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Cryptocurrencies and other digital assets are 
of great interest to the public, to regula-
tors, to politicians, and to the asset manage-

ment industry. The responses of the Securities and 
Exchange Commission (SEC), in the first instance, 
and Congress, as perhaps the ultimate arbiter, to 
the issues cryptocurrencies and other digital assets 
present will be a significant test for the continuing 
viability of the United States’ approach to securi-
ties regulation in a global, and now incorporeal, 
age. Because the congressional debate is in its early 
stages, this article first focuses on the SEC’s present 
approach, which is to deny securities exchange list-
ing rule applications1 for exchange-traded products 
(ETPs) having direct or “spot” exposures to crypto-
currencies2 while permitting listing rules for ETPs 
that are regulated under the Investment Company 
Act of 1940 (the 1940 Act) and providing indi-
rect exposure to Bitcoin through exchange-traded 
Bitcoin futures regulated by the Commodity 
Futures Trading Commission (CFTC).3 Given this 
approach, it is left to private funds to provide direct 
exposure to cryptocurrencies. This article then 
turns to some of the key issues for these private 
funds.

With its focus on “Main Street” or retail inves-
tor protection, the SEC has taken relatively little 
action with respect to investment by private fund 

vehicles in cryptocurrencies and other digital assets. 
SEC Staff guidance and commentary for private 
fund investment in cryptocurrencies and other digi-
tal assets boils down to fitting cryptocurrencies into 
existing regulatory requirements applicable to all 
asset classes, such as valuation and custody. As such, 
this article concludes with a review of three issues 
of interest to sponsors of private products: (1) the 
regulation of private funds offering access to crypto 
assets; (2) the ability to privately offer such funds to 
large numbers of high net worth investors; and (3) 
the regulatory challenges relating to the custody of 
digital assets for private fund sponsors.

Cryptocurrencies and the Federal 
Securities Laws

Since their enactment in the New Deal era, the 
federal securities laws have continually evolved to 
address market forces undreamed of at their creation. 
Some of this evolution is the result of congressional 
action. Thus, for instance, the hostile takeover boom 
in the late 1960s led to the passage of the Williams 
Act and proxy reform.4 In the mid-1990s, with the 
ever-growing volume of interstate securities offer-
ings, the National Securities Market Improvements 
Act of 1996 significantly streamlined the prior cum-
bersome overlapping dual federal and state system of 
regulating such offerings.5
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In areas where Congress granted the Securities 
and Exchange Commission (SEC) regulatory 
exemptive and rulemaking powers, the SEC on its 
own has been able to further the evolution of the 
federal securities laws. Thus, for instance, the SEC 
adopted in 2019 Rule 6c-11 (the ETF Rule) under 
the 1940 Act, placing ETFs, which did not exist 
until the mid-1990s, on the same regulatory foot-
ing as mutual funds.6 Further, the SEC in 2020, 
“harmonize[d], simplif[ied] and improve[d] the 
multilayered and overly complex exempt offering 
framework” under the Securities Act of 1933 (the 
Securities Act).7 Thirty years after the passage of the 
Securities Act, the SEC recognized that the securi-
ties laws were intended to be “dynamic,”8 a theme 
the Commission and its Chairpersons have returned 
to repeatedly over the intervening decades. While 
Chairman Gensler explicitly declined to address 
crypto in his recent Dynamic Regulation Speech, he 
noted that the “central question” for securities regu-
lation is “[w]hen new technologies come along and 
change the face of finance, how do we continue to 
achieve our core public policy goals?”9

SEC Jurisdiction—Cryptocurrencies and 
Digital Assets as Securities

Whether the SEC has regulatory jurisdic-
tion over a given cryptocurrency or other digital 
asset depends on whether that cryptocurrency or 
other digital asset is a “security” for purposes of the 
Securities Act. If that asset is a “security” for purposes 
of the Securities Act, it is also likely a “security” for 
purposes of the 1940 Act, the primary federal stat-
ute regulating investment funds, and the Investment 
Advisers Act of 1940 (the Advisers Act), the primary 
federal statute regulating those providing investment 
advice.

The SEC’s public positioning on cryptocur-
rencies and digital assets began in early 2018. On 
February 6, 2018, then-SEC Chairman Jay Clayton 
testified before the Senate Banking Committee 
regarding the regulatory outlook for “virtual cur-
rencies.”10 Chairman Clayton broke his analysis of 

cryptocurrency into three categories: “First, a prom-
ising new technology referred to as ‘distributed led-
ger technology’ or ‘blockchain’ … The second and 
third categories are cryptocurrencies and initial coin 
offerings (ICOs), respectively.”11 Chairman Clayton 
spoke favorably regarding blockchain technology 
and even suggested that such technology may alle-
viate inefficiencies in markets; however, he spoke 
much less favorably regarding cryptocurrencies and 
ICOs.

With respect to cryptocurrency, Chairman 
Clayton stated:

[S]imply calling something a “currency” or 
a currency-based product does not mean 
that it is not a security…. [M]any products 
labeled as cryptocurrencies or related assets 
are increasingly being promoted as invest-
ment opportunities that rely on the efforts 
of others, with their utility as an efficient 
medium for commercial exchange being a 
distinct secondary characteristic.12

With respect to ICOs, Chairman Clayton stated, 
“[t]okens and offerings that incorporate features 
and marketing efforts that emphasize the potential 
for profits based on the entrepreneurial or managerial 
efforts of others continue to contain the hallmarks of a 
security under US law.”13 Even before his testimony 
in 2018, Chairman Clayton clarified that, “just as 
with a Regulation D exempt offering to raise capital 
for the manufacturing of a physical product, an ini-
tial coin offering that is a security can be structured 
so that it qualifies for an applicable exemption from 
the registration requirements.”14 Thus, offerings of 
ICOs as securities would fit within the existing clay 
jar through which Regulation D exempt offerings 
are permitted.15

The Hinman Test and the Howey Test
On June 14, 2018, then Director of the 

Division of Enforcement, William Hinman, indi-
cated that particular cryptocurrencies would not 
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be deemed securities under US law if they are 
“sufficiently decentralized.”16 Under the “Hinman 
Test,” he articulated how the third prong of the 
Howey Test applies to cryptocurrencies.17 Director 
Hinman stated that “[i]f a network on which the 
token or coin is to function is sufficiently decen-
tralized—where purchasers would no longer rea-
sonably expect a person or group to carry out 
essential managerial or entrepreneurial efforts—
the assets may not represent an investment con-
tract.” In other words, as a network becomes more 
decentralized, it becomes difficult to identify a  
promoter.

Director Hinman noted that it is the nature of 
the transaction, and not the item being sold, that 
determines whether an offering of securities has 
occurred. Because a token “all by itself is not a secu-
rity, just as the orange groves in Howey were not,” a 
token sold in a securities offering, such as an ICO, 
might later be sold in a transaction that does not 
constitute a security. As such, while a digital asset 
is not a security because the digital asset itself is 
simply code, the way it is sold “as part of an invest-
ment; to non-users; by promoters to develop the  
enterprise—can be, and, in that context, most often 
is, a security—because it evidences an investment 
contract.”18 However, if the network on which the 
token or coin is sufficiently decentralized, where 
purchasers no longer reasonably expect a person or 
group to carry out essential managerial tasks, the 
assets likely do not represent an investment contract. 
In such cases, as “a network becomes truly decen-
tralized, the ability to identify an issuer or promoter 
to make the requisite disclosure becomes less mean-
ingful.” Bitcoin and Ether are decentralized and not 
dependent on the efforts of third parties for their 
success. Thus, under the Hinman Test, they do not 
qualify as securities based on the second and third 
prongs of the Howey test.19

The SEC’s views on crypto assets have not 
changed with the appointment of Gary Gensler as 
SEC chairman in 2021. Chairman Gensler con-
tinues to urge Congress to grant the SEC more 

jurisdictional scope to oversee the digital asset sector, 
specifically noting that the cryptocurrency market is 
“more like the Wild Wild West” as it does not oper-
ate within an established regulatory framework that 
can protect investors.20

SEC Is Permitting Bitcoin Futures 
ETFs but Not Spot Cryptocurrency 
ETPs—What’s the Difference?

To date, sponsors have sought listing rule 
approval for two types of ETPs. One principal early 
type would hold Bitcoin directly. The other would 
invest in Bitcoin-related futures contracts.21 Before 
October 2021, the SEC consistently rejected list-
ing rules that would permit the listing ETPs hold-
ing Bitcoin directly for two primary reasons: first, 
because the exchange on which the proposed ETP 
would trade would not have surveillance-sharing 
agreements22 with significant markets that host 
trading in Bitcoin; and second, because the under-
lying markets for Bitcoin are not regulated, or not 
regulated in a manner comparable to a national 
securities or futures exchange.23 In effect, the SEC’s 
position was that Bitcoin and other cryptocurrency 
pricing is unreliable because underlying markets for 
those cryptocurrencies are unregulated (or, at least, 
not comparably regulated to national securities 
exchanges), are opaque in their operations, and are 
susceptible to manipulation. As a result, the pricing 
of the proposed ETP products might also be unreli-
able, creating risks of investor harm. On this logic, 
all spot and futures exposure-based cryptocurrency 
ETPs had met with SEC denial of their listing rules.

This SEC’s posture changed in October 2021 
with respect to ETFs with exposures to Bitcoin 
futures regulated by the CFTC. Although as 
described above the SEC has taken the position 
that Bitcoin and other virtual currencies are beyond 
SEC regulation insofar as they are not securities, the 
CFTC has expressly stated that Bitcoin and other 
virtual currencies are spot “commodities” under the 
Commodity Exchange Act.24 While the CFTC does 
not directly regulate spot commodity markets, such 
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as cryptocurrency markets, the CFTC does directly 
regulate futures contracts on crypto assets.25 Where, 
as described below, ETFs subject to SEC registra-
tion and regulation invest in futures contracts on 
crypto assets directly regulated by the CFTC, the 
SEC began to become comfortable that, unlike prior 
structures, these structures afforded sufficient pro-
tection to investors to permit these structures to be 
listed.

The “Managed Futures” ETF
In particular, the SEC became comfortable 

with, and as a result granted listing rule approval to, 
a group of exchange traded funds structured simi-
larly to managed futures mutual funds. These ETFs 
hold approximately 75 percent or more of their 
assets in fixed income securities such as US govern-
ment securities and no more than 25 percent in the 
shares of an entity treated as a controlled foreign 
corporation for US federal income tax purposes 
(CFC) which invests solely in Bitcoin futures traded 
on the Chicago Mercantile Exchange (CME).26 This 
structure, where the exposure to securities outweighs 
the actual (if indirect) exposure to Bitcoin, causes 
the ETF to be an investment company subject to 
1940 Act registration and regulation that is overseen 
by the SEC’s Division of Investment Management 
(IM). Consequently, 1940 Act regulation of these 
Bitcoin futures ETFs was a key consideration by the 
SEC in approving their listing rules.27

Spot Exposure ETPs
Unlike the “managed futures” ETFs described 

above, ETPs offering spot exposures to Bitcoin or 
other established cryptocurrencies will not be subject 
to 1940 Act regulation because the SEC acknowl-
edges that such cryptocurrencies are not securities. 
Without a portfolio consisting predominately of 
securities, these ETPs cannot register under the 1940 
Act.28 As a result, these ETPs will not have, among 
other things, the internal governance requirements, 
conflict of interest prohibitions and SEC inspection 
burdens to which an ETF would be subject under 

the 1940 Act and regulation thereunder, which, in 
turn, contributed to SEC denial of their proposed 
listing rules.29

The History of Change
Hints of the SEC’s change in logic on Bitcoin 

futures ETFs were visible in speeches and testi-
mony by Chairman Gensler earlier in 2021. On 
August 3, 2021, Chairman Gary Gensler noted in 
remarks to the Aspen Security Forum that at that 
time there were a “number of mutual funds that 
invest in Bitcoin futures on the [CME].”30 Further, 
Chairman Gensler indicated that he expected there 
to be additional registration filings for ETFs under 
the 1940 Act, and that he “look[ed] forward to the 
Staff’s review of such filings,” in particular as to ETFs 
limited to CME-traded Bitcoin futures.31 Chairman 
Gensler also noted that the 1940 Act, together with 
the “other federal securities laws,” provide “signifi-
cant investor protections.” The crypto industry took 
the Chairman’s remarks to signal his belief that 
investment in crypto assets via the futures markets, 
and in particular through regulated exchanges such 
as the CME, is safer for investors than via the spot 
market.32

The crypto industry’s expectations were 
borne out by a series of SEC actions in the fall 
of 2021. On October 19, 2021, the SEC permit-
ted a Bitcoin managed futures ETF, Proshares 
Bitcoin Strategy ETF (NYSE ARCA: BITO) (the 
Proshares ETF), to list shares on a national securi-
ties exchange, and shortly thereafter permitted two 
other Bitcoin futures ETFs33 to list their shares 
on national securities exchanges. Then, just days 
after the SEC permitted the Proshares ETF to list 
its shares, the SEC declined to permit the CBOE 
BZX Exchange (the BZX) to list and trade shares 
of two ETPs formed to invest directly in Bitcoin 
on the spot markets.34

In both Denial Orders, the SEC took the posi-
tion that listing rules that permitted shares of ETPs 
with direct exposure to Bitcoin spot markets created 
potential for investor risk that was inconsistent with 
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requirements under the Securities Exchange Act of 
1934 (the Exchange Act) that national securities 
exchange rules be “designed to prevent fraudulent 
and manipulative acts and practices” and “protect 
investors and the public interest.”35 For Bitcoin-
based ETPs, the SEC concluded, as it had in denying 
each prior listing rule application for cryptocurrency 
ETPs, that a listing exchange can meet these require-
ments by “demonstrating that the exchange has a 
comprehensive surveillance-sharing agreement with 
a regulated market of significant size related to the 
underlying or reference bitcoin assets[,]”36 or, in the 
alternative, by establishing that the Bitcoin market 
“inherently possesses a unique resistance to manip-
ulation beyond the protections that are utilized by 
traditional commodity or securities markets[.]”37 On 
the latter point, the SEC noted that “[s]uch resis-
tance to fraud and manipulation must be novel and 
beyond those protections that exist in traditional 
commodities or securities markets.”38 In each of 
the Denial Orders, the SEC was unmoved by the 
BZX’s arguments that the Bitcoin market broadly is 
inherently and uniquely resistant to manipulation.39 
Of particular import in light of Chairman Gensler’s 
comments in August, the SEC noted that, in con-
trast to Bitcoin futures markets, “[B]itcoin spot trad-
ing platforms are not required to register with the 
CFTC, and the CFTC does not set standards for, 
approve the rules of, examine, or otherwise regulate 
[B]itcoin spot markets[,]” and further that “US law 
‘does not provide for direct, comprehensive Federal 
oversight of underlying Bitcoin or virtual currency 
spot markets.’”40

Next, the SEC concluded that, notwithstand-
ing that both the BZX and the CME are members 
of the Intermarket Surveillance Group (ISG), and 
therefore the BZX is deemed to have a surveillance-
sharing relationship with the CME, the CME is not 
a “market of significant size” for this purpose. Again, 
this point is identical to that made in each prior list-
ing rule application denial for cryptocurrency ETPs. 
Whether a particular market is a “market of signifi-
cant size” depends on whether:

1.	There is a “reasonable likelihood that a person 
attempting to manipulate the ETP would have to 
trade on the CME bitcoin futures market to suc-
cessfully manipulate the ETP[;]” and

2.	It is unlikely that trading in the ETP would 
be the predominant influence on prices in that 
market.41

Regarding manipulation, the SEC concluded 
that the mere fact that trading volume and open 
interests in the CME Bitcoin futures market have 
increased over time do not, by themselves, dem-
onstrate to a reasonable likelihood that a person 
attempting to manipulate the ETP could not do 
so except through the CME Bitcoin futures mar-
ket.42 Moreover, the SEC found that the BZX failed 
to show that CME Bitcoin futures lead the CME 
Bitcoin spot market from a pricing perspective, 
which is central to understanding whether a poten-
tial manipulator would need to trade on the CME 
futures market to manipulate the spot market,43 
and also noted that it would be possible to trade on 
futures markets other than the CME.44 Regarding 
influence on prices, the SEC noted that there was 
no stated upper limit on the size of the proposed 
ETP’s Bitcoin holdings, and that therefore it was 
possible that the ETP’s trades could be a predomi-
nant influence on prices in that market, even though 
that would be highly unlikely given the sheer size of 
the CME bitcoin futures market and the size of the 
underlying market for Bitcoins.

As presaged by Chairman Gensler’s comments 
in August 2021, the SEC appears, at least at pres-
ent, to be more comfortable with Bitcoin futures 
ETPs than with Bitcoin spot ETPs, even though 
each would invest in the same underlying asset class 
through a publicly offered vehicle. Several com-
mentators have pointed out this inconsistency in 
the SEC’s policy position.45 More fundamentally, 
by preferring one form of investment in Bitcoin to 
another, the SEC’s approach appears to diverge from 
the explicit standard of approval for listing rules 
in Section 19(b) of the Exchange Act. The SEC’s 
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approach in all denial orders recognizes the statutory 
requirements that exchange rules advance transpar-
ency and resist manipulation, but does not analyze 
how to meet those requirements for particular assets, 
or how those requirements could be met (if at all) 
for any listing of an investment security providing 
direct exposure to digital asset returns. For example, 
despite its repeated protestations to the contrary, 
the SEC is seeking an ironclad demonstration that 
a cryptocurrency market cannot be manipulated—
an impossible standard and one not applied to other 
physically-backed and futures-based commodity 
ETPs. The relevant standard, which was previously 
applied to assets such as oil or gold, is a showing that 
the cryptocurrency’s market is not readily susceptible 
to manipulation; digital assets have been subject to a 
different, much higher standard.46

Given that registered ETPs trading in the spot 
markets are currently unavailable to US retail inves-
tors, private funds remain the viable alternative for 
investors who meet their suitability requirements. 
There are a number of issues to consider for such 
private funds.

Private Cryptocurrency Investment 
Vehicles—Direct Exposures 
Permitted

Unlike other private funds, which must qualify 
for exemption from registration under the 1940 
Act to remain private,47 many crypto funds with 
exclusively futures or spot exposure to cryptocur-
rencies will not be regulated by the 1940 Act since 
they do not hold securities. For example, funds that 
invest exclusively in crypto assets such as Bitcoin or 
Ethereum, which are not securities, would not be 
subject to the 1940 Act, regardless of whether they 
meet the requirements of the typical exemptions 
from investment company status.

In addition, given the lack of an applicable 
exchange listing rule, crypto funds not regulated by 
the1940 Act must, as a practical matter, be privately 
offered. For an offering to be considered a “private” 
offering, private funds typically take advantage of 

the private placement safe harbor provided by either 
Rule 506(b) or 506(c) of Regulation D.48 Rule 
506(b) limits funds to up to 35 “sophisticated” but 
unaccredited investors and an unlimited number of 
accredited investors.49

In contrast, Rule 506(c) permits private funds 
to engage in general solicitation for their securities 
offerings if the issuer takes reasonable steps to verify 
that all purchasers are accredited investors and has a 
reasonable belief that such purchasers were accred-
ited investors at the time of the sale. Initially, fund 
managers were hesitant to use Rule 506(c), princi-
pally because the adopting release did not specify 
with particularity what “reasonable steps” meant. 
Instead, the adopting release presented broad prin-
ciples that managers would need to apply (and 
thereby subject themselves to second-guessing by 
the SEC and other market participants). To address 
this and other concerns, in November 2020, the 
SEC amended Rule 506(c) by inserting new Rule  
506(c)(2)(ii)(E).50 In the adopting release for that 
rule, the SEC reaffirmed that issuers have “signifi-
cant flexibility in deciding the steps needed to verify 
a person’s accredited investor status[,]” and moreover 
that issuers are not obligated to any specific method 
to verify accredited status, but may instead “apply 
the reasonableness standard directly to the specific 
facts and circumstances presented” by a particular 
offering and its intended investors.51 After the more 
recent guidance, use of Rule 506(c) for private fund 
offerings has increased dramatically, as the ability to 
use general solicitation greatly expands investment 
advisers’ range of permissible marketing activities.

Public Exchange Act Reporting 
Requirements

Crypto funds that are privately offered but have 
a large number of holders, as determined under 
Section 15(d) of the Exchange Act, must comply 
with public company reporting requirements under 
the Exchange Act. Once an entity has at least 2,000 
holders of its equity securities, it is subject to a num-
ber of Exchange Act requirements, including the 
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requirement to register with the SEC;52 file annual 
reports on Form 10-K;53 quarterly reports on Form 
10-Q;54 and current reports on Form 8-K;55 the 
requirement to disseminate a proxy statement or 
information statement in connection with share-
holder actions;56 and the requirement that insiders 
disclose their trading in entity securities activities 
and holdings and, under certain circumstances, dis-
gorge their short-swing profits derived from trading 
entity securities.57

A private fund required to register under Section 
15(d) of the Exchange Act may do so on a Form 
10 filed with the SEC. A Form 10 registration state-
ment automatically becomes effective 60 days after 
it is filed, although it remains subject to SEC review 
and comment. Once the registration statement is 
effective, the fund is a public reporting company 
under the Exchange Act.

Form 10 requires information primarily regard-
ing the operations, equity structure, and securities 
issued by the private fund.58 The annual report on 
Form 10-K provides a comprehensive overview of 
the company’s business and financial condition 
and includes audited financial statements. Form 
10-Q includes unaudited financial statements 
and provides a continuing view of the company’s 
financial position during the year. In both the 
annual reports and the quarterly reports, a fund’s 
chief executive officer and chief financial officer 
must certify the financial and other information 
contained in the reports. Finally, the private fund 
would be subject to file current reports Form 8-K 
for any major operational, structural, financial, or 
ownership changes in the private fund, generally 
within four business days of the occurrence. Events 
that trigger Form 8-K include unregistered sales 
of equity securities, and changes in control of the 
company.

Custody of Digital Assets
Under Advisers Act Rule 206(4)-2 (the Custody 

Rule), investment advisers registered with the SEC 
must take special measures to protect client funds 

or securities as to which they have “custody.” The 
Custody Rule defines “custody” as “holding, directly 
or indirectly, client funds or securities, or having any 
authority to obtain possession of them.”59 Among 
other requirements, the Custody Rule requires that 
the assets of a pooled investment vehicle advised by a 
registered investment adviser will be held by a “qual-
ified custodian,”60 which includes FDIC-insured 
banks and savings associations, broker dealers, 
futures commission merchants, and certain foreign 
financial institutions.61

As a threshold matter, the Custody Rule applies 
only to (1) registered investment advisers, and  
(2) where an adviser has custody of “client funds 
or securities.” Investment advisers not required to 
register under the Advisers Act, including state-reg-
istered advisers and advisers solely to private funds 
with regulatory assets under management under 
US$150 million,62 are not subject to the Custody 
Rule (although state-registered advisers may be sub-
ject to analogous state laws). Whether digital assets 
that are not securities are “client funds” for purposes 
of the Custody Rule is a more difficult question, 
and to date the SEC has not directly answered this 
question (though it has solicited public input on this 
point).63

The SEC has not given direct guidance on how 
digital assets must be custodied under the Custody 
Rule. Instead, the SEC has requested public com-
ment on several questions addressing the interplay 
between digital assets and the Custody Rule, starting 
first in 2018 with the Dalia Blass Letter, and then in 
a 2019 letter to the Investment Adviser Association 
(the Staff Custody Letter).64 In the Staff Custody 
Letter, the SEC expressly asked for input from mar-
ket participants on, among other questions, whether 
digital assets are “client funds,” how advisers evalu-
ate potential digital asset custodians, and what risks 
are attendant to settlements of peer-to-peer and 
intermediated digital asset transactions.65 Further, in 
November 2020, the SEC released a Staff Letter (the 
Wyoming Letter) responding to a letter published 
by the Wyoming Division of Banking that addressed 
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the Wyoming Division of Banking’s views on, among 
other matters, the definition of “qualified custodian” 
under the Custody Rule.66 In the Wyoming Letter, 
the SEC solicited public feedback on the extent to 
which safeguarding digital assets requires certain 
qualities in a custodian that other asset classes do 
not, and the relative advantages (or disadvantages) 
of using state-chartered trust companies as qualified 
custodians.67

In February 2021, the SEC took an initial step 
toward tailored rules for custody of client digi-
tal assets by regulated parties. In a Commission 
Statement relating to custody of digital asset secu-
rities by special purpose broker dealers (the B/D 
Statement),68 the SEC set out a series of procedural 
steps that, if taken during the five-year period start-
ing on the effective date of the B/D Statement, 
would preclude enforcement action by the SEC 
under Exchange Act Rule 15c3-3. That rule requires 
broker-dealers holding fully paid or excess mar-
gin digital assets for a customer to be in “exclusive 
physical possession or control” of such assets.69 The 
procedural steps a broker-dealer could take to be 
within the temporary safe harbor created by the 
B/D Statement include:70

■	 Limiting its business solely to digital asset securi-
ties, thereby excluding both traditional securities 
and digital asset non-securities;

	■ Establishing, maintaining, and enforcing writ-
ten policies and procedures to:
—	 determine whether a digital asset security 

is offered and sold in accordance with the 
applicable provisions of the Securities Act or 
an exemption from registration thereunder;

—	 assess the characteristics of a digital asset 
security’s distributed ledger technology 
and associated network, including, among 
other aspects, the technology’s performance, 
transaction speed and throughput, scalabil-
ity, resiliency, security and relevant consen-
sus mechanism, complexity, extensibility 
and visibility, and governance;

—	 establish controls for safekeeping and moni-
toring that the broker-dealer has exclusive 
possession or control over digital asset secu-
rities that are consistent with industry best 
practices to protect against the theft, loss, 
and unauthorized and accidental use of 
private keys held in the broker-dealer’s cus-
tody; and

—	 specifically identify in advance what the 
broker-dealer will do in response to events 
that could affect custody of its digital asset 
securities (for example, malfunctions or 
attacks), allow the broker-dealer to comply 
with a court-ordered freeze or seizure, and 
allow the transfer of digital asset securities 
in the event the broker-dealer can no longer 
continue as a going concern;

■	 Provide written disclosures to prospective inves-
tors about the risks of investing in or holding 
digital asset securities; and

■	 Enter into a written agreement with each cus-
tomer that sets forth the terms and conditions 
with respect to receiving, purchasing, holding, 
safekeeping, selling, transferring, exchanging, 
taking custody, liquidating, and otherwise trans-
acting in digital asset securities on behalf of the 
customer.

By its terms the B/D Statement applies solely 
to broker-dealers, and not to investment managers. 
However, the steps described in the B/D Statement 
as a practical matter do not appear limited to the 
activities a broker-dealer would undertake, for 
example, an investment adviser managing a private 
fund would likely consider, as a diligence matter, 
the security and safety of a potential investment’s 
distributed ledger technology and associated net-
work. Whether the SEC would expressly require an 
investment adviser to undertake any of these steps in 
connection with the adviser’s obligations under the 
Custody Rule remains to be seen.

Private funds investing in cryptocurrencies 
and other digital assets have broad latitude in 
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their investment programs, given adequate disclo-
sure. These funds can be, and often are, actively 
managed, and can take both long and short posi-
tions. Some funds may be passively managed, and 
designed to replicate the returns from a single 
cryptocurrency or a basket of cryptocurrencies. 
With the exception of the Custody Rule, other 
Advisers Act issues relating to these funds tend 
to be the same as for other private funds. For 
instance, valuation of the fund’s portfolio, and the 
sponsor’s conflicts in managing the fund, require 
careful consideration, procedural rigor, and ade-
quate disclosure.

National Futures Association Analysis
A private fund that invests in futures con-

tracts is subject to regulation as a “commodity 
pool” as defined under the Commodity Exchange 
Act (CEA).71 The sponsor of a commodity pool (a 
commodity pool operator) is subject to regulation 
by the CFTC and is required to be a member of 
the National Futures Association (NFA) (the self-  
regulatory organization for the US derivatives indus-
try).72 Absent an exemption from regulation under 
the CEA, a commodity pool must satisfy several 
onerous regulatory requirements, including prospec-
tus review and comments by the NFA and regular 
reporting obligations to investors.73 Leaving aside 
commodity pools that use crypto futures solely for 
hedging purposes (unlikely, at least at present), a 
commodity pool can avoid substantial regulation if 
all of the investors in the pool are “qualified eligible 
persons” under CFTC Rule 4.7.74 “Qualified eligible 
persons” include, among other categories, qualified 
purchasers (as defined under Section 2(a)(51)(A)  
under the Investment Company Act), non-US per-
sons, and investors who own securities of unaffili-
ated issuers and other investments with an aggregate 
market value of at least US$2 million, (an amount 
slightly higher than the US$1 million net worth test 
for accredited investor status under Rule 506(c)).75

The universe of private funds that would qualify 
for exemption from registration with the SEC under 

Rule 506, but not qualify for exemption under 
CFTC Rule 4.7, consists of funds offered to accred-
ited investors who are not qualified eligible persons 
(as a practical matter, a relatively small group). For 
all practical purposes, given the expense and effort 
associated with regulated commodity pools, most 
private fund sponsors choose to limit offerings of 
commodity pools to investors that qualify as quali-
fied eligible persons, eliminating retail investors.

Conclusion
The SEC has provided a path to the retail mar-

ket for 1940 Act-regulated ETFs that have exposure 
solely to Bitcoin CME futures contracts regulated by 
the CFTC. The existence of the Denial Orders dem-
onstrates that the SEC is holding in place the bar 
it has imposed historically on ETPs and ETFs that 
have direct exposure to cryptocurrencies. At best, 
the SEC’s actions are a good faith attempt to address 
retail interest in digital assets within a regulatory 
framework created in the very different historical 
framework of the New Deal era. Absent congres-
sional action, the SEC appears unlikely to revisit 
the viability of crypto ETPs with direct exposure to 
cryptocurrencies unless the SEC comes to believe 
that there are major improvements in the oversight 
and regulation of cryptocurrency trading markets. 
For instance, the advent of a true Bitcoin clearing 
market that represents a significant percentage of 
Bitcoin trading may be one such improvement.

Until the state of affairs changes, private funds 
remain the only available route to providing spot 
(that is, direct) cryptocurrency exposure to cryp-
tocurrencies for accredited investors. The implica-
tions of the Custody Rule in particular will need to 
be carefully considered by sponsors of such funds, 
along with the other issues private fund sponsors 
typically need to consider and manage. However, 
private funds permit both passive and active man-
agement of cryptocurrency exposure.

In addition, private funds allow exposure to 
cryptocurrency futures. Private cryptocurrency 
futures funds are subject to NFA prospectus review 
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and approval if they are offered to accredited inves-
tors who are not also qualified eligible persons. 
However, a cryptocurrency futures fund which is 
only offered to qualified eligible persons is relatively 
lightly regulated; its sponsors must register with the 
CFTC and be members of the NFA as commodity 
pool operators, and must abide by the reporting and 
other requirements applicable to such pools.

The present state of affairs with the SEC reflects 
an attempt to fit digital assets, including cryptocur-
rencies, into the current regulatory scheme of federal 
securities laws. To a certain extent this situation is 
exacerbated by the US division of securities regula-
tion from commodities regulation. Thus, the SEC, 
which has securities regulatory authority, is left 
attempting to pour virtual “wine” assets into New 
Deal-era clay amphorae. It is therefore likely that 
Congress will have the final say on how the regu-
lation of cryptocurrencies, and investor access to 
investment products providing exposure to them, 
furthers the “core public policy goals” of the securi-
ties laws.76
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a listing rule permitting its admission to the relevant 
exchanges. The SEC must approve all exchange list-
ing rules. See 15 U.S.C. § 78s(b)(1) and Rule 19b-4 
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tion, we do not believe that such funds should 
utilize [Securities Act of 1933 rule 485], which 
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