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RYPTOCURRENCY COMBANY
MAY BROVIDE GUIDANCE FOR
CRYPTO'INDUSTRY

On December 22, 2020, the Securities
and Exchange Commission (SEC) filed a
high-profile enforcement action against a
major cryptocurrency company. The SEC
complaint alleges violations of federal secu-
rities laws by defendant Ripple Labs, Inc.
(“Ripple”). Founded in San Francisco in
2012, Ripple is a well-established company,
and its founders are regarded as pioneers
in the crypto industry.

The SEC complaint alleges that Ripple
sold its cryptocurrency, named XRP, as an
unregistered security. The SEC argues that
XRP is a security, and not a commodity or
other type of asset, because it was gener-
ated, distributed, and sold by Ripple in a
“centralized fashion.”

IS XRP AN “INVESTMENT CON-
TRACT” (AND THUS A SECURITY)
UNDER U.S. SECURITIES LAWS?

The outcome of the Ripple case will
largely depend on whether XRP is an “in-
vestment contract” under U.S. securities
laws, thus making it subject to registration
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requirements under the Securities Act of
1933. The U.S. Supreme Court’s decision
in SEC v. WJ. Howey Co. provides that an
investment contract exists when there is “an
investment of money in a common enter-
prise with a reasonable expectation of prof-
its to be derived from the efforts of others.”
SECv. W.J. Howey Co., 328 U.S. 293 (1946).

In the Ripple case, the SEC has focused
heavily on the final prong of the Howey
test — a “reasonable expectation of profits
derived from the efforts of others.” In par-
ticular, the SEC has alleged that purchasers
of XRP reasonably expected their profits
to be derived directly from the efforts of
Ripple, including Ripple’s alleged efforts
to develop, control, and manage secondary
markets for XRP, develop use cases for XRP,
and to facilitate the implementation of XRP
with banks or other financial intermediar-
ies.!

The SEC has already indicated that
bitcoin and Ethereum are not securities
due to their decentralized nature, which is
a hallmark of blockchain applications. The
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bitcoin blockchain is a distributed ledger
that maintains a permanent and immutable
record of all transactions. There is no cen-
tral entity that mints or distributes bitcoin.
Instead, transactions are verified, and bit-
coin is mined by a series of “nodes,” which
is a widely distributed network consisting of
hundreds of thousands of individuals across
the world. Since there is no central entity
whose efforts are a key factor in developing
or distributing bitcoin, it is not considered
to be a “common enterprise with profits de-
rived from the efforts of others.” Therefore,
it is not deemed to be a security under the
Howey test.?

Ripple, on the other hand, is viewed
differently by the SEC, which has taken the
position that the development and distribu-
tion of XRP was conducted by Ripple in a
centralized way. One of the examples given
by the SEC is that Ripple, by itself, minted
the entire supply of XRP when it was first
launched.?

Ripple has asserted seven affirmative
defenses, which include its two main de-
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fenses that (1) XRP is not an investment
contract and not a security, and (2) that
the SEC violated due process by failing to
warn Ripple, as a market participant, about
its violations of securities laws. Essentially,
Ripple has argued that the SEC had a “duty
to warn” Ripple of any alleged violations,
particularly given the SEC’s awareness of
XRP dating back to at least 2013. The SEC
has targeted this affirmative defense in re-
cent court filings, seeking to strike it. Ripple
has filed its own motion to dismiss and has
successfully defended a series of discovery
motions by the SEC which sought to col-
lect extensive financial records of Ripple’s
founders. In addition, Ripple recently won
a motion allowing it to review the SEC’s in-
ternal discussions about XRP and whether
the SEC actually believed it was an invest-
ment contract. This development may hurt
the SEC’s case against Ripple and XRP.*

CRITICISMS OF THE RIPPLE LAWSUIT

Many observers from the crypto and
business communities have been critical
of the SEC’s lawsuit against Ripple. Some
worry that it could cripple a nascent indus-
try that seeks to make technology, finance,
and money itself accessible to more people.
Others point out that the lawsuit was hastily
conceived, given that it was filed one day
before Chairman Jay Clayton resigned from
the SEC. In fact, only three of the five SEC
commissioners approved filing the Ripple
lawsuit, the minimum threshold for an SEC
action to proceed. Still others point out
that the case does not seem to involve any
harm to investors, that the SEC has known
about XRP since 2013, and that XRP is a
legitimate technology with a market capital-
ization of approximately $25 billion. Some
argue that it would make more sense for
the SEC to wait and pursue a more clear-
cut case under the Howey test in order to
develop more case law on this issue. Former
SEC Chair and current Ripple defense at-
torney Mary Jo White said: “There’s no way
to sugarcoat it. [The SEC is] dead wrong
legally and factually.”

IS THERE A MUTUALLY BENEFICIAL
OUTCOME ON THE HORIZON?

As a major crypto case brought by the
SEC, the Ripple lawsuit may have a signif-
icant impact on the future regulation of
not only cryptocurrencies, but also block-
chain and financial technology (FinTech)
applications, which operate using similar
technologies. Moving forward, it may make
sense for the SEC to implement reasonable,
measured regulations for cryptocurrency,
blockchain, and FinTech companies. Also,
Congress could provide a framework for the
regulation of cryptocurrencies and other
digital assets, but this may be unlikely in
today’s political environment. For now, the
SEC is likely to lead the way in balancing
the interests between a regulatory frame-
work that protects investors yet is suitable
for crypto companies seeking to develop le-
gitimate new technologies. A balanced reg-
ulatory framework would ideally benefit the
crypto industry by providing a roadmap for
future compliance, and predictability about
permitted activities.

While the outcome of the Ripple law-
suit is uncertain, the parties have engaged
in settlement discussions. The newly ap-
pointed SEC Chair, Gary Gensler, is consid-
ered an authority on cryptocurrency, which
he taught about at MIT.® Gensler may take
an interest in the Ripple case and any re-
sulting regulatory framework, potentially
leading to a more balanced approach by
the SEC moving forward.

REGULATORY UPDATES AND FUTURE
OUTLOOK

While the SEC seeks to protect the
public and ensure compliance with securi-
ties laws, it also seems to understand the po-
tentially significant benefits associated with
blockchain technology. In a recent “Risk
Alert,” the SEC advised investment advis-
ers, broker-dealers, and national securities
exchanges of the advances in distributed
ledger technologies while recommending
best practices for maintaining compliance
with securities laws.”

Recently, Dawn Stump, Commissioner
of the U.S. Commodity Futures Trading

I https:

www.sec.gov/litigation/complaints/2020/comp-pr2020-338.pdf

2 https:

www.cnbe.com/2018/06/14 /bitcoin-and-ethereum-are-not-securities-but-some-cryptocurrencies-may-be-

sec-official-says.html
https://www.coindesk.com/what-is-ripple-what-is-xr

https://www.law360.com/articles /1357069 /ripple-eyes-internal-sec-discussions-on-token-s-legal-status .

https://fortune.com/2021/02/19/ripple-sec-lawsuit-mary-jo-white-crypto-unlicensed-securities-xrp

Commission (CFTC) explained the impli-
cations of the Ripple lawsuit and confirmed
that the CFTC is closely monitoring it. “The
question of whether XRP is a security will
be crucial. I am watching the outcome of
this case closely because it will help to estab-
lish the scope of the SEC’s authority in the
digital assets space,” Commissioner Stump
said.?

Commissioner Stump also commented
on the balanced approach recommended
by SEC Commissioner Hester Peirce. “I am
encouraged by [Commissioner Peirce’s]
attempt to create a safe harbor that recog-
nizes both ‘the need to achieve the inves-
tor protection objectives of the securities
laws, as well as the need to provide the
regulatory flexibility that allows innova-
tion to flourish.” I look forward to working
with Commissioner Peirce, incoming SEC
Chairman Gary Gensler, and the other
Commissioners at the SEC and CFTC in ap-
plying the agencies’ authorities to develop
sound public policy with respect to digital
assets,” Commissioner Stump added.’

Moving forward, cryptocurrency pro-
viders and vendors must stay up-to-date
on the rapidly developing laws and regula-
tions in this space and should consult with
experienced cryptocurrency or securities
counsel. If you have any questions, please
contact SmithAmundsen’s cryptocurrency
group at (312) 455-3033.
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