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SUMMARY

▪ On July 13, 2023, Southern District of New York Judge Analisa Torres issued an Order in SEC v.

Ripple Labs, Inc. The SEC alleged that Ripple Labs had issued unregistered securities to

investors, but Ripple contended that its token, XRP, was not a security as it was not an

investment contract under the Howey test.

▪ Judge Torres’ Order provided three key holdings regarding the question of whether a

transaction of XRP is an investment contract: first, when issued to institutional investors, XRP’s

sale was a security; second, when sold via exchanges “programmatically” to individual

investors, XRP’s sale was not a security; and third, when issued to executives or via grants,

XRP’s issuance was not a security.

▪ Judge Torres’ Order deals a significant blow to many of the SEC’s recent arguments that

almost all cryptocurrencies are immutably securities—cryptocurrencies themselves are never

securities.

SEC V. RIPPLE LABS: A CRITICAL INDUSTRY WIN

Ripple Labs (“Ripple”) was one of the first companies to emerge in the crypto space and is now

among the first to secure a win against the SEC. In 2020—nearly a decade after Ripple created its

digital token, XRP—the SEC sued Ripple, alleging that XRP was an investment contract pursuant to

the Howey test.[1]  Under Howey, an investment contract (i.e., a security) exists where there is an

investment of money in a common enterprise with an expectation of profits from the efforts of

others.[2]

This week, however, Judge Analisa Torres of the Southern District of New York ruled that, “having

considered the economic reality and totality of circumstances, . . . Ripple’s Programmatic Sales of

XRP did not constitute the offer and sale of investment contracts.”[3] Judge Torres’ Order signals a

landmark victory for the cryptocurrency industry, as it demonstrates that
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cryptocurrencies themselves are not securities. Judge Torres also held that the sale of XRP by

Ripple to institutional investors constituted a security, which further emphasizes the importance of

considering the relevant context in each transaction.[4] The Order’s holding with respect to

Programmatic Sales undermines one of the SEC’s main contentions; namely, that a digital asset—

once deemed a security—is always a security. To understand the Order’s true significance, some

historical context is required.

LOOKING BACK: FROM “THE DAO REPORT” TO TELEGRAM

The debate regarding whether cryptocurrency is an investment contract is rooted in a number of

events spanning from 2017 to 2019,[5] all of which culminated in the SEC’s action against Ripple

Labs in late 2020. Many crypto companies have taken the position that tokens are not securities.[6]

The general idea posited is that network tokens are decentralized assets that do not rely on the

efforts of others.[7] To the contrary, the SEC has taken the position that certain tokens are

investment contracts, and therefore constitute unregistered securities.[8]

The SEC’s first answer to questions of cryptocurrency regulation came in the form of its report on

The DAO.[9] The DAO was a “decentralized autonomous organization” designed to operate through

smart contracts, allowing for decentralized control of the organization.[10] However, following a

hack, the SEC alleged in 2017 that DAO tokens—currency used to vote on DAO projects[11]—were

investment contracts under the Howey test and therefore unregistered securities.[12] Despite these

allegations, the SEC refused to take action at that point in time.[13]

The SEC’s next steps came in 2018 in the form of three settlements and two lawsuits. On November

8, 2018, the SEC announced its settlement with EtherDelta’s founder, who the SEC alleged was

running an unregistered securities exchange.[14] Specifically, the SEC alleged that “[f]rom July 12,

2016 to December 15, 2017, more than 3.6 million buy and sell orders in ERC20 tokens that

included securities as defined by Section 3(a)(10) of the Exchange Act were traded on

EtherDelta.”[15] The SEC was unclear, however, as to exactly which digital assets that were traded

constituted securities. Just one week after the EtherDelta settlement, the SEC announced that it

settled registration charges with two token providers: AirFox and Paragon,[16] in connection with

allegations that Paragon and AirFox engaged in securities offerings and that their tokens were

therefore securities under the Howey test.[17] Pursuant to the settlements, Paragon and AirFox both

agreed to register their tokens as securities.[18] Finally, in 2019, the SEC brought successful actions

against both Kik and Telegram for unregistered securities offerings of tokens.[19]

SEC V. RIPPLE LABS

Following Kik and Telegram, the SEC brought an action against Ripple alleging the unregistered

offer and sale of securities in December of 2020.[20] In so doing, the SEC argued that the XRP token

was a security because it met the Howey test’s elements.[21] In response, Ripple denied that XRP

was an investment contract: it had never “offered or contracted to sell future tokens as a way to
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raise money to build an ecosystem [and] never explicitly or implicitly promised profits to any XRP

holder.”[22] Over the course of the next several years, a number of high-profile amici curiae also filed

briefs in support of Ripple.[23]

Finally, in September of 2022, both sides filed Motions for Summary Judgment.[24] In its later

filings, Ripple contended that “[t]he SEC has not shown – and has not even tried to show – that any

specific transactions (much less all of them) meet the requirements of the Howey test.”[25] Shortly

after the parties’ initial submissions, however, the SEC prevailed in the District of New Hampshire

case SEC v. LBRY.[26] There, the court held that LBRY’s token, LBC, was a security because it met

the “efforts of others” prong of Howey due to LBRY’s officers making statements that were

“representative of LBRY's overall messaging about the growth potential for LBC.”[27] Nevertheless,

Ripple maintained that “[a]t most, the SEC has shown that Ripple was acting to build its own

innovative financial products, with no commitments to XRP holders.”[28] Ripple’s arguments, taken

together, paved the way for this week’s Order.

LOOKING AHEAD: TAKEAWAYS FROM THE RIPPLE DECISION

The judiciary’s rebuke of the SEC’s allegations that XRP is a security is a welcome victory for many

in the digital asset space. As such, there are three key lessons from Judge Torres’ Order: (1) the

SEC’s views are not the final word on digital asset regulation; (2) token sales on exchanges are

unlikely to be securities; and (3) the SEC’s regulation by enforcement approach is unsustainable.

Rebuking the SEC:

Judge Torres’ Order shows that the SEC’s one-size-fits-all arguments with respect to cryptocurrency

are inherently flawed. Over the past six years, the SEC has repeatedly brought actions against token

creators and DAOs alleging unregistered securities offerings.[29] The SEC’s position that numerous

digital assets are securities and remain so indefinitely is being challenged in the judicial and

political spheres, as evidenced by CFTC Chair Rostin Behnam’s statement that he “believe[s]

[Ethereum is] a commodity.”[30] Members of Congress also disagree with the SEC, as House

Republicans recently proposed legislation to allow cryptocurrencies to be regulated as

commodities.[31] Moreover, this Order underscores the importance of considering the context for

each transaction, as it demonstrates that a token can exist as an investment contract in one

transaction and not in another. These developments, coupled with yesterday’s Order from Judge

Torres, signify the growing consensus that digital assets are not all securities. To that end,

alternative regulatory approaches, rather than the SEC’s unuanced approach, are not just possible

but indeed probable.

Sales on Exchanges are Permissible:

Further, this Order bolsters the argument that Programmatic Sales of a token by its creators on

exchanges do not constitute investment contracts. In the Order, Judge Torres concluded that “Ripple
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did not make any promises or offers because Ripple did not know who was buying the XRP, and the

purchasers did not know who was selling it.”[32] Thus, if a token is sold by a developer on an

exchange, it is unlikely to meet Howey’s “efforts of others” prong. With regard to secondary market

sales, the Order noted that this issue was not before the court.[33] Judge Torres’ reasoning, however,

suggests that the exchange investors in Programmatic Sales “stood in the same shoes as a

secondary market purchaser who did not know to whom or what it was paying its money.”[34] As

such, this Order forms a solid basis for others to argue that secondary market token sales do not

meet the “efforts of others” prong of Howey either.

The Limits of Regulation by Enforcement:

Finally, this Order displays the limits of the SEC’s regulation by enforcement approach. Those in the

digital asset space have repeatedly expressed frustration over the SEC’s regulatory approach to

crypto for some time, as there are no clear guidelines, only enforcement actions.[35] Some have

even petitioned the agency for regulatory clarity,[36] including Senator John Hickenlooper, who

requested SEC rulemaking for digital assets.[37] Now that a federal judge has ruled against the SEC

on the linchpin of its enforcement strategy, the SEC will face additional legal and political

challenges unless it modifies its approach. The landscape is ripe for either rulemaking by the SEC to

define a reasonable approach to digital asset regulation, or a legislative approach such as what

was recently proposed in Congress.[38] Either way, yesterday’s Order makes one point clear: the

SEC’s current approach to cryptocurrency regulation is unfit to meet the current needs of the digital

asset space.

BCLP Summer Associate Gage Salicki contributed to this article.
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