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SEC Cautions on Use of
Distributed Ledger/Blockchain
Technology to Raise Capital

September 26, 2017

In July, the SEC issued a report addressing the applicability of U.S. federal securities laws to the offer
and sale of securities by "virtual corporations or capital raising entities that use distributed ledger or
blockchain technology to facilitate capital raising and/or investment." The report stemmed from an
SEC investigation into whether The DAQO, an unincorporated organization, its promoters, and certain
intermediaries may have violated federal securities laws in connection with an "initial coin offering"
of blockchain-based digital tokens known as "DAO Tokens." The report describes The DAO as one
example of a Decentralized Autonomous Organization ("DAQO"), "a term used to describe a ‘virtual’
organization embodied in computer code and executed on a distributed ledger or blockchain." In
2016, DAO Tokens were offered in exchange for Ether, a virtual currency, raising the equivalent of
$150 million, to be used to fund certain projects on an ongoing basis. DAO Token holders stood to
profit from these projects as a return on their investment. In addition, they could monetize their
tokens by reselling them on a number of web-based platforms. Based on its investigation, the SEC
determined that DAO Tokens are securities and strongly cautioned "those who would use a [DOA
entity], or other distributed ledger or blockchain-enabled means for capital raising, to take
appropriate steps to ensure compliance with the U.S. federal securities laws." In addition, the SEC
warned that "any entity or person engaging in the activities of [a securities] exchange must register
as a national securities exchange or operate pursuant to an exemption from such registration." And,
although the report did not analyze whether The DAO was an "investment company," the SEC
cautioned that "[t]hose who would use virtual organizations should consider their obligations under
the Investment Company Act." Whether a particular transaction involves the offer and sale of a
security depends on the facts and circumstances. While acknowledging this, the SEC emphasized
that the federal securities laws apply "regardless whether the issuing entity is a traditional company
or a [DAQ], regardless whether those securities are purchased using U.S. dollars or virtual currencies,
and regardless whether they are distributed in certificated form or through distributed ledger
technology." In the case of The DAO, the SEC decided against pursuing an enforcement action in
favor of cautioning market participants generally regarding its views on the use of virtual
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organizations and other distributed ledger or blockchain-enabled means for raising capital. Those
who fail to heed the SEC’s guidance are unlikely to be as fortunate.
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