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THE LEGEND OF THE
“SECUMODITY”: CAN
THE SAME COIN BE A
SECURITY OR
COMMODITY AT
DIFFERENT POINTS IN
ITS EVOLUTION?
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Petal P. Walker is a Special Counsel in
the Securities Department and a member
of the Futures and Derivatives Group at
WilmerHale.

|. INTRODUCTION

Can a digital coin be a security one day
under the oversight of the Securities and
Exchange Commission (SEC), and a com-
modity the next under the oversight of the
Commodity Futures Trading Commission
(CFTC), or vice versa? And importantly,
can a coin move from one jurisdiction to
another without carrying forward linger-
ing baggage from its previous jurisdic-
tion? Though the line between the CFTC’s
and the SEC’s jurisdictions over digital
coins can be blurry, given the current state
of CFTC and SEC oversight, it is possible
for a digital coin to move between
jurisdictions. In the following, I discuss:
(1) the characteristics of digital coins that
are defined as securities; (2) the character-
istics of digital coins that are defined as
commodities; and (3) and how a digital
coin could move from one definition, and
therefore from one jurisdiction, to another.
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Il. COMMODITY VS.
SECURITY

BLURRY LINE BETWEEN A
VIRTUAL CURRENCY
(COMMODITY) AND AN
INVESTMENT CONTRACT
(SECURITY)

In reviewing the CFTC’s and SEC’s
cases and guidance, the main distinguish-
ing factor between the digital coin that is
an investment contract (security) and the
digital coin that is a virtual currency (com-
modity), is its primary, though not neces-
sarily sole, purpose. The primary purpose
of the former is to make an investment—
though another purpose may be to build a
network—what gives life to the contract
is the investment opportunity. The op-
posite is true of the latter—the primary
purpose is to establish a unit of exchange
to access goods and service—though an-
other purpose may be to acquire a valu-
able asset—what gives life to the transac-
tion is its utility on a network.’

WHAT MAKES A DIGITAL COIN A
VIRTUAL CURRENCY

Pursuant to its guidance and its enforce-
ment actions, the CFTC has defined a
digital coin that is a virtual currency as a
commodity. The CFTC has identified a
virtual currency as both a “digital repre-
sentation of value that functions as a me-
dium of exchange, a unit of account,
and/or a store of value,” and a “crypto-
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graphic protocol[] to secure transactions . . . re-
corded on publicly available decentralized
ledgers.”® The CFTC also noted the similarity of
virtual currencies to gold,* while indicating that
they are distinct from “real” currencies since they
are not considered legal tender.®

Commodities are defined in the Commodity
Exchange Act (CEA) as, inter alia, “all . . .
goods and articles . . . and all services, rights,
and interests . . . in which contracts for future
delivery are presently or in the future dealt in.”®
Consistent with that definition, a number of
intangible interests such as currencies and fixed
interest rate benchmarks are considered
commodities.” The CFTC maintains that virtual
currencies can be regulated as commodities
because they are ““ ‘goods’ exchanged in a mar-

ket for a uniform quality and value.”®

As indicated by its enforcement actions, the
CFTC interprets established digital coins on
functioning networks such as Bitcoin and Lite-
coin as virtual currencies that are under its
jurisdiction. This interpretation is evident in Cab-
bageTech, where the Commission alleged that the
defendants fraudulently misrepresented their
trading in Bitcoin and Litecoin, and misappropri-
ated customer funds.® And, it is also evident in
Gelfman Blueprint where the Commission al-
leged that the defendants fraudulently misstated
their success in trading Bitcoin."

Interestingly, the CFTC has also interpreted
un-established, and indeed what the CFTC por-
trays as fictitious, digital coins that purport to
operate as virtual currencies as also being subject
to their jurisdiction. A good example of that is
My Big Coin Pay. In My Big Coin Pay, the CFTC
brought charges against defendants for allegedly

Futures and Derivatives Law Report

fraudulently claiming that My Big Coin (MBC)
was a “fully-functioning virtual currency” that
could be used to purchase goods and services,
was traded on multiple exchanges, was part of a
partnership with Mastercard and was backed by
gold." The Commission maintained that all of
these assertions were untrue and intentionally
misleading.' The Commission claimed that in
reality, MBC was basically a Ponzi scheme—that
the promoters were falsifying trading results and
providing the funds from one set of investors to
another set of investors to mimic proceeds from
trading, while misappropriating the funds for
their own use." The CFTC also claimed that the
promoters of MBC were arbitrarily changing the
listed value of the coin to mimic actual activity
when, in fact, there was none.™

Despite alleging that MBC was not actually a
functioning virtual currency, the Commission
still treated it as such for purposes of the com-
modities fraud rules. The Commission brought
charges against the defendants under 7 U.S.C.A.
§ 9(1) and Regulation 180.1(a). The former stat-
ute makes it unlawful to “use or employ . . . in
connection with . . . any commodity in interstate
commerce . . . any manipulative or deceptive
device or contrivance . . .” (emphasis added).

The latter makes it unlawful

for any person . .
commodity in interstate commerce . .
tionally or recklessly:

. in connection with . . . any
. to inten-

(1) Use or employ . . . any manipulative de-
vice, scheme, or artifice to defraud;

(2) Make. . .any untrue or misleading state-
ment of a material fact or to omit to state
a material fact necessary in order to make
the statements made not untrue or mis-
leading;

(3) Engage. . .inany act, practice, or course
of business, which operates or would
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operate as a fraud or deceit upon any
person . . . (emphasis added).
The Commission noted that the promoters vio-
lated these rules since, inter alia, in connection
with a commodity—the purportedly fictitious
coin—they made and misleading
statements.'®

false

The CFTC’s definition is consistent with the
description of digital coins that are commodities
in SEC Director Hinman’s June 2018 speech.'®
For instance, in that speech, the list of questions
that the Director provides to determine if a digital
coin is a commodity all point to whether its pri-
mary use is as a medium of exchange for users of
a network (as opposed to an investment
opportunity). For instance:

(1) Is token creation commensurate with
meeting the needs of users or, rather, with
feeding speculation?

(2) Is it clear that the primary motivation for
purchasing the digital asset is for personal
use or consumption, as compared to in-
vestment? Have purchasers made repre-
sentations as to their consumptive, as op-
posed to their investment, intent . . .?

(3) Are the tokens distributed in ways to meet
users’ needs? For example, can the tokens
be held or transferred only in amounts that
correspond to a purchaser’s expected use

. .2" (Emphasis added.)

The picture that emerges is that the digital coin
that is a virtual currency is functioning on an
operating network, and the primary (but not nec-
essarily the only reason) to purchase it is a means
to access goods and services on that network.
Thus, for established networks like Bitcoin and
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Ether, the digital coins are virtual currencies. But
even where the promoters make false statements
about a network that does not exist—but the
network is portrayed as a functioning one that al-
lows purchasers to access goods and services in
the present—that still would fall into the virtual
currency category and be subject to commodities
fraud rules.

WHAT MAKES A DIGITAL COIN A
SECURITY

The SEC has asserted, on numerous occasions,
that a digital coin that is primarily an investment
opportunity is a security—most frequently
(though not exclusively) an “investment con-
tract,” and therefore subject to SEC jurisdiction.®
The SEC outlines the elements in its DAO analy-
sis" which is based on the Howey test, namely:
“a contract, transaction or scheme whereby a
person invests his money in a common enterprise
and is led to expect profits solely from the efforts

of the promoter or a third party . . ..”*

The elements that cause a digital coin to fall
under the security definition are also outlined in
Director Hinman’s June 2018 speech. There he
also provides a list of questions to determine if a
digital coin is a security saying:

(1) Is there a person or group that has spon-
sored or promoted the creation and sale of
the digital asset, the efforts of whom play
a significant role in the development and
maintenance of the asset and its potential
increase in value?

(2) Has this person or group retained a stake
or other interest in the digital asset such
that it would be motivated to expend ef-
forts to cause an increase in value in the
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digital asset? Would purchasers reason-
ably believe such efforts will be under-
taken and may result in a return on their
investment in the digital asset?

(3) Are purchasers “investing,” that is seek-
ing a return? In that regard, is the instru-
ment marketed and sold to the general
public instead of to potential users of the
network for a price that reasonably cor-
relates with the market value of the good
or service in the network??'

These questions highlight the key elements of
an investment contract: (1) potential purchasers
would reasonably understand, because of the ac-
tions of the promoters, that this is primarily an
investment opportunity; and (2) profits are gener-
ated mainly through the activities of others
thereby creating an information differential that
needs to be cured through disclosure.

The SEC has brought a number of cases under
this analysis, but the ones that are the most il-
lustrative are those that are closest to the dividing
line between virtual currency and investment. For
instance, in AirFox, the SEC order acknowledged
that AirFox’s digital coins, AirTokens, had some
hallmarks of a virtual currency. For instance,
AirFox claimed that AirTokens would be used as
means to establish a network to “allow prepaid
mobile phone users to earn free or discounted
airtime or data by interacting with ads” and
AirFox required that potential purchasers ac-
knowledge that they were purchasing the coins to
use as a utility not as an investment.?> Moreover,
AirFox apparently intended to build a function-
ing network by building an ecosystem, adding an
AirFox app, and entering into agreements with
telecommunication firms.?
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However, the SEC alleged that, despite these
statements and intentions, AirFox’s actual activ-
ity demonstrated that it was really selling pur-
chasers a profit-making venture, not a medium to
exchange services on mobile phones, including:
(1) AirFox noted that it was intentionally reduc-
ing its digital coin supply to in order to increase
the value of the coin;** (2) AirFox touted how
aspects of its functionality would create demand
for its digital coins among lenders who would be
required to purchase the coins, thereby increas-
ing their value;*® and (3) AirFox marketed the
coins to individuals who would not be able to use
them—U.S. persons—on a network that was
intended to be used only by non-U.S. persons).?®

The SEC therefore characterized AirFox’s ef-
forts not mainly as a means to create a function-
ing network, but to “increase the value of
AirTokens.” So, in sum, the SEC characterized
a digital coin for which the promoters demon-
strated some intentionality to actually create a
functioning network as an investment nonethe-
less because of the SEC’s interpretation of its pri-
mary purpose.

Similarly, in AriseBank, the SEC brushed off
the virtual currency elements of the digital coin
at issue and characterized it as a security. The
SEC claimed that the promoters of AriseBank of-
fered AriseCoin as a means to raise money to es-
tablish a cryptocurrency bank, and in doing so,
made false statements including that it had ac-
quired a commercial bank®® and that it could of-
fer a credit card.?® The SEC maintained, despite
the virtual currency indications, that the venture
was mainly a profit-making scheme since: (1) the
promoters did not screen the individuals who
purchased the coins (to limit it to persons who
could use it); and (2) the purchasers would be
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partly paid in an expiring coin—eACO—
purposely designed to increase the value of
AriseCoin.*

In Blockvest, the exception proved the rule.
There, the SEC maintained that though the pro-
moters’ stated goal was to create a virtual cur-
rency that would withstand volatility, the real
purpose was to promote an investment
opportunity.®" Specifically, the promoters’ stated
goal was to raise money from the sales of the coin
in order to fund a series of products including an
index fund, a stablecoin, a portfolio management
tool, and an exchange.** The SEC alleged that
there were multiple indications that the purpose
of the coin was to raise capital, including prom-
ises in the white paper that the Blockvest holder
would make specified profits per share.*® The
Court however, disagreed, finding instead that
the SEC failed to prove conclusively that the buy-
ers were influenced by the defendant’s promo-
tional materials* or an expectation of profits.*®
So, in Blockvest, the Court accepted the Howey
paradigm, but found that, under these facts, the
SEC did not prove that the purchasers relied on
the promoters’ promises in deciding to purchase
the coins.

Probably one of the closest SEC cases is Plex-
corps, which involved a digital coin designed for
use in the cannabis industry. As in the other cases,
Plexcorps engaged in activities that suggested
that it wanted to create a functioning coin. For
instance, the promoters claimed that they would
use generated proceeds to build an ecosystem and
purchase real estate.*® Further, the SEC noted that
Plexcorps did take actual steps to execute the
plan including establishing a ParagonSpace
working space that, at the time, was operational.*”
The SEC also noted that the promoters of the
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PlexCoin Tokens made false statements in the
sale of the coin including claiming that (1) there
was a cadre of experts developing the coin when
there was no such team; (2) they could not name
the executives overseeing the coin to avoid anti-
competitive practices when in fact they were try-
ing to hide their identity because of their record
of past misconduct; and (3) the Plexcoin would
be used to pay for other products.®®

In reviewing Plexcorps, many of the actual
activities of the promoters—and the allegedly
fictitious ones—seemed to suggest that it was a
functioning coin. But despite all of this evidence,
the SEC noted the multiple references to potential
increase in value of the coin in the advertising
materials, including the advertisement of a defla-
tion algorithm “which was designed to decrease
supply of PRG tokens and in turn, increase the
value of PRG tokens” and “burning” certain fees
because that would “decreas[e] the amount of
coins in circulation. More adoption = less coins,

more value.”*®

CLARIFYING THE BLURRY LINE:
COMMODITY VS. SECURITY

The CFTC and SEC cases help to bring into
sharp relief the edge between the SEC’s and
CFTC'’s jurisdictions. At first glance, several of
the SEC cases seem as though they could have
been brought as CFTC cases since, for all intents
and purposes, the coin was either actually in-
tended, or was allegedly falsely portrayed as, a
fully functioning currency. Conversely, in the
CFTC case, My Big Coin Pay, there are elements
that are investment-like. For instance, the MBC
promoters did advertise that the MBC was in-
creasing in value. The CFTC noted that the
promoters “tout[ed] the rising trading value of
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MBC in U.S. Dollars.”*® And indeed, the alleg-
edly false prices that the CFTC listed did increase
over time.*'

So what makes My Big Coin Pay meaningfully
different than Plexcorps or AriseBank? They all
have some elements that are indicative of a
virtual currency and an investment contract. The
answer to which seems to be two-fold: (1) their
primary purpose; and (2) their developmental
stage. First, though their conclusions are subject
to debate, the SEC does present the alleged secu-
rities as primarily investments, and the CFTC
portrays the alleged virtual currencies as primar-
ily mediums of exchange.*” And second, the
digital coins that are pre-network or much more
likely to be considered securities, and the digital
coins that are on a network are much more likely
to be considered commodities.

In fact, the SEC cases demonstrate how dif-
ficult it is for a coin without a functioning net-
work to avoid the “security” designation, and
explains the statements of SEC officials that,
from the SEC’s perspective, virtually every initial
coin offering is a security.” Before a network has
been established and the coin is operational, the
digital coin is little more than a concept—it may
be a well-described concept in a thorough white
paper, but it is a concept nonetheless. The pro-
moters describe what the digital coin will do, and
the network that it will operate on, in order to
convince would-be buyers to purchase it. The
promoter has to entice the buyer with something;
and that “something” can be easily interpreted by
the SEC as a promise of future growth. Con-
versely, when a coin is operating on a network, it
could be considered a digital coin even though it
may have investment elements. For instance,
Director Hinman noted in his speech that Bitcoin
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and Ether today would both fall into the virtual
currency category. This assertion is illustrative
because both Bitcoin and Ether are currently trad-
ing on exchanges and are being purchased by
individuals who are interested not only in using
them as mediums of exchange but also in holding
them in hopes their value will increase.

[1l. TRANSFORMING COIN

Given the distinction between a commodity
and a security, it is possible for a digital coin to
be defined as a virtual currency and an invest-
ment at different points in its evolution. While
this option is not available for all securities, it is
a possibility for securities that consist of a non-
security element coupled with another aspect of
the contract that together create an investment
opportunity (“coupled” contracts).

A prime example of that is Howey, where the
Court found a security was formed by the cou-
pling of a land sale on units on a citrus grove with
a service contract to cultivate the groves.** Ac-
cording to the Court, the facts demonstrate that
the land sales contract and the service contract
were inextricably linked—for instance: (1) cli-
ents were told that it was not feasible for them to
make the investment unless they agreed to the
service contracts;* (2) the service contract gave
the Howey Company, the contract company, a
lease and possession of the land;* and (3) the
clients were business people who lacked the
expertise to otherwise cultivate the orange groves
themselves.*

Thus, what constituted the security was not the
land sales contract, or for that matter, the land,
the groves, or the oranges—what constituted the
security was the combination of the land sales
contract, the warranty deed and the service con-
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tract together.*® Similarly, in Stevens, the Court
found a security where the defendants sold a
“lease” (ownership agreement) in rabbits,
coupled with a contract with a third party to breed
them.* And, in Joiner, the Court similarly deter-
mined that a combination of oil leases coupled
with an agreement that the defendant would drill
for oil constituted a security.*

Importantly, according to the SEC, to form a
security, the two contracts are not merely
coupled, but the adjoining contract is really at the
heart of the entire transaction; it creates the
investment opportunity. For instance, in Joiner,
the Court explained that the drilling agreement
gave life to the entire investment scheme, form-
ing the consideration for the whole enterprise.®’
The Court noted, “It is clear that an economic
interest in this well-drilling undertaking was
what brought into being the instruments that
defendants were selling and gave to the instru-
ments most of their value and all of their lure.”*
Similarly, in Howey, the Court found that the
entire enterprise only made sense as an invest-
ment for profit, including that the plots of land
sold were actually too small to be profitably
cultivated on their own.?

Nowhere in any of these “coupled” contracts
did the courts indicate that the non-investment
component of the package was transformed into
a security by being part of a security. There was
no indication that a lease in orange groves, sale
of rabbits, purchase of cemetery lots, or any of
the other examples were in and of themselves se-
curities because they had been part of a security.
In fact, the language suggests the opposite. For
instance, in Joiner, the Court noted that without
the drilling agreement, the overall contract would
not have been a security saying, “[h]ad the offer

© 2019 Thomson Reuters
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mailed by defendants omitted the economic
inducements of the proposed and promised ex-
ploration well, it would have been a quite differ-
ent proposition.”® Also, in a 1973 guidance, the
SEC noted that if real estate that was part of a
coupled contract was offered without the ad-
ditional contract, it would not be considered a
security.*

If the non-investment component of the invest-
ment contract is not transformed by its coupling
then it is possible for it to be de-coupled. There-
fore, a digital coin could be decoupled from the
profit-making aspect of its package, and continue
as a commodity on an established network. This
idea is supported by a speech by Director Hin-
man, where he stated:

Can a digital asset that was originally offered in
a securities offering ever be later sold in a man-
ner that does not constitute an offering of a secu-
rity? In cases where the digital asset represents a
set of rights that gives the holder a financial inter-
est in an enterprise, the answer is likely ‘no’ . . ..
But what about cases where there is no longer
any central enterprise being invested in or where
the digital asset is sold only to be used to pur-
chase a good or service available through the
network on which it was created? 1 believe in
these cases the answer is a qualified “yes.”®® (Em-
phasis added.)

As the Director notes, in instances where there is
a digital coin that is a virtual currency that is be-
ing sold as an investment, but it itself is virtual
currency, the coin could be sold separately in the
future outside the securities laws—i.e., as a
commodity. In order to be considered a separate
virtual currency on a network, Director Hinman
noted that “purchasers would no longer reason-
ably expect a person or group to carry out es-
sential managerial or entrepreneurial effort - the
assets investment

may not represent an
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contract.”®” The Director indicates that both
Bitcoin and Ether meet these criteria and are
virtual currencies.”®

Consistent with the Director’s statements, the
CFTC subsequently issued a “Request for Input
(RFI) about Ethereum.”®*® The CFTC notes that
one of the motives for the RFI is to understand
Ethereum because of its possible effect on Bit-
coin, which, like Ether, the CFTC has defined as
a virtual currency under its jurisdiction.®® Consis-
tent with its jurisdictional claim, the CFTC asks
questions in its RFI about, inter alia, the Ethe-
reum network’s anticipated change from a “proof
of work” consensus mechanism to a “proof of
stake” mechanism.®' The questions demonstrate
the CFTC’s concern that this change may inhibit
the efficient validation of blocks, and potentially
cause a fragmentation in the network.®* The RFI
is a clear indication that the CFTC’s view is con-
sistent with Director Hinman’s assertion that
even if an offering of a digital coin may be
viewed as an offering of a security, once the coin
is operating as a true virtual currency on an
operating network, it can shed its security
definition.

This conclusion is logical. If, for sake of argu-
ment, the Howey Company later tried to sell its
orange groves outright, it would be illogical to
assume that sale would be a security. In the same
way, if a bona fide virtual currency is wrapped in
an investment contract at the pre-network stage,
but used as a stand-alone currency on that net-
work, it would be illogical and inconsistent with
SEC case law and Director Hinman’s remarks, to
call it a security. What is essential in this analysis
is the understanding that the investment contract
and the coin are regulatorily two different things.
If the entire investment contract were sold on a
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platform, given the SEC’s assertions, that plat-
form would have to register as a securities
exchange. But extricating a true virtual currency
from the investment contract creates an entirely
different transaction.

V. CONCLUSION

Therefore, it is possible for a digital coin to be
treated as a security or commodity at different
points in its evolution. Importantly though, it is
not the same asset that is changing from a secu-
rity to a commodity. In the offering stage, the
digital coin could be part of a package that pre-
sents an investment opportunity which is there-
fore a security. Once the network is established,
the virtual currency within the initial package can
be extracted and survive on the network as a
virtual currency. Thus, the coin is not changing
from one definition to another. The coin that is a
security remains a security, and the coin that is a
virtual currency remains one as well. However,
depending on how a digital coin that is a virtual
currency is packaged, it could be treated as both
a commodity and security at different stages of
its evolution.
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