO Report, the SEC took the position that two of the most popular 

188. Id. at 8.

189. Munchee Inc., supra note 183, at 8.

190. Id. at 9. 

191. Id. 

192. See id. at 6.

193. Landreth Timber Co. v. Landreth, 471 U.S. 681, 689 (1985).

194. See Munchee Inc., supra note 183, at 8–9.

195. Id. at 9.

196. Id. 

197. See Maughan, supra note 179, at 1134.
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digital currencies, Bitcoin and Ether, were not securities.198 William 

Hinman, the director of the Division of Corporation Finance of the 

SEC, stated this about Bitcoin: “[W]hen I look at Bitcoin today, I do 

not see a central third party whose efforts are a key determining factor 

in the enterprise. The network on which Bitcoin functions is 

operational and appears to have been decentralized for some time, 

perhaps from inception.”199 Similarly, aside from the fundraising 

efforts to create Ether, under “the Ethereum network and its 

decentralized structure, current offers and sales of Ether are not 

securities transactions.”200 Because of the decentralized structure of 

both of these digital currencies, “[a]pplying the disclosure regime of 

the federal securities laws to the offer and resale . . . would seem to 

add little value.”201 This is consistent with the Commodities Futures 

Trading Commission’s (CFTC) order, which views virtual currencies 

as commodities subject to CFTC jurisdiction.202 

Consistent with Howey’s principle of disregarding form for 

substance, the analysis of whether a particular crypto-asset is an 

investment contract can change over time.203 Director Hinman 

addressed “whether a digital asset offered as a security can, over time, 

become something other than a security.”204 He concluded that it could 

be in at least two cases.205 The first is where, after the ICO, “there is 

no longer any central enterprise being invested.”206 The second is 

“where the digital asset is sold only to be used to purchase a good or 

service available through the network on which it was created.”207 As 

198. William Hinman, Dir., Div. of Corp. Fin., U.S. Sec. & Exch. Comm’n, Remarks at the Yahoo

Finance All Markets Summit: Crypto: Digital Asset Transactions: When Howey Met Gary (Plastic) (June 

14, 2018), https://www.sec.gov/news/speech/speech-hinman-061418 [https://perma.cc/NE2C-EHVT].

199. Id. 

200. Id. 

201. Id.

202. See Commodity Futures Trading Comm’n v. McDonnell, 287 F. Supp. 3d 213, 226 (E.D.N.Y.

2018).

203. Bull & Harttraft, supra note 77, at 19.

204. Hinman, supra note 198.

205. Id.

206. Id.

207. Id.
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such, “fully functional” utility tokens may be outside of the scope of 

the SEC’s regulatory authority.208 However, Hinman warned that 

the analysis of whether something is a security is not static 

and does not strictly inhere to the instrument. Even digital 

assets with utility that function solely as a means of 

exchange in a decentralized network could be packaged and 

sold as an investment strategy that can be a security. If a 

promoter were to place Bitcoin in a fund or trust and sell 

interests, it would create a new security.209 

To help clarify whether digital assets were securities, the SEC 

issued guidance in its 2018 “Framework for ‘Investment Contract’ 

Analysis of Digital Assets” (Framework).210 The Framework first 

reiterated that the Howey test’s investment contract analysis is still the 

main vehicle for determining whether the sale of a cyber asset is a 

security.211 The Framework further breaks down the prongs of the 

Howey test into a series of particular factors to help determine if the 

prong is met in a sale of cyber assets.212 The Framework primarily 

focuses on the whether there is a reasonable expectation of profits 

derived from the efforts of others.213 This is seen by some as 

confusing.214 It does not state that any of the elements are more 

important than any others nor does it quantify how many elements 

must be met in order to satisfy a Howey analysis.215 After the release 

of the Framework, SEC Commissioner Hester M. Peirce noted: 

208. Bull & Harttraft, supra note 77, at 18.

209. Hinman, supra note 198 (footnote omitted).

210. The Framework, supra note 96. The SEC issued the Framework on its Strategic Hub for Innovation 

and Financial Technology, commonly referred to as FinHub. See Strategic Hub for Innovation and

Financial Technology (FinHub), U.S. SEC. & EXCH. COMM’N, https://www.sec.gov/finhub

[https://perma.cc/F3HW-KZ66] (Aug. 11, 2022). 

211. The Framework, supra note 96.

212. Id.

213. Id.

214. See, e.g., Goforth, supra note 59, at 652.

215. Id. 
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While Howey has four factors to consider, the framework 

lists 38 separate considerations, many of which include 

several sub-points. A seasoned securities lawyer might be 

able to infer which of these considerations will likely be 

controlling and might therefore be able to provide the 

appropriate weight to each. . . . [N]on-lawyers and lawyers 

not steeped in securities law and its attendant lore will not 

know what to make of the guidance.216 

The Framework did offer some insight as to how the SEC would 

pursue enforcement.217 First, it reiterated that a Howey investment 

contract analysis would be used to determine whether a cyber asset 

was a security.218 Second, it showed that the SEC would emphasize 

enforcement actions on ICOs.219 In following its guidance, SEC 

actions after the Framework primarily focused on ICOs.220 Most were 

cases that involved fraud, but several actions concerned registration 

violations without fraud.221 Because of the lack of specific guidance 

related to NFTs and the absence of significant case law regarding when 

NFTs are regulatable securities, the case law and guidance on 

cryptocurrency will likely be the basis of analysis in this area. 

Commissioner Peirce warned that NFTs may fall within the regulatory 

jurisdiction of the SEC.222 Most likely, in determining whether an NFT 

is a security, the SEC will be using a Howey analysis.223 

216. Hester M. Peirce, Comm’r, U.S. Sec. & Exch. Comm’n, Remarks at the Securities Enforcement 

Forum: How We Howey (May 9, 2019), https://www.sec.gov/news/speech/peirce-how-we-howey-

050919 [https://perma.cc/GKM2-4AJ8].

217. See generally The Framework, supra note 96.

218. Id.

219. Id.

220. See Guseva, supra note 80, at 11.

221. Id. 

222. Cheyenne Ligon, SEC Commissioner Hester Peirce Says Washington Doesn’t Need a New Crypto

Regulator, COINDESK, https://www.coindesk.com/policy/2021/12/30/sec-commissioner-hester-peirce-

says-washington-doesnt-need-a-new-crypto-regulator/ [https://perma.cc/JXV9-JTW3] (Jan. 3, 2022, 

10:08 AM).

223. See Matt Robinson, SEC Scrutinizes NFT Market over Illegal Crypto Token Offerings, BNN

BLOOMBERG (Mar. 2, 2022), https://www.bnnbloomberg.ca/sec-scrutinizes-nft-market-over-illegal-

crypto-token-offerings-1.1731604 [https://perma.cc/L7AX-7EFD].
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The first prong of a Howey investment contract analysis requires an 

investment of money.224 NFTs are mostly made available on the 

Ethereum blockchain and paid for with Ethereum cryptocurrency, 

although they can be sold in different ways.225 In the Framework, the 

SEC takes the position that “[t]he 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.”226 This prong is likely easily met as long 

as the NFT was acquired in an exchange for value. 

NFTs differ from cryptocurrencies in the second prong of the Howey 

test which requires a common enterprise.227 Referring to ICOs, the 

Framework only states that “[c]ourts 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.”228 Because NFTs are non-fungible, the relationship 

between the buyer and seller is different from that of a typical 

investment contract.229 Each NFT is unique from all other NFTs. 

NFTs, although digital, “represent[] a real-world object, most 

commonly a piece of art, music, or video.”230 While the analysis of 

commonality is very fact specific, it is unlikely the SEC would look at 

most NFTs as a common enterprise. If an NFT that is purchased is a 

collectible, there are no further ties between the buyer and the seller in 

that transaction.231 These type of NFTs are essentially one-of-a-kind 

224. The Framework, supra note 96.

225. Sabrina Ortega, NFTs and fNFTs – Priceless Collectables, Digital Trinkets, or Regulatable

Securities?, U. MIA. BUS. L. REV. (Jan. 21, 2022), https://business-law-review.law.miami.edu/nfts-and-

fnfts-priceless-collectables-digital-trinkets-or-regulatable-securities/ [https://perma.cc/P3UW-XL73].

226. The Framework, supra note 96.

227. Id.

228. Id. (footnote omitted). 

229. See Robert Anello, Digital Art May Be Next in the SEC’s Crosshairs, FORBES (July 15, 2021, 9:48 

PM), https://www.forbes.com/sites/insider/2021/07/15/digital-art-may-be-next-in-the-secs-

crosshairs/?sh=86602dc32dff [https://perma.cc/R5CP-9D89].

230. Id.

231. See Robyn Conti & John Schmidt, What Is an NFT? Non-Fungible Tokens Explained, FORBES 

ADVISOR, https://www.forbes.com/advisor/investing/cryptocurrency/nft-non-fungible-token/ 

[https://perma.cc/J8EV-5K3H] (Apr. 8, 2022, 8:36 AM). 

33

Elzweig and Trautman: When Does a Non-Fungible Token (NFT) Become a Security?

Published by Reading Room, 2023



328 GEORGIA STATE UNIVERSITY LAW REVIEW [Vol. 39:2 

products being sold on the market, albeit through blockchain.232 This 

is no different than the sale of a traditional painting.233 Horizontal 

commonality is not met because the value is not tied to other investors 

and there is no pro-rata share of investments.234 There is no pooling of 

investors whose fortunes depend on the profitability of the 

enterprise.235 Also, there is no vertical commonality because there are 

no promoter’s efforts that would impact the investment past the point 

of purchase.236 

A commonality analysis would likely be different for fractional 

NFTs (f-NFTs). Similar to other NFTs, f-NFTs represent ownership of 

assets such as art, music, or videos, but as the name suggests, the 

ownership is fractionalized.237 The fractionalized ownership is known 

as a shard, with each shard representing a share of ownership.238 Courts 

and Congress use a flexible definition of security.239 This includes 

“pools of home mortgage or auto loans, interests in earthworm farms 

and chinchilla ranches, and various forms of pyramid schemes.”240 

Fractionalizing ownership brings an element of fungibility to f-NFTs. 

By the nature of f-NFTs, investors are likely engaged in a common 

enterprise because of their investment in a single token.241 By selling 

shards of an f-NFT, both horizontal and vertical commonality may be 

met. Horizontal commonality may be met because there would be a 

pool of investors (other shard owners) whose investments are tied to 

each other in the underlying NFT.242 Vertical commonality may also 

be met because the seller of the shard may retain control of the NFT, 

and therefore, the investor and the seller’s fortunes become 

232. Anello, supra note 229.

233. See id.

234. See Revak v. SEC Realty Corp., 18 F.3d 81, 87 (2d Cir. 1994) (quoting Hart v. Pulte Homes of 

Mich. Corp., 735 F.2d 1001, 1004 (6th Cir. 1984) (citations omitted)).

235. Id. 

236. SEC v. Koscot Interplanetary, Inc., 497 F.2d 473, 478 (5th Cir. 1974). 

237. Ortega, supra note 225.

238. Anello, supra note 229.

239. Miriam R. Albert, The Howey Test Turns 64: Are the Courts Grading This Test on a Curve?, 2 

WM. & MARY BUS. L. REV. 1, 7 (2011). 

240. Id.

241. Ortega, supra note 225.

242. Id.
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intertwined.243 While the Framework emphasizes that the Howey test 

should be applied on a case-by-case basis, selling shards of an NFT 

increases the likelihood that a common enterprise would be found. 

Commissioner Peirce warned that selling f-NFTs could turn an NFT 

that was not a security into a security.244 

In the Framework, the SEC conflates the last two prongs of the 

Howey test. In doing so it noted: 

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.245 

Although commonality may be less frequent in NFTs than in ICOs, 

the last two prongs of Howey will still be crucial in deciding whether 

an NFT should be treated as an investment contract. The Framework 

specifies that these prongs will be decided by objectively analyzing the 

“‘economic reality’ of the transaction.”246 This inquiry includes the 

“character the instrument is given in commerce by the terms of the 

offer, the plan of distribution, and the economic inducements held out 

to the prospect.”247 The last two prongs would be met if a “promoter, 

sponsor, or other third party . . . provides essential managerial efforts 

that affect the success of the enterprise, and investors reasonably 

expect to derive profit from those efforts.”248 The Framework gives 

243. Tucker P. Sutlive, Note, Not Your Grandpa’s Trading Cards: Understanding NFTs in Professional

Sports and Why Some May Be Considered Securities, 26 N.C. BANKING INST. 249, 260–61 (2022). 

244. Sophie Kiderlin, The SEC’s ‘Crypto Mom’ Hester Peirce Says Selling Fractionalized NFTs Could

Be Illegal, MKTS. INSIDER (Mar. 26, 2021, 9:52 AM),

https://markets.businessinsider.com/currencies/news/sec-crypto-mom-hester-peirce-selling-nft-

fragments-illegal-2021-3-1030250153 [https://perma.cc/UH26-P7DA].

245. The Framework, supra note 96.

246. Id. (footnote omitted). 

247. Id. (quoting SEC v. C. M. Joiner Leasing Corp., 320 U.S. 344, 352–53 (1943)).

248. Id. 
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guidance to determine the economic reality of a transaction, where 

some characteristics are more applicable to Howey’s third prong 

(reasonable expectation of profits) and others more applicable to the 

fourth prong (the entrepreneurial efforts of others).249 

Although it must be decided on a case-by-case basis, sales of NFTs 

that are not fractionalized are unlikely to meet the expectation of 

profits prong. Instead, they resemble utility tokens. The Framework 

lists characteristics of a transaction that could make it appear that there 

is an expectation of profits.250 Some of the characteristics include 

whether holders of a digital asset share in the issuing enterprises’ 

profits, if there is a secondary market for the asset, whether the issuer 

holds portions of the digital assets (and is therefore benefitting from 

its own efforts), and if the purchaser reasonably expects the issuer’s 

efforts to create a return on the purchase.251 These factors are unlikely 

to be found if an NFT is a collectible (such as a piece of art) and is 

bought outright from the seller. It would be no different than 

purchasing non-digital collectibles. The purchaser may have an 

expectation that the NFT will increase in value, but “[p]rice 

appreciation resulting solely from external market forces (such as 

general inflationary trends or the economy) impacting the supply and 

demand for an underlying asset generally is not considered ‘profit’ 

under the Howey test.”252 Buying an NFT hoping that its scarcity will 

increase its price is similar to a collector buying a piece of art with the 

hope that market forces will create demand for the art and therefore 

increase its price. Neither would be an investment contract under 

Howey. 

B. CryptoPunks: The Security?

However, if an issuer retains part of a collection of NFTs that are

sold publicly, the sale may start to resemble an investment contract. 

249. Id.

250. Id.

251. The Framework, supra note 96.

252. Id. (emphasis added).

36

Georgia State University Law Review, Vol. 39, Iss. 2 [2023], Art. 8

https://readingroom.law.gsu.edu/gsulr/vol39/iss2/8



2023] NON-FUNGIBLE TOKEN 331 

For example, CryptoPunks are marketed as collectibles and are one of 

the first NFTs created on the Ethereum network, with the most 

expensive one selling for $7.7 million.253 There were 10,000 unique 

CryptoPunks NFTs created.254 Upon selling these NFTs to the public, 

the creators retained 1,000 collectibles.255 The CryptoPunks have 

steadily increased in price, therefore increasing the value of the 1,000 

collectibles.256 While CryptoPunks may not have been originally 

created as an investment, the sale of interrelated NFTs may be 

considered to be the equivalent of shares in a common enterprise. The 

New York Times reported that “Larva Labs created the CryptoPunks in 

2017 as a generative project consisting of 10,000 pixelated characters. 

Dozens of these early NFTs have each sold for more than $1 million 

in Ethereum cryptocurrency, with overall sales totaling more than $2 

billion.”257 

Also relevant in determining whether an NFT purchaser has an 

expectation of profit is the type of targeted buyer and how the NFT 

was marketed. The Framework notes that a purchase may look more 

like an investment contract if a “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.”258 If the NFT itself is not a security, but the 

opportunity to purchase it is marketed as an investment to people who 

would have no use for the designed utility of the token, it starts to 

resemble a security. This is analogous to Howey. In Howey, orange 

groves were marketed, the sale of which by themselves is clearly not 

253. Tim Copeland, 50 CryptoPunks NFTs Go Fractional in New Collection, DECRYPT (Apr. 21, 2021), 

https://decrypt.co/68604/50-cryptopunks-nfts-go-fractional-in-new-collection [https://perma.cc/93FZ-

NDLM].

254. Jessica Klein, How CryptoPunks’ Creators Charmed the Art World and Paved the Way for

Blockchain Art, BREAKER (Jan. 23, 2019),

https://web.archive.org/web/20190124144642/https://breakermag.com/how-cryptopunks-creators-

charmed-the-art-world-and-paved-the-way-for-blockchain-art/ [https://perma.cc/BQ4D-SR6W].

255. Id.

256. Id.

257. Zachary Small, Sotheby’s NFT Sale, Expected to Hit $30 Million, Suddenly Canceled, N.Y. TIMES

(Feb. 24, 2022), https://www.nytimes.com/2022/02/24/arts/sothebys-nft-sale-canceled.html

[https://perma.cc/LC4X-GDXQ].

258. The Framework, supra note 96.
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an investment contract.259 However, the opportunity to purchase 

interest in the groves was marketed to “persons who reside in distant 

localities and who lack the equipment and experience requisite to the 

cultivation, harvesting and marketing of the citrus products.”260 The 

potential investors did not want to develop the land as would normally 

occur with a lease of a citrus farm.261 

Similarly, how a digital asset is marketed could be essential in 

determining whether there is an expectation of profit. In Howey, the 

plots of land were too small to be commercially viable on their own.262 

Instead, buyers were lured through marketing to invest in the income 

producing potential of a common enterprise.263 The Framework says 

that if a “digital asset is marketed, directly or indirectly . . . in terms 

that indicate it is an investment,” then it would be more likely to meet 

Howey’s reasonable expectation of profits prong.264 Sales of shards of 

f-NFTs are particularly likely to meet this prong. Speaking about f-

NFTS, Commissioner Peirce warned that “people are being very

creative in the type of NFTs they are putting out there . . . . You better 

be careful that you’re not creating something that’s an investment 

product—that is a security.”265 NFTs may be marketed for their 

investment potential instead of the underlying purpose of the digital 

asset.266 While NFTs may be marketed to entice a person to be treated 

like a connoisseur by owning shards of recognized NFTs, many f-

NFTs are marketed as investments.267 For example, uPunk bought and 

fractionalized a collection of fifty CryptoPunks though the Unicly 

259. SEC v. W.J. Howey Co., 328 U.S. 293, 295 (1946). 

260. Id. at 299–300.

261. Id. at 300.

262. Id.

263. Id. at 298.

264. The Framework, supra note 96.

265. Samuel Haig, SEC’s ‘Crypto Mom’ Warns Selling Fractionalized NFTs Could Break the Law,

COINTELEGRAPH (Mar. 26, 2021), https://cointelegraph.com/news/sec-s-crypto-mom-warns-selling-

fractionalized-nfts-could-break-the-law [https://perma.cc/JEG6-B3P8].

266. Id.; Arben Kane, Fractionalized NFT (F-NFTs): All That You Need to Know, MEDIUM (Sept. 9,

2021), https://medium.com/@arbenk/fractionalized-nft-f-nfts-all-that-you-need-to-know-46bc06ea486d

[https://perma.cc/L8MQ-AKUC].

267. Anello, supra note 229; Kane, supra note 266.
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protocol.268 There were 250 million shards created on Unicly (called 

uPunk tokens) which could be bought and resold.269 This greatly 

lowers the barriers of entry of ownership of CryptoPunks. UPunk 

tokens were not specifically marketed as investments, but instead 

operated as a DAO, allowing shard holders to vote on whether to sell 

an individual CryptoPunk from its collection.270 Other f-NFTs, 

however, are specifically marketed as an investment.271 The 

fractionalization of an NFT, which has a secondary market, creates a 

vehicle in which investors can anticipate a return on their investment 

due to fluctuations in the price of the shards.272 CryptoPunk #543 was 

split into shards by Otis Collection.273 

Otis marketed the shards stating one can “[b]uy and sell shares in 

real time” and “[e]arn potential returns.”274 By marketing shards as an 

investment for sale on a secondary market, a security is likely created. 

Again, this analysis is similar to Howey, in which fractionalization of 

the orange groves lowered the barriers of entry for those who wished 

to profit from citrus cultivation.275 This helped create a demand for 

investors who otherwise would likely have no interest in citrus 

farming. 

The final prong of the Howey analysis requires that “the expectation 

of profits is from the essential entrepreneurial efforts of others.”276 In 

a traditional NFT transaction, this prong is unlikely to be met.277 The 

seller usually relinquishes all control of the NFT upon transfer to the 

268. Copeland, supra note 253.

269. Id.

270. Id.

271. Karen J. Garnett, Jeffrey Neuburger & Frank Zarb, NFTs Are Interesting but Fractionalized Non-

Fungible Tokens (F-NFTs) May Present Even More Challenging Legal Issues, PROSKAUER ROSE LLP:

BLOCKCHAIN & L. (Apr. 22, 2021), https://www.blockchainandthelaw.com/2021/04/nfts-are-interesting-

but-fractionalized-non-fungible-tokens-f-nfts-may-present-even-more-challenging-legal-issues/

[https://perma.cc/68G4-FWYW].

272. Id.

273. CryptoPunk #543, OTIS, https://www.withotis.com/drop/crptopunk-543 [https://perma.cc/US7V-

9EU8].

274. Id. 

275. SEC v. W.J. Howey Co., 328 U.S. 293, 300 (1946). 

276. Goforth, supra note 59, at 649.

277. Anello, supra note 229.
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purchaser.278 However, this may not always be the case. An NFT sale 

could be analogous to the DAO and its issuance of DAO tokens. 

Although Slock.it considered itself as a DAO, the SEC found that 

investors were still reliant on the Curators’ decisions in choosing 

investments.279 Sometimes, control is not fully relinquished in an NFT 

offering. Because the expectation of profit no longer needs to be solely 

on the efforts of others, a seller of an NFT who retains managerial 

control could satisfy this test. Per the Framework, satisfaction of this 

test depends, in part, on whether a promotor is “responsible for the 

development, improvement (or enhancement), operation, or promotion 

of the network, particularly if purchasers of the digital asset expect [a 

promotor] to be performing or overseeing tasks that are necessary for 

the network or digital asset to achieve or retain its intended purpose or 

functionality.”280 While it would have to be determined on an 

individual transaction, f-NFTs would be more likely to satisfy this 

prong. Splitting an f-NFT may make an NFT fungible. The shards can 

be traded, sometimes on exchanges, like stock in a corporation. If an 

f-NFT is traded and the issuer retains a degree of managerial control

over the underlying asset, then the f-NFT is likely to meet this Howey

test prong. The amount of control will depend on the analysis of the

transaction, but the Framework identifies several indicators that the

expectation of profits relied on the managerial efforts of others.281

They include the following: “Purchasers reasonably . . . expect[ting]

that [the promotor’s] efforts will result in capital appreciation of the

digital asset and therefore be able to earn a return on their purchase”;

“a [promotor] has raised an amount of funds in excess of what may be

needed to establish a functional network or digital asset”; “[the

promotor] 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”;

and “[the promotor] continues to expend funds from proceeds or

operations to enhance the functionality or value of the network or

278. Id. 

279. DAO Report, supra note 97, at 12.

280. The Framework, supra note 96 (footnotes omitted). 

281. Id.
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digital asset.”282 Because shards of f-NFTs can be traded on secondary 

markets, they may see appreciation in value.283 If the increase in value 

is related to the sellers’ efforts, and the seller has retained control of a 

portion of the underlying asset, this prong will easily be met. This 

would be similar to Howey, where the orange groves were split into 

fractional shares, represented by individual land sales contracts that 

could not be cultivated individually.284 These contracts represented 

how “investors provide the capital and share in the earnings and profits 

[and] the promotor’s manage, control[,] and operate the enterprise.”285 

NFTs are yet another technological development that creates novel 

challenges for corporate boards and their audit committees.286 

CONCLUSION 

On March 9, 2022, President Joe Biden signed an executive order 

requiring federal agencies to review policies related to 

282. Id.

283. Kane, supra note 266.

284. SEC v. W.J. Howey Co., 328 U.S. 293, 300 (1946). 

285. Id. 

286. H. Justin Pace & Lawrence J. Trautman, Mission Critical: Caremark, Blue Bell, and Director 

Responsibility for Cybersecurity Governance, 2022 WIS. L. REV. (forthcoming 2022) (manuscript at 63–

64), https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3938128 [https://perma.cc/NS78-EJCY];

Lawrence J. Trautman, Seletha Butler, Frederick R. Chang, Michele Hooper, Ron McCray & Ruth

Simmons, Corporate Directors: Who They Are, What They Do, Cyber Risk and Other Challenges, 70

BUFF. L. REV. 459, 514 (2022); Lawrence J. Trautman, Rapid Technological Change and U.S.

Entrepreneurial Risk in International Markets: Focus on Data Security, Information Privacy, Bribery and 

Corruption, 49 CAP. U. L. REV. 67, 85 (2021); Lawrence J. Trautman, Mohammed T. Hussein, Louis

Ngamassi & Mason J. Molesky, Governance of the Internet of Things (IoT), 60 JURIMETRICS 315, 344

(2020); Lawrence J. Trautman & Peter C. Ormerod, Industrial Cyber Vulnerabilities: Lessons from

Stuxnet and the Internet of Things, 72 U. MIA. L. REV. 761, 778 (2018); Lawrence J. Trautman & Peter

C. Ormerod, Corporate Directors’ and Officers’ Cybersecurity Standard of Care: The Yahoo Data

Breach, 66 AM. U. L. REV. 1231, 1234–35 (2017); Lawrence J. Trautman, Who Sits on Texas Corporate

Boards? Texas Corporate Directors: Who They Are & What They Do, 16 HOUS. BUS. & TAX L.J. 44, 94–

95 (2016); Lawrence J. Trautman, Present at the Creation: Reflections on the Early Years of the National

Association of Corporate Directors, 17 DUQ. BUS. L.J. 1, 22 (2015); Lawrence J. Trautman, Who 

Qualifies as an Audit Committee Financial Expert Under SEC Regulations and NYSE Rules?, 11 DEPAUL 

BUS. & COM. L.J. 205, 224 (2013); Lawrence J. Trautman, The Matrix: The Board’s Responsibility for

Director Selection and Recruitment, 11 FLA. ST. U. BUS. REV. 75, 106, 116 (2012); Lawrence J. Trautman 

& Kara Altenbaumer-Price, The Board’s Responsibility for Information Technology Governance, 28 J. 

MARSHALL J. COMPUT. & INFO. L. 313, 313–14 (2011). 
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cryptocurrencies and other digital assets.287 A focal point in the 

executive order included consumer protection in the purchase of the 

digital assets.288 It called for the cooperation of many federal agencies, 

including the SEC, to accomplish this goal.289 However, with the 

SEC’s long history of relying on the Howey test to determine whether 

a transaction is an investment contract, it is unlikely to change issue-

specific regulation to determine the classification of NFTs and f-NFTs. 

Instead, the SEC will likely rely on the substance over form approach 

that adds flexibility to the Howey test to analyze NFTs and f-NFTs on 

a case-by-case basis. With reports that there will be increased SEC 

scrutiny on NFTs, the SEC should issue guidelines in this area similar 

to those stated in the Framework.290 This guidance would inform the 

public in a practical way that will promote safety when purchasing and 

selling NFTs and f-NFTs. 

287. Exec. Order No.14,067, 87 Fed. Reg. 14143 (Mar. 9, 2022).

288. Id.

289. Id. at 14145.

290. Tom Mitchelhill, SEC Investigating NFT Market Over Potential Securities Violations: Reports,

COINTELEGRAPH (Mar. 3, 2022), https://cointelegraph.com/news/sec-investigating-nft-market-over-

potential-securities-violations-reports [https://perma.cc/7353-34GT]; Howey, 328 U.S at 301; DAO 

Report, supra note 97, at 1–2.
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