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Initial coin offerings (ICOs) have revolutionised the way that
certain companies are able to secure funding. Blockchain based
projects raised over $3 billion in 2017 using this alternative

crowdfunding method, a record number that will be decisively broken
in 2018. The Telegram ICO alone raised $1.7 billion in March 2018.
The frenzy is driven primarily due to the lack of available alternative
funding options for startups seeking to build their projects and the
attractiveness of being able to raise money without needing to give up
control. There is in addition a perception that issuing tokens enables
the issuer to avoid the constraints of regulation in a way that would
not be possible if traditional securities were to be issued. 

This has created a dilemma for regulators across the globe. On the
one hand, they want to encourage innovative ways of raising capital.
On the other, investor protection is the cornerstone of any regulator’s
mandate. Regulators diverge as to where the line should be drawn in
this regard. The approach that the UK Financial Conduct Authority
(FCA) is taking is to clarify that the existing regulatory regime applies
to ICOs and that if the tokens are securities, issuers, their advisers and
promoters will likely be carrying on regulated activities and/or will
need to comply with prospectus rules. Due to the uncertainty
surrounding which ICOs are in scope of regulation and which are not,
numerous legal and regulatory issues need to be addressed at the
structuring stage before any ICO is launched. Some common themes
that have arisen in discussions with clients and other market
participants are discussed below, as well as suggestions for how any
concerns may be resolved.

Is a token a security?

This is the first and most fundamental question that a prospective
token issuer is concerned about. For the purposes of the UK regulatory
system, regulated investments include, among other things, securities
such as shares, bonds and other instruments creating or acknowledging
indebtedness. It is sometimes clear either that the regulators will or
likely will not consider a particular token to be a security. At one end
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of the spectrum, a token that grants an
ownership right or equity-like interest in the
issuer, or a right to the distribution of
dividends, triggers the sharing of losses or
liabilities or represents a claim against the
issuer or any creditor right, will be a security.
On the other hand, a token that does not have
such features and whose functionality is
limited to use within the platform for which
it has been created, can likely be classified as
a utility token which is not a security. Such
tokens may include those issued in relation to
video game or e-sports platforms where the
tokens are used to buy or sell in-game assets,
though each case must be assessed on its own
merits. 

Although shares and bonds are the
categories of regulated investment most likely
to be implicated by ICOs, the UK regulatory
regime extends to a wider range of
investments than that, and sometimes this
needs to be considered in practice. In certain
cases, prospective ICOs may fall within the
definition of certificates representing certain
securities (CRCS), which is itself a regulated
investment. The most well-known CRCS is
the Global Depositary Receipt, which
essentially involves two types of securities: the
depositary receipts (or certificates) that can be
traded and the underlying shares to which the
receipts relate. Some token arrangements
involve a split along these lines whereby the
token itself does not confer an equity interest
but is in some way linked or associated with
equity rights, perhaps by giving the token
holder the right to purchase shares, or seeking
to replicate some of the rights that would be
conferred by the shares themselves. Any such
case would need to be carefully reviewed to
ensure that it is not a CRCS.

Are payment services
regulations implicated?

The payment service most likely to be relevant
to token issuers and related service providers
is money remittance. This is defined in the

UK in accordance with the second EU
Payment Services Directive as 

‘a service for the transmission of money
(or any representation of monetary value),
without any payment accounts being
created in the name of the payer or payee,
where- funds are received from a payer for
the sole purpose of transferring a
corresponding amount to a payee or to
another payment service provider acting on
behalf of the payee; or funds are received on
behalf of, and made available to, the
payee’.
The expansive definition of money

remittance potentially covers a wide range of
situations whereby an intermediary receives

money for onward transmission. This could
arise, for example, where a person arranging
or promoting ICOs receives funds from
prospective participants for onward
transmission to the issuer. Assuming that the
tokens will not be classified as securities, the
intermediary would not need to be authorised
to enable it to perform the arranging and
promoting. However, whether a payment
services authorisation is required will turn in
large part on whether the token issuer accepts
only cryptocurrency by way of payment for
the token, or whether fiat is also accepted. 

The European Banking Authority (EBA)
has confirmed that virtual currencies fall
outside the scope of the EU Payment Services
Directive. There is no indication that the FCA
will take a different view when interpreting
the Payment Services Regulations in the UK.
The EBA has indicated that a separate
payment services regime may be introduced
for virtual currencies, but there are no
concrete plans in the pipeline as yet. As a
result, an intermediary that accepts only
cryptocurrency and not fiat money for
onward transmission to the token issuer
should not need to be authorised under the
payment services regime. However, an
intermediary that may come into possession
of fiat as well as cryptocurrency will need to
consider whether it is carrying on the
payment service of money remittance.

Is an investment fund being
established?

This is important because operating a
collective investment scheme and managing
an alternative investment fund are regulated
activities in the UK. There are technical
definitions that apply to each of these
activities but, in essence, each involves some
degree of pooling of capital contributed by a
number of investors, with a view to investing
that capital and generating a return for
investors. 

In the context of ICOs, proceeds of the
token issuance will sometimes be used to
purchase physical assets that will constitute
the fund property. If the ICO is successful and
sufficient funds are raised to enable the
purchase of the physical assets, ownership
interests in the underlying property may be
transferred to token holders using a smart
contract and that ownership interest will be
reflected in the blockchain. This ownership
interest may be tradeable on an exchange
(either a cryptocurrency exchange or one
established for the particular token). 

One key issue to consider from a
regulatory perspective is whether the FCA will
consider that the regulated fund activities are
carried on at the ICO stage, as opposed to
later when investments are made in
underlying property. Depending on the
specific facts at issue, arguments can
sometimes be advanced that raising money
through the ICO to build the platform is
sufficiently removed from the investment
activities that will come later that the ICO
itself should not be deemed to involve the
carrying on of regulated activities. The
argument could be made to the FCA that the
initial platform building may not be
successful, so the platform building and the
investment arrangements should be viewed as
separate projects. This argument turns, to
some extent, on there being a sufficient gap
between the ICO and the investment phase.
If investors may lose a portion of their
investment if the issuer is unable to establish
the platform, that would be helpful in arguing
that a distinction can be drawn between the
initial ICO stage and the later investment
stage. 

It should be noted, though, that the
promotion of funds of this kind in the UK is
restricted. Therefore, while the argument can
be made that the token does not represent a
unit in a fund at the platform building stage,
to avoid any potential misrepresentation
claims, it is arguable that in practice the
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tokens should only be promoted to those who
can make use of the platform when it is built.

Is anti-money laundering
verification required?

Virtual currency issuers do not currently fall
within the scope of anti-money laundering
(AML) regulation at either EU or UK level.
However, on 20 December 2017, political
agreement was reached between the EU
presidency and the European Parliament that
will oblige providers of exchange services
between virtual and fiat currencies, and
custodian wallet providers, to comply with
AML requirements. These proposals still need
to be adopted by the European Council and
Parliament so there is still some time before
any rule changes take effect.

Even if the new AML rules are adopted as
proposed, many ICO issuers may well
continue technically to fall outside of their
scope, given that they will not be operating an
exchange or providing custodian wallets.
However, ICO issuers may be indirectly
impacted. If, for example, an exchange on
which the particular token is to be listed is
subject to AML requirements, it may require
that token issuers carry out AML checks as a
condition to listing the tokens. Further clarity
in this regard can be expected as these
proposals work their way through the EU
legislative system. For the time being, at least,
virtual currencies fall outside the scope of UK
and EU AML rules. In practice, however,

many ICO issuers prefer the added legitimacy
that is associated with complying with AML
rules, and that has been the approach taken
by all the ICO issuers that I have advised.

Is the UK an ICO-friendly
jurisdiction?

This is a frequent question posed by
prospective ICO issuers grappling with the
divergent approaches taken to the regulation
of virtual currencies across the globe. At one
end of the spectrum are the regulators that
have taken categorical positions. China is one
such jurisdiction, where ICOs are banned
outright. Dubai has taken a categorical
position in the other direction: ICOs are
largely unregulated, which has led to Dubai
becoming a key ICO destination. 

Regulators in most other jurisdictions,
including the UK, have dealt with ICO risks
by issuing warnings in relation to them and
are taking a so-called facts and circumstances
approach, issuing guidance that reminds
prospective issuers and related parties that the
existing regulatory regime applies to ICOs,
each of which must be assessed on a case by
case basis to determine whether existing
regulatory rules apply. This is consistent with
the FCA’s desire to be at the forefront of
innovation, encouraging novel developments
in financial services while still fulfilling its
mandate to protect investors. 

However, with the number of unregulated
ICOs continuing to grow and price volatility

showing no signs of abating, it is an open
question as to whether relying on the historic
regulatory regime to rise to the challenge
posed by technology not contemplated by the
legislative draftsmen, is a sustainable position
to take. If more clarity around how the
existing regime applies to ICOs is deemed
desirable, there may be some elements of the
Swiss model that prove to be attractive. In the
name of transparency, the Swiss financial
regulator (Finma) in February 2018 published
guidelines indicating that tokens will be
analysed as falling within one, or perhaps
more than one, of three categories: payment
tokens, which are solely a means of payment;
utility tokens, which are intended to provide
digital access to an application or service; and
asset tokens, which are essentially securities or
derivatives. Swiss regulation will apply to a
greater or lesser extent depending on how the
token is classified. 

A more radical approach would be for the
UK to introduce ICO specific regulation in
the manner proposed by the Gibraltar
regulators. They have set up a blockchain
exchange for primary listings of ICOs and are
proposing in the future to have a multilateral
trading facility for secondary trading. They are
treating ICOs as a unit of value and are
imposing a new regime which will require full
and accurate disclosure by ICO issuers and
impose rules for the orderly conduct of
secondary market platforms. Another reason
for introducing this new regime is to protect
Gibraltar’s reputation by creating regulatory
certainty and mitigating the risks of fraud and
financial crime. It remains to be seen whether
the existing regime continues to be seen as fit
for purpose in the UK, or whether a bespoke
system for regulating ICOs will ultimately
emerge.
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