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[ 1] BLOCKCHAIN

| ASSOCIATION

Understanding the SEC’s Guidance on
ital Tokens: The Hinman Token
Standard

- The BELs Corpargtion Finanos Director Witlam Hinman has suggesiad a1z

wdatory framework for digital tokens

basod on the ievel of decentralization of the foken nebwork

- & project should meet the sle: g for decentralizatinon i i is more decentraiized than the

nebworks on Juns 14, 2008,

~ nnovators should taks comingt that this standard for decsntralization, property understooed, is not overly

burdensome or unrealisiic, and ssams o permil projects {0 have significant, nscesasry centralized isadership,

- Tne Bluct

a1 provide more

Association wges the 2EC and Congrss soulaiory ceriginiy in Hos with

framawork.

ire order fo realize the Iyl polen of the token sconpmy and sl of the sonvices i can olfer we need regulalory

certainty for digital tokens. We must know when tokens qualify as securities and whan they do not so that
innovators kinow which reguiatory regime applies, in 2018, the Sscurities and Exchange Commission {SEC) offered

informatl guidance on this topic in the form of enforcemant actlivities, statements, and speeches.

The most important statement to date has come from Willlam Hinman, director of the SEC™s Division of Corporation

Finance, on Juns 14, 2018 in a now well-known spegch al the Yahoo Financa All Markets Summil. The clearest and

most important takeaway from this speech was that bifcoin and ether were not considered securiiies by the SEC as
of that date. it did 50 because the factual record af the time demonstrated inat the networks In which the two
tokans function were “sufficiently decentralized.” Others have written extensively about the

fraditional Howey factors discussed in the Hinman speech, but the factors contributing to decentralization are less

well understood.

Token projacts can iearn from the analysis Hinman applied 1o bitcoin and ether, with the key learning being quite
simple: fokens from a network af least as deceniralized as the Rifcoin and Ethereum networks were on lune 14,
2018 are nof securfties. in this post we explore in detall the factual record and what qualities Bitcoin and Ethereum
had on June 14, 2018 o understand more specifically what threshold is needed for a network to be “sufficiently

decentralized.”

tratization sliminates the need for securities regulatinns

Sacurities regulations exist to reduce information asymimedtries betwean the promoter of an investmeant and
investors who are hoping 1o see a return from the investment. These reguiations require expensive disclosurss {and
middieman), buf these disclosuras are necessary because they ensure a fair marketplace. They make sense for debi
or equity instruments, but not for currencies (such as tha doliar, euro, or even bitcoin), nor for credits to buy
software services {(from gaming credifs to LivePesy tokens) because there is no centralized insider information in

the latter cases.
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Consider an analogy between buying a share of Google and buying a gold fulure; in the first case, Larry Page has
company-spectiic information he could trade on unfairly, while, with gold, an extramely “decentralized” market,
everyone can access market information. Page, like any CEQ or executive feam, is sufficiently ceniral {o the success
of fallure of Google, whereas many participants contribuie to the supply and demand for goid and thus its market

price.

Decentralization is a theme that aligns with the Suprems Court's

provides a framework for determining what is an “investment confract” An investment contractis aterm that is
includad in the definition of a security undsr securifies laws, but itsalf is not defined in the law. The Howey Test
highlights the reliance on the efforts of a small (that is, centralized) group of aciors as one component of what
gualifies as an investment contract (and tharafore a security). A key part of the Howey Test is how much influence a
smal} {that is, centralized) group of actors has on the price of the tem in guestion - the more influence, the more

likely it is that a purchase is an invesiment contract and therefore a security regulated by the SEC.

While deceniralization isn't the only component of the Howey Test, the June 14, 2018 Hinman speeach blessed
decentralization uneguivonally as a process thal ensures that tokens offered as securities in initial fokan sales are
no fonger securttiss once the natwork is sufficiently decentralized. Therefore, according 1o this best availabie SEC
guidance, if a token network does not rely — or transitions 1o stop relying — on a small, centralized group of
peaple, tokens on that network are not securities and, thereforg, disclosurs rulas maant 1o protect investors should

no longer apply. We believe this is a thoughiful and reasonable policy,
HMow deceniralized i suthicisntly deceniralized?

To understand the degree of dacaniralization needed to be sufficiently deceniralized, we must iook at the state of
the Bifcoin and Ethereum nebworks as of Juns 14, 2018. Since the Hinman speech does not set oul an exact
threshoid for sufficient decentralization, we aim 1o find if here. Of course, the siandard iiself possibiy couid be

lower than this, bul this helps pin down the threshold under current guidance.

The speech outlines a muiti-facior test without flashing out its substanca or setling forth the factors that are most
important. This is a common approach among regulators, and it gives the SEC flexibility 1o handis the unexpecied
and keep learning. Someone raading a list of a dozen factors might reasonably think that the SEC’s standard is
scary and impossibls to meel. But iooking al the standard in the context of the undarlying facts reveals that the

SEC's application of the standard is in fact minimal and commonsense, not restrictive,

As you will see in the charl below, as of fune 14, 2018, Bitcoin and Ethereum were decentralized in many ways, but
they also had considerable centralization and necassary leadership of thelr projects. In its simplest form, the
standard ssams to ask whather 3 token network has some basic tevel of Tunclionality, whether its governance is
more open and distributed than a single centrally-organized team, and whether at least some purchasers are users

rather than speculators. This is the Hinman Tokan Standard.

The SEC cannoi arbifrarily appiy a lower sfandard to kitcoin and ether than it would apply o all other {okens,
permitting bitcoin and ether 1o thrive while hobbling all subsaguent projaects. If the SEC deemed 3 foken more
deceniralized than biteoin and ather 10 be a sscurity, if would be applying ifs own proposed guidance arbitrarily.

The SEC is unlikely to do this, especially after publicly laying out the criteria that bifcoin and ethar met.

Of course, this legal standard for decentralization is likely evan lower, as the SEC never said that Bitcoln and
Ethereum on June 14 were barely “decentralized” enough 10 pass the "Hinman Token Standard” test. So less

decentralized networks may pass as well

The table below shows our best undersianding of the factors Birector Hinman iaid out and the factual record for
bitcoin and ether on June 14, 2018, the day of this seminal speech. The SEC has invited conversation on this
important topic, and we believe sharing this analysis publicly with the best minds can only improve our coilective

thinking.
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Dacentralization feature mentiorad iy
Hinman speech

Are pUrchasees investing atis seekmng a

TEiurn?

£ther tokens andior the Ethereum astwork
oivdune 14, 2018

Bitcoin takens and/or the Bitcon network
ondune 14,2018

Originally marketed pnmandy sousers, but smd Qngina(ly marketed tx potential tisers

15 anytiady.

inet
general public instead of to notential Users of
the natwork

is#t marketed and said “for 3 price that
reasonably correlates with the market vatue of
the good or service in the natwerk™?

oiris B

s there © vl hisd party whic
3 kEy determining factar i the enterprise™?

“Does the promoter continus to expend funds
from proceeds or operations to enhance the
functionality andior value of the system within
which the tokens operate?”

Do persans Or enbities other than tha
Promoter axercis: governancs sights'or.
{eaningful influsnce

“Is toxen creation commensuraie with mesting
the needs of users ar, rather, with fesding
specutation?”

More rsoen
PUbBZ O exchianges.

Likely selis at & premiur vs. network use
cases.

The mwst cantral parties &y 1o be Vitalik

by i i

Threshold for sutticient decentfalization

Ligital ickens tan'be traded on secondary

ey
prowotes At afl.

¥ and nos 50l6 by 5

More resently; Bought Brid soid by e’ general
Lupie on exchanges.

May sell at & pramives vs. network use Cases
b property-tax ", f
caosts; congestion, and volatitity can make it
impractical 2s 8 medium of exchange {though
itis useful a¢ 2 store of value).

i

Buterin-anita smalf naaiber ot core
davelopers, clisntidevelopers and
arganizetions, such as CansensSys, Bitern
began making sffatts o distance himsell from

centralized project leadership about two and @
haifyears after the Ethersiim telwolk went
v

The Ethereum Foundation expends funds to
improve the protocol, conduct protocol
research, maintain a core client, and promots
adoption. It is fundes by ether —-prababily
mostly from appreciation at this pains, not sake
proceeds

Defiring ‘governance”is mare compiey for &
toket netanek han for 3 company. The
eraim Foynidation arg the crestars of
ceuy e haavily fnvotvsd i deveioping
$hie risies of the networik; ooy othérs higve
infupncel

Partially the former. The Ethéreum-mining
process grants tokens as a reward for
securing the network, which is 2 user need.

Many purchasers of the tokens initiafty solg in
the presale wers likely specidating on the
fusture value of those tokens. (Thisis a
duestion of purchasar intent, and most
Ethereum presale purchasers did not spend 2
significant amount of the ether they purchasad
an ransaction fees.}

03t cantra parti ok
A.40zen OS¢ ootk fevelnnas a0r0ss nifferent
orgEnizaiions:

YOuGh!:

Na. (if's not clear to us that there has ever
been 3 ‘promoter” for Biicoin ~ we welcome
input on the issue.}

< again . even i HHgig s 8 “oromoter Tor
Biteoin, govemante and infiuence are highly
disperser gnd et ties 1o.any initiel groaup.

¥es, the token is integral 1o 2 oriticat user
need (security). If you help secure the
nstwork, you get tokens.

Ave i AR RS Sattin oS o

f g
the ¢ 0 sy atiet

Frobably atthough the
e SEC apofied fo its grislysis of the Bitcain

for the asset or otherwise influencing trading?”

“Can the iokeas be held or ransferred only in

exchange-traded fung (ETF) and the'lack of
marketsurveiiance islikelv sgually appiizable
ot

Yes, if 2 purchaser's expected use is

that PORG o @ p £
expected usa?”

Are this ispersed atiss 3 'dl
uses base or condentrated inthe hands of R
Taw that canexest influencs over the.
application?”

15 the application fully funcioning of in early
stages of deveiopment?”

No, as they san be held or
fransferred in aimost any amount. Smailer
uses are imes tricky due to i
fees.

Aasets sre faily Concentrated potential
smung praject feadershin, butil's diictli o
peciy.

Drevelopment is ongoing, but it is fully
functioning. A handiul of actors 2re actively
working o major additional features
{eharding, PoS, major Solidity features, eic.}.

7 y e [bthough the SECHas
stated Hat's Biteoir ETE I8 ingppiopiate
because the nrive s not sufliciently
Iraneperent and thersfore potentiaty sibject to
matlipuletion

Yas, if 2 purchaser's expected use is
specuiation. Na, otherwise, s they can be
held or transferrad in gimost any amount
Smaller uses are sometimes tricky due to
transaction feas.

Assets are faitly concentrated. potentialy
amang projectiesdershn mirits dicul
SORGIY.

Dievelopment is ongoing, but it is fully
functioning. A handfuf of ackors are refatively
more influentiat in in core protoco!
develnpment {e.g., Blockstream), and 2 few
othars ars leading gevelopment of “Layer 2°
projects (e.g. Lightning L.abs).

_as wellasindially soldio stleast
SOMG HOHFSETS, WHETS SUMe purshassig of
We 1eKen are siming 10 miake @ profil

Lhgital tokens can be traded at prices higher
than their intrirsic vaius.

Central third parties can play aleadership tole.
i the ongoing slevelnamen of the nefwork.

Framoters of tokens smay continue to fund
development and promate adoption.

Promaters may coitinue 1o bs pisminentin
goverance sulong @8 thay: are not iy
fsive tontrol of the giraction of e project

The token model adopted by many projecis
{pre-seit a reasunable initial allocation,
inchading to spacuiators. and mine the
remainder) is acceptabie.

N feal sdditonatinformation gained

Tokens can be transferred in amounts targer
than the purchaser's expactes use.

Trkens rafi be somewhat concentrated
amang posluctisadership:

A network with at Inagt basic functionatity is
highly prefeed and polentially necessary (o
pass the test, but not alt planned features
must be implemented.

¢ Hinman Token Standard should Be ths foundas

oy of ¥

ytyrs policy making

Wa at the Blockchaln Association are calling on the SEC to issus more formal guidance — of for Congrass io

provide the statutory clarity, Without more formal guidan

ce

the SEC can change poficy with a ruls, or even ancther

speech. This uncertainty has a stifling effect on investment, and we are already seeing innovative projects moving
overseas to iry to avoid reguiatory uncertainty, lnvastors, entrapreneurs, and innovaiors need certainly 1o pursue

the full potential of open blockchaln technology.

in the meantime, developers of opan source, public blockchain networks and those in the community that help
fastar their developmaent should work with counsel to understand that ine announced Hinman Token Standard
likety has not set an impossibly or unreasonably bigh standard for decentralization Open-source and
cryptocurreney projects often need or choose o have some centralized leadership, and at times considerable
cantralized leadership on their path 1o decentralization. As demonstrated by both bitcoin and ethar, the Hinman
guidance has esiablished thal having some level of centralized leadership will not condemn a token 1o being

classified as a security on that basis alone.
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This post does not constitute legal advice and should not be relfed on by any person. it is designed for generd

informational purposes. Developers, purchasers, investors, and any other participant in a foken system shoutd

consult their pwn counsel,
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