UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
STATION PLACE
100 F STREET, NE
WASHINGTON, DC 20549-2465

Office of FOIA Services
July 17, 2024

Ms. Jessica Albert

HAT

7361 Calhoun Place, Suite 310
Rockville, MD 20855

Re: Freedom of Information Act (FOIA), 5 U.S.C. § 552
Request No. 23-03272-FOIA

Dear Ms. Albert:

This letter is in response to your request, dated and
received in this office on July 28, 2023, for “copies of all
records relating to any petition for rulemaking submitted to the
SEC regarding regulatory frameworks or considerations for
Digital Assets received since January 1, 2018, including, but
not limited to, the petition for rulemaking submitted by
Coinbase on July 21, 2022, and announced publicly by Coinbase on
the same day, including, but not limited to:

e Any factual documents prepared for or by the Commission,
any Commissioner, and/or any Commission Staff or otherwise
in the Commission Staff’s custody or control relating to
any such petitions.

e Any external communications by the Commission, any
Commissioner, and/or any Commission Staff, whether formal
or informal, relating to any such petitions, including, but
not limited to, meeting minutes, calendar invites, notes,
e-mails, and letters.

e Any comments received by the Commission, any Commissioner,
and/or any Commission Staff relating to any such petitions.

e Any documents or communications prepared for or by the
Commission, any Commissioner, and/or any Commission Staff
in response to any comments received regarding any such
petitions.”

We have identified 196 pages of records that may be
responsive to your request. Access 1s granted in part to the
enclosed 191 pages except for information that is being withheld
pursuant to 5 U.S.C. § 552 (b) (6), which protects records or
information when disclosure would constitute a clearly
unwarranted invasion of personal privacy.
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In addition, we are also withholding in entirety the
remaining 5 pages pursuant to 5 U.S.C. § 552(b) (5), which
protects records and information that were prepared in anticipation
of litigation, form an integral part of the SEC’s pre-decisional
process, and/or contain advice given to the Commission or senior
staff by the Commission’s attorneys. Such records are protected
from release by the attorney work-product, deliberative process
and/or attorney-client privileges embodied in Exemption 5.

Please be advised that we have considered the foreseeable
harm standard in preparing this response.

I am the deciding official with regard to this adverse
determination. You have the right to appeal my decision to the
SEC’s General Counsel under 5 U.S.C. § 552(a) (6), 17 CFR §
200.80(f) (1) . The appeal must be received within ninety (90)
calendar days of the date of this adverse decision. Your appeal
must be in writing, clearly marked "Freedom of Information Act
Appeal," and should identify the requested records. The appeal
may include facts and authorities you consider appropriate.

You may file your appeal by completing the online Appeal form
located at https://www.sec.gov/forms/request appeal, or mail your
appeal to the Office of FOIA Services of the Securities and
Exchange Commission located at Station Place, 100 F Street NE,
Mail Stop 2465, Washington, D.C. 20549, or deliver it to Room 1120
at that address.

If you have any questions, please contact Jason Luetkenhaus
of my staff at LuetkenhausJ@sec.gov or (202) 551-8352. You may
also contact me at foiapa@sec.gov or (202) 551-7900. You may
also contact the SEC’s FOIA Public Service Center at
foiapal@sec.gov or (202) 551-7900. For more information about
the FOIA Public Service Center and other options available to
you please see the attached addendum.

Sincerely,

(nienre Y, Jactor

Adrienne Santos
FOIA Branch Chief

Enclosure



ADDENDUM

For further assistance you can contact a SEC FOIA Public
Liaison by calling (202) 551-7900 or wvisiting
https://www.sec.gov/oso/help/foia-contact.html.

SEC FOIA Public Liaisons are supervisory staff within the
Office of FOIA Services. They can assist FOIA requesters with
general questions or concerns about the SEC’s FOIA process or
about the processing of their specific request.

In addition, you may also contact the Office of Government
Information Services (OGIS) at the National Archives and Records
Administration to inquire about the FOIA dispute resolution
services it offers. OGIS can be reached at 1-877-684-6448 or via
e-mail at ogis@nara.gov. Information concerning services offered
by OGIS can be found at their website at Archives.gov. Note that
contacting the FOIA Public Liaison or OGIS does not stop the 90-
day appeal clock and is not a substitute for filing an
administrative appeal.




UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

100 F Street, N.E.
Washington, D.C. 20549

OFFICE OF
THE SECRETARY

February 13, 2019

Vincent R. Molinari
Templum, Inc.

437 West 16th Street
5th Floor

New York, NY 10011

Re: Rulemaking Petition File No. 4-736
Dear Mr. Molinari:

This letter acknowledges receipt by this office on December 13, 2018, of a rulemaking
petition requesting that the Commission address how digital assets are regulated once a trade occurs.

The petition has been assigned the file number noted above and has been referred to the

appropriate division of the Commission. The Office of the Secretary will notify you of any pertinent
action taken by the Commission.

Sincerely,
/
/
)

Brent J. Fields
Secretary



TEMPLUM

December 12, 2018

Brent J. Fields

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: Rulemaking Regarding Clearance and Settlement
Dear Mr. Fields,

Templum, Inc. is a technology innovator that provides regulated market infrastructure for
the digital asset sector. Our wholly-owned subsidiary, Templum Markets, LLC, is a broker-dealer
registered with the U.S. Securities Exchange Commission (“SEC”) and the Financial Industry
Regulatory Authority (‘FINRA”) and is the operator of our alternative trading system (“ATS”) for
the secondary trading of digital assets that are securities. We have engaged in extensive
advocacy regarding digital assets and financial technology (“FinTech”), including filing a prior
petition on March 13, 2017, encouraging the SEC to undertake formal rulemaking with respect to
the regulation of digital assets and blockchain technology.! This petition is intended to
supplement our previous advocacy efforts.

We encourage the SEC to provide needed guidance related to post-trade activities in the
digital asset space. We believe FinTech and blockchain have tremendous potential. However,
as this technology develops, regulators must foster innovation without stifling it through unclear
regulations. U.S. and foreign regulators have noted the disruptive potential of FinTech and
blockchain. They have also recognized the potential of FinTech to revolutionize the financial
services industry.? We share this belief in the potentially transformative nature of FinTech and
support the important role of regulators in ensuring that this revolutionary technology develops in
a sustainable manner that promotes fair and orderly markets, protects consumers, and benefits
industry participants.

. Background

A. The Current State of the Post-Trade Securities Laws

The SEC’s duties are to: protect investors, maintain fair, orderly, and efficient markets,
and facilitate capital formation.® The trading of digital assets has spread beyond the developers
of the digital assets to large financial institutions that see the value of blockchain technology.
Developing a tailored regulatory framework for digital assets would not only help to protect

1See Petition for Rulemaking (Mar. 13, 2017), available at: https://www.sec.gov/rules/petitions/2017/petn4-710.pdf.

2 See Wiritten Testimony of Chairman Jay Clayton before the Senate Banking Committee, Washington, D.C. (February
6, 2018), available at: https://www.banking.senate.gov/public/_cacheffiles/abe72ac6-4f8a-473f-9c9c-
€2894573d57d/BF62433A09A9B95A269A29E 1FF 13D2BA.clayton-testimony-2-6-18.pdf.

3 Michael S. Piwowar, Acting Chairman, SEC, Remarks at the "SEC Speaks" Conference 2017: Remembering the
Forgotten Investor (Feb. 24, 2017), available at: https://www.sec.gov/news/speech/piwowar-remembering-
theforgotten-investor.html.

66124528.5



Brent J. Fields
December 12, 2018

investors, but would help to promote market integrity, capital formation, and the protection of the
investing public.

There are several specific parts of the securities laws that need to be amended to address
the development of blockchain technology and digital assets and to protect investors, maintain
fair and orderly markets, and to facilitate capital formation. From 1934 through 1975, trading,
clearance and settlement of securities in the United States was governed by the Securities Act of
1933 (the “Securities Act’), and the Securities Exchange Act of 1934 (the “Exchange Act"). The
clearance and settlement of trades was governed by state laws. It was not until the late 1960s
that the SEC began focusing on how securities transactions were cleared and settled. The SEC
has provided important informal guidance regarding the trading of digital assets, and in particular
when a digital asset may be deemed to be a security, but the agency has not provided clear
guidance on how to treat these assets post-trade. We have been an active voice in encouraging
more formal regulation of FinTech, as evidenced by our March 13, 2017 petition for rulemaking
to the SEC requesting regulation of digital assets of securities. In addition to formal rulemaking
regarding digital assets as securities, we believe that the SEC must address how digital assets
are regulated once a trade occurs.

B. The Paperwork Crisis

In the late 1960s and early 1970s, securities markets in the United States experienced a
back-office crisis (the “Paperwork Crisis”) caused by increasing volumes and back-office
inefficiencies in processing securities transactions.* During the Paperwork Crisis, a brokerage
firm used approximately 33 different documents to execute and record a single securities
transaction.® These paper-based transactions slowed processing to the point where exchanges
shortened the trading day to alleviate back-office delays, creating significant administrative
issues.®

The confusion and delays in the back offices of brokers and dealers were magnified by
inadequate clearance and settlement facilities, particularly in the over-the-counter market.”
Systems designed for the three million share days of 1960 proved incapable of dealing with
astonishing volume of thirteen million share days around the end of the decade. Operational
deficiencies caused fail rates and customer complaints to soar. Losses in 1967-1968 caused an
unprecedented number of broker-dealer firm failures.® Approximately 160 New York Stock
Exchange (“NYSE") member firms went out of business while others either merged or liquidated.®

By the early 1970s, Congress examined the back-office crisis and asked the SEC to: (i)
compile a list of unsafe and unsound practices employed by brokers and dealers in conducting
their business, (ii) report to Congress on steps being taken to eliminate these practices, and (iii)

4 Bergmann, L., 2004. Speech: International Securities Settlement Conference — “The U.S. view of the role of
regulation in market efficiency” (“Bergmann”). Available at https://www.sec.gov/news/speech/
spch021004leb.htm.

5d.

1d.

7Id.

8 d.

°Id.

66124528.5



Brent J. Fields
December 12, 2018

recommend additional legislation that might be needed to eliminate these unsafe and unsound
practices.

After extensive studies and hearings, Congress agreed that a fundamental weakness in
the U.S. clearance and settlement system was the absence of a mechanism to give direction to,
and ensure cooperation and coordination among, the entities engaged in securities processing —
clearing corporations, securities depositories, transfer agents, and issuers.'® Industry practice
combined with a lack of uniformity had failed to effectively support transaction processing in the
U.S., and legislation soon followed. "

G Securities Act Amendments

In 1975, Congress enacted amendments to the Exchange Act finding that: (i) the prompt
and accurate clearance and settlement of securities transactions is necessary for the protection
of investors; (i) inefficiency imposes unnecessary costs on investors and intermediaries; (iii) new
data processing and communication techniques present opportunities for more efficient, effective,
and safe clearing procedures; and (iv) linking of clearance and settlement facilities, and the
development of uniform standards and procedures, would reduce unnecessary costs and
increase investor and intermediary protection.'?

The Securities Acts Amendments of 1975 (the “Securities Acts Amendments”), made
sweeping changes to the federal securities laws, established the national market system and the
national clearance and settlement system as they exist today.’* Congress directed the SEC to,
among other things: (i) facilitate the establishment of a national system for the prompt and
accurate clearance and settlement of transactions in securities and (ii) end the physical movement
of securities certificates in connection with the settlement among brokers and dealers of
transactions in securities.

Two basic themes recur throughout the legislative history of the securities processing
provisions of the Securities Acts Amendments: (i) prevent another paperwork crisis in the
securities industry and (ii) establish a safe, efficient, and modern national clearing and settlement
system. Section 17A of the Exchange Act gave the SEC the authority to facilitate: (i) the
establishment of a national system for prompt and accurate clearance and settlement in securities
and (ii) linked or coordinated facilities for clearance and settlement of related financial products.
Congress directed the SEC in 1975 to facilitate the establishment of a national system for the
prompt and accurate clearance and settlement of securities transactions when it added Section
17A to the Exchange Act as part of the Securities Acts Amendments. At the time of the adoption
of the Securities Acts Amendments, the Senate Committee on Banking, Housing and Urban
Affairs stated the “banking and security industries must move quickly toward the establishment of
a fully integrated national system for the prompt and accurate processing and settlement of
securities transactions.”

A key component of the SEC's supervision of the securities clearance and settlement
system is its authority to regulate clearing agencies. Before performing clearing agency functions,

0 Supra at note 6.

" Supra at note 13.

1215 U.S.C. § 78q-1(a)(1)(A)-(D).
1315 U.S.C. §78q-1(a)(2).
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including trade comparison, netting, matching, and settlement activities, intermediaries must
either register with the SEC or apply for an exemption from registration. The SEC'’s ability to
achieve these goals and its supervision of securities clearance and settlement systems is based
on the regulation of registered clearing agencies.

While blockchain technology was not available in 1975, many technologists believe the
technology could help the financial services industry accomplish many of the goals of the
Securities Acts Amendments. The question that remains is how such technologies should be
regulated by the SEC.

D. Clearing Agencies

Clearing agencies are self-regulatory organizations that are required to register with the
SEC. There are two types of clearing agencies: clearing corporations and depositories. Clearing
corporations compare member transactions (or report to members the results of exchange
comparison operations), clear those trades and prepare instructions for automated settlement of
those trades, and often act as intermediaries in making those settlements. Clearing corporations
provide several essential services to the market, including comparing and confirming trade data
submitted by participants (or reporting to participants the results of trade comparisons submitted
by the exchanges), acting as the common counterparty and guaranteeing the completion of the
trade if either side defaults or goes out of business, and preparing instructions for their participants
regarding their settlement obligations. Clearing corporations generally instruct depositories to
make securities deliveries that result from settlement of securities transactions.

A blockchain technology platform could be required to register as a clearing corporation if
it compares the trades of users of the platform, clears the trades, and prepares instructions for
automated settlement of the trades. The platform could also be required to register as a clearing
corporation if the platform acts as the common counterparty and guarantees the completion of
trades. We encourage the SEC to clearly define when a blockchain technology platform must
register as a clearing corporation and to define how blockchain technology may be used by such
firms.

E. Transfer Agents

Blockchain and digital assets represent a fundamental change in the financial services
industry and hold the potential to make traditional aspects of the industry obsolete. One area of
the securities laws that can be improved through the introduction of blockchain is the role of
transfer agents. Traditionally transfer agents perform functions such as: countersigning securities
upon issuance, monitoring the issuance of securities with a view to preventing unauthorized
issuance, a function commonly performed by a person called a registrar, registering the transfer
of securities, exchanging or converting securities, or transferring record ownership of securities
by bookkeeping entry without physical issuance of securities certificates.'* Transfer agents
record changes of ownership, maintain the issuer's security holder records, cancel and issue
certificates, and distribute dividends. Because transfer agents stand between issuing companies
and security holders, efficient transfer agent operations are critical to the successful completion

14 Securities Exchange Act of 1934 Section 3(a)(25).
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of secondary trades. Section 17A(c) of the Exchange Act requires that transfer agents be
registered with the SEC, or if the transfer agent is a bank, with a bank regulatory agency.

A blockchain technology platform could be required to register as a transfer agent if it
monitors the issuance of securities or registers the transfers of securities. While it is unlikely a
blockchain technology platform would countersign securities, platforms operating their own
blockchain to track the issuance and trading of digital assets could be deemed to be monitoring
the issuance of securities with a view of preventing unauthorized issuance (i.e., a registrar,
registering the transferring of such securities). Other blockchain platforms could be deemed to be
registering the transfer of securities, exchanging or converting securities, or transferring record
ownership of securities by a bookkeeping or ledger entry without physical issuance of securities
certifications.

The SEC released a concept release regarding transfer agents in 2015, noting the
potential value of blockchain technology in streamlining the industry.'”® We encourage the SEC
to provide clear guidance to the industry as to when a blockchain technology platform must
register as a transfer agent and to provide guidance to issuers of digital assets as to when they
must use a transfer agent.

F. Custody

Section 15(c)(3) of the Exchange Act and Rule 15c3-3 (the “Customer Protection Rule”),
are designed to protect customer funds with two main requirements: possession or control of
securities, and reserve formula. The requirements have the objectives of establishing guidelines
to calculate customer assets to be segregated, methods to segregate and practices to prevent
broker-dealers from using segregated customer assets to finance their proprietary activities,
satisfying deliveries and covering customer short transactions. Specifically, the rule requires that
customer funds involved in an applicable securities transaction be held at a bank as defined in
the Exchange Act. The Rule also requires a broker-dealer to maintain physical possession or
control over customers’ fully paid and excess margin securities. Physical possession or control
generally means that the broker-dealer must hold securities in one of several locations specified
in the rule and that they be held free of liens or any other interest that could be exercised by a
third-party to secure an obligation of the broker-dealer. Appropriate control locations under the
Customer Protection Rule include clearing corporations and depositories.

The SEC has also addressed the issue of custody in the context of registered investment
advisers under the Investment Advisers Act of 1940 (the “Advisers Act”). Under the Advisers Act,
the SEC has stated that no qualified custodian is required for uncertificated or certificated
private shares. While the SEC has provided guidance to registered investment advisers, it has
not provided guidance to broker-dealers. The Customer Protection Rule serves a laudable goals,
under both the Exchange Act and Advisers Act. However, the application of the rule is unclear in
a world of digital assets that are securities and blockchain technology. Itis unclear if digital assets
that are unregistered securities must be held in compliance with the Customer Protection Rule
and any applicable custody rule.

15 Securities Exchange Act Release No. 76743 (Dec. 22, 2015), 80 Fed. Reg. 81948 (Dec. 31, 2015). Available at
www.sec.gov/rules/concept/2015/34-76743.pdf.
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We believe blockchain technology has the potential to reshape how banks act as
custodians, particularly with respect to digital assets that are securities. Blockchain has the ability
to store digital assets that are securities and record their transfer. We encourage the SEC to
examine the Custody Rule and the Customer Protection Rule in light of blockchain technology.
By allowing issuers or trading platforms to use blockchain technology in lieu of banks as
custodians, the SEC could significantly streamline securities trading and reduce transaction costs,
producing savings for investors. Such efficiencies created by blockchain have great potential
when used on a large scale. To facilitate this, the SEC needs to modernize its traditional rules
and regulations to embrace blockchain technology.

l. Recommendations

We believe that blockchain is a potent modernizing force in financial services. Blockchain
has the potential to increase efficiencies in post-trade mechanics and increase auditability, both
benefits that would greatly benefit the industry. In order to best take advantage of this potential,
the SEC must modernize regulations related to clearance and settlement. We recommend the
following

» The SEC should clearly define when a blockchain technology platform must register as a
clearing corporation and define how blockchain technology may be used by such firms.

* The SEC should provide clear guidance to the industry as to when a blockchain
technology platform must register as a transfer agent and provide guidance to issuers of
digital assets as to when they must use a transfer agent.

= The SEC should modernize the Custody Rule and the Customer Protection Rule to take
into account and encourage the use of blockchain technology’s ability to track securities
transactions.

Modernizing regulations relating to these post-trade elements will provide needed clarity to the
industry and help to promote the use of this important technology.

If Templum can be of any further assistance to you in this matter, please do not hesitate
to contact either the undersigned at (646) 973-3350 or our counsel, Richard B. Levin of Polsinelli
PC, at 303-583-8261.
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Very truly yours,

i f
Vincent R. Molinari Christopher J. Pallotta
Co-Founder of Templum, Inc. Co-Founder of Templum, Inc.
Chief Executive Officer Chief Executive Officer
Templum Markets, LLC Templum, Inc.

ccC: Jay Clayton, Chairman, Securities and Exchange Commission
Robert J. Jackson, Jr., Commissioner, Securities and Exchange Commission
Hester M. Peirce, Commissioner, Securities and Exchange Commission
Elad L. Roisman, Commissioner, Securities and Exchange Commission
Kara M. Stein, Commissioner, Securities and Exchange Commission
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T E M p I_ U M OFFICE OF THE SECRETARY |

April 4, 2019

Brent J. Fields

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: Rulemaking Regarding Digital Asset Mining — Templum Markets, LLC

Dear Mr. Fields,

Templum Markets, LLC (“Templum_ Markets"), a subsidiary of Templum, Inc., is a
financial technology (“FinTech”) company and broker-dealer registered with the U.S. Securities
Exchange Commission (“SEC") and a member of the Financial Industry Regulatory Authority
(“EINRA". Templum Markets operates an alternative trading system (“ATS") for the secondary
trading of digital assets that are securities. Templum Markets has engaged in extensive
advocacy regarding digital assets and FinTech matters, including filing prior petitions on
December 12, 2018, regarding the clearance and settlement of digital assets,’ and on March
13, 2017, encouraging the SEC to undertake formal rulemaking regarding the regulation of
digital assets and blockchain technology.? This petition is intended to supplement our previous
advocacy efforts.

Chairman Clayton has stated that nearly every initial coin offering (“ICQ") has involved
the sale of a security.®> However, it is unclear if miners of digital assets that are securities may
be required to register as a broker-dealer under the Securities Exchange Act of 1934 (the
“Exchange Act”). We encourage the SEC to provide formal guidance to the industry on this
issue.

! See Petition for Rulemaking (Dec. 18, 2018), available at: hitps://www.sec.gov/rules/petitions/2018/petn4-736.pdf
(addressing when blockchain technology firms may have to register a clearing corporation or a transfer agent and the
applicability of custody and the customer protection rule to digital assets).

2See Petition for Rulemaking (Mar. 13, 2017), available at: https://www.sec.qov/rules/petitions/2017/petn4-710.pdf
(petition filed by the predecessor to Templum addressing when digital assets are securities and whether platforms
trading digital assets must register as a broker-dealer or ATS).

3 Stan Higgins, SEC Chief Clayton: ‘Every ICO ['ve Seen Is a Security’, Coindesk (Feb. 6, 2018) available at:
https://www.coindesk.com/sec-chief-clayton-every-ico-ive-seen-security.

437 W 16" St New York, NY 10011
©2018 Templum Inc. All Rights Reserved
NOTICE: Securities offered by and through Templum Markets, LLC (Members FINRA and SIPC).

Templum Markets, LLC is wholly owned by Templum, Inc, which also an affiliate of Liquid Markets Group Inc. Certain individuals
employed by and associated with these affiliates may also be registered representatives of Templum Markets, LLC.
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I Digital Asset Mining

Digital assets are commonly distributed to certain participants on a protocol through
“mining.” Although definitions of mining differ, and although the precise activities that miners
undertake varies, the SEC's definition is instructive. The SEC has described mining as
“applying computer power to try to solve complex equations that verify a group of transactions in
that virtual currency.” The SEC has recognized that “[tlhe first computer (or collection of
computers) to solve such an equation is awarded new units of that virtual currency . . ."* The
SEC notes that “miners” include “the computer equipment used in this process, and the humans
who own it.”® Such work commonly includes the validation of transactions over a given digital
asset’s protocol, which in turn supports the protocol's growth and functionality. There currently
exists a spectrum of activity that is described as mining in the digital asset space. Some
protocols require miners to perform complex computations.

1. Whether and When Miners May be Acting as Unregistered Broker-Dealers

Section 3(a)(4)(A) of the Exchange Act defines a broker-dealer as a person or entity that
is: (i) engaged in the business, (ii) of effecting transactions in securities, (iii) for the account of
others. The terms used in the definition of a broker-dealer are not defined in the Exchange Act
or SEC rules. The courts and the SEC have taken an expansive view of the scope of these
terms, and base their determinations on a facts and circumstances analysis. If a person is
deemed to be a broker, that person is required by Section 15 of the Exchange Act to register
with the SEC, unless there is an applicable exemption under the federal securities laws. The
question of whether and when a miner of digital assets may be engaged in broker-dealer activity
should be guided by existing SEC guidance and case law.

A. Engaged in the Business

Courts have read “engaged in the business” as meaning a certain regularity of
participation in purchasing and selling activities rather than a few isolated transactions.” Two
factors that are important in determining regularity of the “in the business” prong include: (i) the

4 SEC v. Homero Joshua Garza, GAW Miners, LLC and Zeniner, LLC (Dec. 1, 2015), available at
http://mww.sec.gov/litigation/complaints/2015/comp23415.pdf
5 |d. The two most commonly recognized blockchain consensus protocols are proof of work and proof of stake. This
petition does not differentiate between these two types of consensus, though we believe that certain consensus
gnechanisms may look more like broker-dealer activity than others.

Id.
TSEC v. Am. Inst. Counselors, Fed. Sec. L. Rep. (CCH) 1 95,388 (D.D.C. 1975); see also SEC v. Kenton Capital,
Ltd., 89 F. Supp. 2d 1 (D.D.C. 1998); SEC v. Margolin, 1992 U.S. Dist. LEXIS 14872 (S.D.N.Y. Sept. 30, 1992); SEC
v. Hansen, 1984 U.S. Dist. LEXIS 17835 (S.D.N.Y. Apr. 6, 1984); SEC v. Nat! Exec. Planners, Ltd., 503 F. Supp.
1066, 1073 (M.D.N.C. 1980); Mass. Fin. Servs., Inc. v. Sec. Investor Prot. Corp., 411 F. Supp. 411, 415 (D. Mass.),
affd, 545 F.2d 754 (1st Cir. 1976), cert. denied, 431 U.S. 804 (1977); Landegger v. Cohen, No. 11-cv-01760-WJM-
CBS (D. Colo. Sept. 30, 2013); SEC v. Collyard, No. 11-cv-3656 (D. Minn. Dec. 9, 2015).

437 W 16" St New York, NY 10011
©2018 Templum Inc. All Rights Reserved
NOTICE: Securities offered by and through Templum Markets, LLC (Members FINRA and SIPC).

Templum Markets, LLC is wholly owned by Templum, Inc, which also an affiliate of Liquid Markets Group Inc. Certain individuals
employed by and associated with these affiliates may also be registered representatives of Templum Markets, LLC.
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number of transactions and clients,® and (ii) the dollar amount of securities sold, as well as the
extent to which advertisement and investor solicitation were used.® Neither of these factors is
determinative. While a single isolated instance of a person seeking to purchase or sell
securities may not in all cases cause a person to be a broker, transactions by a person that
represent the first step in a larger pattern of transactions could still be found to meet the
regularity threshold.’® The dollar amount of the transactions can indicate regularity; however,
courts have held that there is no requirement that such activity be a person’s principal business
or principal source of income.' The SEC has stated:

.. . nothing. . . would warrant a conclusion that a person is not “engaged in the
business” merely because his securities activities are only a small part of his total
business activities, or merely because his income from such activities is only a
small portion of his total income. On the contrary, if the securities activities are
engaged in for commissions or other compensation with sufficient recurrence to
justify the inference that the activities are part of the person’s business, he will be
deemed to be “engaged in the business.”?

Besides regularity of business, courts and the SEC have identified several other factors which
indicate that a person is engaged in the business. These factors include:

* receiving transaction-related compensation;'

* assisting others in settling securities transactions;' and

8SEC v. Margolin, 1992 U.S. Dist. LEXIS 14872 (S.D.N.Y. Sept. 30, 1992); Landegger v. Cohen, No. 11-cv-01760-
WJM-CBS (D. Colo. Sept. 30, 2013) (declining to find that participating in seven transactions could not be sufficient
regularity to constitute acting as a broker). Letter from Ezra Weiss, Chief Counsel, Division of Market Regulation, to
Joseph McCulley (Aug. 2, 1972) (an individual seeking to purchase or sell securities may advertise on a single,
isolated basis without being considered a “broker,” however, one engaging in repeated advertising encompassing
offers to buy as well as to sell must register as a broker-dealer).

SNat| Exec. Planners, 503 F. Supp. at 1073 (National Executive Planners solicited clients actively, and sold
$4,300,000.00 worth of TVM instruments. NEP thus had a certain regularity of participation in securities transactions
at key points in the chain of distribution); Kenton Capital Ltd., 69 F. Supp. 2d at 13. (citing SEC v. Deyon, 977 F.
Supp. 510, 518 (D. Me. 1997), and Nat' Exec. Planners, 503 F. Supp. at 1066, 1073).

"OKenton Capital, Ltd., 69 F. Supp. 2d at 13 (defendants’ securities transactions were not a single, isolated
transaction, but rather the first step in a larger enterprise. Kenton was established for the exclusive purpose of
participating in trading programs).

"See UFITEC v. Carter, 20 Cal. 3d 238, 254 (1977); see also Kenton Capital, Ltd., 69 F. Supp. 2d at 13 (a
corporation could be a broker even though securities transactions are only a small part of its business activity).
2InTouch Global, LLC, SEC No-Action Letter (Nov. 14, 1995).

3See SEC v. Martino, 255 F. Supp. 2d 268, 283 (S.D.N.Y. 2003); SEC v. Margolin, 1992 U.S. Dist. LEXIS 14872, at
“16 (S.D.N.Y. Sept. 30, 1992); BondGlobe, Inc., SEC Denial of No-Action Request (Feb. 6, 2001); Progressive
Technology Inc., SEC Denial of No-Action Request (Oct. 11, 2000); BD Advantage, Inc., SEC Denial of No-Action
Request (Oct. 11, 2000); SEC Denial of No-Action Request, Transfer Online (May 3, 2000); Letter from Catherine
McGuire, Chief Counsel, Division of Market Regulation to Myles C.S. Harrington, President, MuniAuction, Inc. (Mar.
13, 2000).
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» soliciting securities transactions.'®

Under the current regulatory framework, it is unclear when miners may meet the “engaged in
the business” prong of the test if they are involved in a high number of transactions through their
mining and if they are being paid transaction-related compensation. Additionally, it is unclear
whether or when miners may also meet the engaged in the business prong of the test if they are
assisting parties transacting in digital assets to settle transactions by recording data to a
blockchain.

B. Effecting Transactions

Courts and the SEC have determined that a person “effects transactions in securities” if
the person participates in such transactions “at key points in the chain of distribution.”'® Such
participation may include, among other activities:

* helping an issuer to identify potential purchasers of securities;"

= screening potential participants in a transaction for creditworthiness;

* soliciting securities transactions (including advertising);'®

* negotiating between the issuer and the investor;

4 See SEC v. Kenton Capital, Ltd., 69 F. Supp. 2d 1, 13 (D.D.C. 1998); BondGlobe, Inc., SEC Denial of No-Action
Request (Feb. 6, 2001); Progressive Technology Inc., SEC Denial of No-Action Request (Oct. 11, 2000); BD
Advantage, Inc., SEC Denial of No-Action Request (Oct. 11, 2000); Transfer Online, SEC Denial of No-Action
Request (May 3, 2000); Strengthening the Commission's Requirements Regarding Auditor Independence, SEC
Release No. 34-47265 (Jan. 28, 2003) at n.82; Letter from Catherine McGuire, Chief Counsel, Division of Market
Regulation, to Myles C.S. Harrington, President, MuniAuction, Inc. (Mar. 13, 2000).

5See, e.g., SEC v. Deyon, 877 F. Supp. 510 (D. Me. 1997), aff'd, 201 F.3d 428 (1st Cir. 1998) (both defendants
solicited investors by phone and in person); SEC v. Century Inv. Transfer Corp., 1971 U.S. Dist. LEXIS 11364, at *13
(S.D.N.Y. Oct. 5, 1971) (defendant “engaged in the brokerage business” by soliciting customers through ads in the
Wall Street Journal).

6See Mass. Fin. Servs., Inc. v. Sec. Investor Prot. Corp., 411 F. Supp. 411, 415 (D. Mass.), affd, 545 F.2d 754 (1st
Cir. 1976), cert. denied, 431 U.S. 904 (1977); see also SEC v. Nat| Exec. Planners, Ltd., 503 F. Supp. 1066, 1073
(M.D.N.C. 1980); SEC Denial of No-Action Request, Transfer Online (May 3, 2000). Distributions facilitated in an
unconventional manner have also been found to give rise to broker-dealer status. See, e.g., In re Intercontinental
Capital Grp., LLC, SEC Release No. 34-74172 (Jan. 29, 2015) (instituting proceedings for unregistered broker-dealer
activity against person purporting to provide loans against microcap securities collateral, but raising cash for the loan
through the sale of the collateral into the market).

"See, e.g., David W. Blass, Chief Counsel, Division of Trading and Markets, SEC, Remarks to American Bar
Association, Trading and Markets Sub-committee (Apr. 5, 2013).

8See SEC v. Margolin, No. 93-7309, 1992 U.S. Dist. LEXIS 14872, at *15-16 (S.D.N.Y. Sept. 30, 1992).
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= taking, routing or matching orders, or facilitating the execution of a securities
transaction;'®

* handling customer funds or securities;?° and

» preparing and sending transaction confirmations (other than on behalf of a broker-
dealer that executes the trades).

Many of these factors are not in themselves sufficient to trigger broker-dealer registration, but
rather indicate broker-dealer activity in conjunction with other criteria, especially compensation.
Generally, evaluating the merits of investments and issuing confirmations are viewed by the
SEC as relatively weak indicators of broker-dealer activity. Helping an issuer to identify potential
purchasers, and handling customer funds and securities are moderate factors. Structuring
issuances, soliciting transactions, negotiating with investors, and taking and executing orders
are strong indicators of broker-dealer activity. The significance of each of these factors is
substantially heightened when combined with transaction-based compensation.

Of the factors listed above, miners on many blockchain protocols could be deemed to be
preparing and sending transaction confirmations when they process transaction related
information that is added to a blockchain. There may also be cases where miners could be
deemed to be participating in the execution of securities transactions or handling customer
funds (i.e., digital assets that are not securities) or digital assets that are securities. These types
of activities may fall within the scope of what is considered to be “effecting transactions” by the
SEC.

G: For the Account of Others

In order to be considered a broker, a person must be effecting transactions in securities
for others, not for the broker's own account. It is unclear whether blockchain protocols in which
miners may be helping the issuer to “effect” the sale of digital assets could result in the miners
being deemed to be acting for the account of others.

D. Role of Compensation in the Analysis

In the SEC’s no-action guidance and enforcement actions, receiving commissions or
other transaction-related compensation is one of the determinative factors in deciding whether a

9.

208eg The Investment Archive, LLC, SEC No-Action Letter (May 14, 2010). Handling customer funds may also
include handling customer’s digital currencies, such as bitcoin, in connection with bitcoin-denominated securities
transactions. See In re BTC Trading, Corp., SEC Release No. 34-73783 (Dec. 8, 2014).
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person is a broker-dealer subject to the registration requirements under the Exchange Act.?'
Transaction-related compensation refers to compensation based, directly or indirectly, on the
size, value or completion of any securities transactions.?? The receipt of transaction-related
compensation often indicates that a person is engaged in the business of effecting transactions
in securities.®

If the digital assets sold are deemed securities and if the miners are compensated for
their work based on the amount of digital assets sold, it is unclear whether or when miners may
be acting as unregistered broker-dealers as the result of receiving transaction based
compensation.

1. Recommendations

We request that the SEC provide guidance as to when miners of digital assets that are
securities could be deemed to be acting as broker-dealers. It is unclear whether or when miners
of digital assets may be deemed to be engaged in the business of effecting transactions in
securities for the account of others. We believe that the SEC should give these issues
heightened attention in order to help guide the industry as to the application of existing laws.

If Templum Markets or we can be of any further assistance to you in this matter, please
do not hesitate to contact us at the above address or 646-595-1713 or our counsel Richard B.
Levin of Polsinelli PC at 303-583-8261.

215ee Wolff Juall Investments, LLC, SEC Denial of No-Action Request (May 17, 2005); Birchtree Financial Services,
Ine., SEC Denial of No-Action Request (Sept. 22, 1998); Vanasco, Wayne & Genelly, SEC Interpretive Letter (Feb.
17, 1999); SEC v. FTC Capital Mkts., Inc., No. 09-cv-4755, 2010 U.S. Dist. LEXIS 65417 (S.D.N.Y. May 20, 2009);
SEC v. UBS AG, No. 100:09-CV-00316, 2009 U.S. Dist. LEXIS 123034 (D.D.C. Feb. 18, 2009); SEC v. Milken, 98
Civ. 1398 (S.D.N.Y. Feb. 26, 1998).

22See GlobalTec Solutions, LLP, SEC No-Action Letter (Dec. 28, 2005). The SEC will look behind the terms of a
compensation arrangement to determine its economic substance, that is, to determine whether it is transaction-
related. Thus, a fee arrangement designed to compensate a person for what that person would have received if the
person directly received transaction-related compensation (for example, a fiat fee that is recalculated periodically to
reflect an increase or decrease in the number of transactions) would be the equivalent of transaction-related
compensation. In this regard, a flat fee representing a percentage of expected future commissions could be
considered transaction-related. See Definition of Terms in and Specific Exemptions for Banks, Savings Associations,
and Savings Banks Under Sections 3(a)(4) and 3(a)(5) of the Exchange Act, SEC Release No. 34-44291, n.46 (May
11, 2001).

238ge SEC v. Margolin, 1992 U.S. Dist. LEXIS 14872 (S.D.N.Y. Sept. 30, 1992); BondGlobe, Inc., SEC Denial of No-
Action Request (Feb. 6, 2001); Progressive Technology Inc., SEC Denial of No-Action Request (Oct. 11, 2000); BD
Advantage, Inc., SEC Denial of No-Action Request (Oct. 11, 2000); SEC Denial of No-Action Request, Transfer
Online (May 3, 2000); Letter from Catherine McGuire, Chief Counsel, Division of Market Regulation, to Myles C.S.
Harrington, President, MuniAuction, Inc. (Mar. 13, 2000).
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Co-Founder of Templum, Inc. Co-Founder of Templum, Inc.
Chief Executive Officer of Chief Executive Officer of
Templum Markets, LLC Templum, Inc.

CC: Jay Clayton, Chairman, Securities and Exchange Commission
Robert J. Jackson, Jr., Commissioner, Securities and Exchange Commission
Hester M. Peirce, Commissioner, Securities and Exchange Commission
Elad L. Roisman, Commissioner, Securities and Exchange Commission
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

Qrrice or
THE SECRETARY

April 15, 2021

Vincent Molinari
Sustainable Holdings, PBC

via: vince(@sustainableholdings.io

Re: Rulemaking Petition File No. 4-771
Dear Mr. Molinari:

This letter acknowledges receipt by this office on April 12, 2021, of a rulemaking
petition requesting the Commission provide regulatory clarity with respect to the regulation
of a new form of digital assets — non-fungible tokens.

The petition has been assigned the file number noted above and has been referred to

the appropriate division of the Commission. The Office of the Secretary will notify you of
any pertinent action taken by the Commission.

Sincerely,

\f;@w @uj%ww

Vanessa A. Countryman
Secretary



MEMORANDUM

DATE: February 9, 2021

TO: John Coates, Acting Director

Division of Corporation Finance

FROM:  [P©
Office of the Secretary

RE: Rulemaking Petition from Vincent Molinari, Sustainable
Holdings, PBC, file number 4-771

Attached is a copy of the above-referenced rulemaking petition
requesting that the Commission provide regulatory clarity with respect to the

regulation of a new form of digital assets — non-fungible tokens.

We are placing a copy of the rulemaking petition on the Commission’s

public website.

Attachment

G Elizabeth Murphy, CF

Valerie Szczepanik, FinHub
Bryan Morris, OGC
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April 12, 2021

Hon. Vanessa Countryman

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: Rulemaking Regarding Non-Fungible Tokens
Dear Secretary Countryman,

Arkonis Capital, LLC (“Arkonis”) is a broker-dealer registered with the U.S. Securities
and Exchange Commission (“SEC”) and the Financial Industry Regulatory Authority (‘FINRA”).
Arkonis is a subsidiary of Sustainable Holdings, PBC, a financial technology (‘FinTech”)
company focused on sustainability. The author of this petition is very familiar with blockchain
technology and digital assets and has petitioned the SEC in the past to adopt rules on the
regulation of digital assets that are securities, the remediation of initial coin offerings that
violated the securities laws, and the regulation of the miners of digital assets." Arkonis believes
the SEC needs to provide regulatory clarity with respect to the regulation of a new form of digital
assets - non-fungible tokens (“NFTs").

Arkonis encourages the SEC to engage in a meaningful discussion of how to regulate
FinTech companies and individuals that are creating NFTs that may be deemed digital asset
securities and the platforms that facilitate the issuance and trading of NFTs. We believe in
certain instances NFTs may be securities. We believe existing securities laws that were written
in the 1930s provide a crude mechanism for the regulation of NFTs. We encourage the SEC to
publish a concept release on the regulation of NFTs to provide suitable guidance to the industry
followed by the adoption of a new regulation on the same.?

|I. Background

Arkonis believes the development of NFTs presents a unique challenge to SEC’s ability
to protect investors from products that may be illegally offered securities.

A. Digital Assets

' Rulemaking petition regarding the regulation of digital assets and blockchain technology (Mar. 15, 2017), available
at: https:/iwww.sec.gov/rules/petitions/2017/petn4-710.pdf; see also Rulemaking petition on digital asset mining
(Revised) (Apr. 4, 2019), available at: https:/iwww.sec.govirules/petitions/2019/petn4-743.pdf, Request for
rulemaking to address how digital assets are regulated once a trade occurs (Dec. 12, 2018), available at:
hitps:/imww.sec.gov/rules/petitions/2018/petn4-736.pdf and Rulemaking petition related to issuance of initial coin
offerings that took place prior to the promulgation of related guidance by the Commission (Jan. 26, 2018), available
at: https:/iwww sec.gov/rules/petitions/2018/petn4-719.pdf.

* The SEC and other agencies such as the Office of the Comptrolier of the Currency (the “OCC") have taken
important steps in acknowledging the growing importance of FinTech in the broader financial services industry.
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The past several years has seen an increasing number of digital assets, including NFTs.
Digital assets that rely on distributed ledger technology commonly known as blockchain, exist in
a variety of forms and provide industry actors with a variety of benefits.® Digital assets use
blockchain technology to create a secure, distributed network for transactions.*

The SEC has defined digital assets as “an asset that is issued and transferred using
distributed ledger or blockchain technology.” Digital assets include, but are not limited to virtual
currencies, coins, and tokens.® A digital asset may in certain instances be deemed a security
under the federal securities laws. While not defined in the securities laws, the SEC often refers
to digital assets that are securities as a “digital asset securities.”

B. Non-Fungible Tokens

NFTs use blockchain technology to establish authenticity, ownership, and transferability
of a unique asset. NFTs differ from other digital assets such as Bitcoins which are fungible.
NFTs can be purchased and sold peer-to-peer or on dedicated platforms. NFTs are commonly
associated with art, gaming and digital collectibles. The artist Mike Winkelmann, also known as
Beeple, recently used an NFT to sell his digital art “Everydays - The First 5000 Days” for $69
million. The sale was the third-highest price paid for a piece of art by a living artist. Collectors
and speculators have spent more than $200 million on NFT based artwork, memes and
Graphics Interchange Format (“GIF”). An NFT of a video clip of LeBron James recently sold for
more than $200,000 on NBA Top Shot. Not to be out done by King James, seven-time Super
Bowl champion Tom Brady is launching an NFT platform called Autograph to support NFTs.

Il. Are NFTs Securities?

The SEC evaluates digital assets in the same manner as traditional assets to determine
whether they are securities. Unlike initial coin offerings which are a type of digital asset that has
drawn a considerable level of attention from the SEC staff, NFTs have not been the subject of
interpretative guidance by the SEC. The SEC has not initiated an enforcement action against
the creator of an NFT or the operator of a platform that facilitates the offer and sale of NFTs.
The issue of when an NFT is a security is unclear.

The definition of “security” under the Securities Act of 1933 (the “Securities Act”) and
Securities Exchange Act of 1934 (the “Exchange Act”) are nearly identical and broad enough to
cover some NFTs. Section 2(a)(1) of the Securities Act defines a “security” as:

any note, stock, treasury stock, security future, security-based swap, bond,
debenture, evidence of indebtedness, certificate of interest or participation in any
profit-sharing agreement, collateral-trust certificate, preorganization certificate or
subscription, transferable share, investment contract, voting-trust certificate,

* See RICHARD B. LEVIN ET AL., REAL REGULATION OF VIRTUAL CURRENCIES, HANDBOOK OF DIGITAL
CURRENCY, 328-31 (2015).

* See id. at 331-32.

¢ Statement on Digital Asset Securities Issuance and Trading, Division of Corporation Finance, Division of Investment
Management, and Division of Trading and Markets, SEC (Nov. 16, 2018), available af:
hitps://www.sec.gov/news/public-statement/digital-asset-securites-issuuance-and-trading.

° Id.
7 1d.
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certificate of deposit for a security, ... or, in general, any interest or instrument
commonly known as a “security.”™

The definition of security is sufficiently expansive to grant the SEC broad authority to regulate
a variety of products as securities. While the definition of security is very broad, it does not
explicitly include digital assets or NFTs. In enforcement actions, the SEC has argued offerings
of digital assets are investment contracts.®

What constitutes an investment contract is determined based on the test articulated by
the U.S. Supreme Court in Securities and Exchange Commission v. W. J. Howey Co. Under
the Howey test, an investment contract is a contract, transaction, or scheme involving (i) an
investment of money, (ii) in a common enterprise, (iii) with the expectation that profits will be
derived from the efforts of the promoter or a third party. The Howey Test brings many non-
traditional offerings within the scope of the term security.

While the SEC has not provided guidance on when an NFT is a security, the SEC staff
have noted:

the main issue in analyzing a digital asset under the Howey test is whether
a purchaser has a reasonable expectation of profits (or other financial
returns) derived from the efforts of others. A purchaser may expect to realize
a return through participating in distributions or through other methods of
realizing appreciation on the asset, such as selling at a gain in a secondary
market,

If an NFT relates to an existing asset and is marketed as a collectible with a public assurance of
authenticity on the blockchain, it should not be deemed a security. If an NFT promises a return
on investment from the efforts of others, the NFT could be deemed a security. However, as
noted by the SEC staff in its 2019 Framework, "Price appreciation resulting solely from
external market forces (such as general inflationary trends or the economy) impacting the

* Securities of 1933 § 2(a)(1).

*See e.g., SEC v. FLIK; et al. (Sep. 10, 2020), available at: https:/Awww.sec.govilitigation/complaints/2020/comp-
pr2020-207 pdf; In the Matter of Boon.Tech, et al. (Aug. 13, 2020), available at:
https:/Avww.sec.govilitigation/admin/2020/33-10817.pdf; SEC v. ICOBox, et al. (Sep. 18, 2019), available at:
https:/Awww.sec.gov/litigation/complaints/2019/comp-pr2019-181.pdf; SEC v. Kik Interactive Inc. (June 4, 2019),
available at: https:/iwww.sec.gov/litigation/complaints/2019/comp-pr2019-87.pdf; In the Matter of Gladius Network
LLC (Feb. 20, 2019), available at: https://www.sec.govilitigation/admin/2019/33-10608.pdf; In the Matter of Floyd
Mayweather, Jr. (Nov. 29, 2018), available at: https:/iwww_sec.gov/litigation/admin/2018/33-10578.pdf; In the Matter
of Khaled ("DJ Khaled”) (Nov. 29, 2018), available at: https://iwww.sec.gov/litigation/admin/2018/33-10579.pdf; In the
Matter of Paragon Coin, Inc. (Nov. 16, 2018), available at: https:/iwww.sec.gov/litigation/admin/2018/33-10574.pdf; In
the Matter of CamierEQ, Inc., d/b/a Airfox (Nov. 16, 2019), available at: https:/Avww.sec.govlitigation/admin/2018/33-
10575.pdf; In the Matter of Zachary Cobum (Nov, 8, 2018), available at:
https://www.sec.gov/litigation/admin/2018/34-84553.pdf; SEC v. Blockvest LLC, et al. (Oct. 11, 2018), available at:
https://www.sec.gov/litigation/complaints/2018/comp-pr2018-232.pdf; TokenLot LLC, Lenny Kugel, and Eli Lewitt
(Sep. 11, 2018), available at: https:/iwww.sec.gov/litigation/admin/2018/33-10543.pdf; In the Matter of Tomahawk
Exploration LLC and David T. Laurance (Aug. 14, 2018), available at: hitps://iwww.sec.gov/litigation/admin/2018/33-
10530.pdf; SEC v. Titanium Blockchain Infrastructure Services Inc., et al. (May 22, 2018), available at:
hitps:/fwww.sec.govi/litigation/complaints/2018/comp-pr2018-94.pdf; SEC v. Sharma, et al. (Apr. 2, 2018), available
al: https://www.sec.govilitigation/complaints/2018/comp-pr2018-53.pdf; In the Matter of Munchee, Inc. (Dec. 11,
2017), available at: https:/fiwww.sec.gov/litigation/admin/2017/33-10445.pdf; SEC v. REcoin Group Foundation, LLC,
et al. (Sep. 29, 2017), available at: https:/Mww.sec.gov/iitigation/complaints/2017/comp-pr2017-185.pdf.

** Framework for “Investment Contract” Analysis of Digital Assets (2019), available at:
https:/Amwww.sec.gov/corpfin/framework-investment-contract-analysis-digital-assets# edn1.
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supply and demand for an underlying asset generally is not considered ‘profit’ under the Howey
test.”"

As NFTs proliferate, new regulatory questions will arise. Arkonis believes fractionalized
NFTs could be considered a security. While NFTs are meant to be non-fungible, fractional
NFTs that allow numerous purchasers to acquire a partial ownership interest in the NFT,
increases the likelihood the NFT could be deemed a security. We encourage the SEC to
provide guidance on the fractional ownership in an NFT.

ll. Regulation of NFT Platforms

If an NFT is a security, the platform facilitating the sale and secondary trading of the
NFT may have to register with the SEC as an exchange. Section 3(a)(1) of the Exchange Act
defines an “exchange” as “any organization, association, or group of persons, whether
incorporated or unincorporated, which constitutes, maintains, or provides a market place or
facilities for bringing together purchasers and sellers of securities or for otherwise performing
with respect to securities the functions commonly performed by a stock exchange as that term
is generally understood ... ."*> Exchange Act Rule 3b-16(a) provides a functional test to assess
whether a trading system meets the definition of exchange. Under Rule 3b-16(a), an
organization, association, or group of persons will be deemed to provide “a marketplace or
facilities for bringing together purchasers and sellers of securities or for otherwise performing
with respect to securities the functions commonly performed by a stock exchange,” if such
organization, association, or group of persons: (1) brings together the orders for securities of
multiple buyers and sellers; and (2) uses established, non-discretionary methods (whether by
providing a trading facility or by setting rules) under which such orders interact with each other,
and the buyers and sellers entering such orders agree to the terms of the trade.

As the SEC noted in the DAO Report, a system that meets the definition of an exchange
and is not excluded under Rule 3b-16(b), must register as a national securities exchange or
operate pursuant to an appropriate exemption.” One frequently used exemption is for
alternative trading systems (“ATS"). Rule 3a1-1(a)(2) exempts from the definition of “exchange”
under Section 3(a)(1) an ATS that complies with Regulation ATS. An ATS that operates
pursuant to the Rule 3a1-1(a)(2) exemption and complies with Regulation ATS would not be
subject to the registration requirement of Section 5 of the Exchange Act.

If an NFT is a security, any platform that brings together multiple buyers and sellers of
the NFT using non-discretionary methods, will likely be deemed an exchange.

IV. Recommendations
A. The SEC should publish a concept release on the regulation of NFTs.

Arkonis believes SEC rulemaking paired with an opportunity for public comment, will
provide guidance to parties looking to create NFTs and to facilitate the sales of NFTs. By
allowing industry participants to raise questions and concerns through rulemaking, the SEC will

" 1.
2 15 U.S.C. § 78¢(a)(1).

"* Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934: The DAO, Securities and
Exchange Commission Release No. 81207 (July 25, 2017), available at:
https:/iwww.sec.gov/litigation/finvestreport/34-81207 .pdf.
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be able to make a general assessment of NFTs and to develop a regulatory framework that is
better suited to address them.

As was the case with the proliferation of ICOs in the last several years, the number of
FinTech firms facilitating the issuance and trading of NFTs is growing rapidly. Like ICOs, NFTs
are attracting the attention of prominent athletes, entertainers, the media, and the public. Unlike
the ICO frenzy of several years ago which was met with guidance and enforcement actions, the
SEC has not published guidance on the regulation of NFTs as digital asset securities.

The regulation of NFTs presents the SEC with an opportunity to satisfy its statutory
duties — protecting investors, maintaining fair, orderly, and efficient markets, and facilitating
capital formation - by engaging in a constructive dialogue with the FinTech industry on how to
regulate NFTs.

B. The SEC should propose rules to address when NFTs are securities.

While SEC enforcement actions have provided some guidance on when digital assets
are securities, the actions have not addressed the needs of FinTech firms dealing with NFTs.
Arkonis believes the publication of a concept release on how to regulate NFTs is a
meaningful first step in providing guidance to the industry, which will only prove beneficial if it
is followed by the SEC adopting a new rule on the regulation of NFTs. The current guidance
on the regulation of digital assets as securities requires a facts and circumstances-based
analysis by qualified counsel to determine if an NFT is a security and if a firm’s activities
require registration as a broker-dealer, an exchange, or an ATS. Such analysis is often cost
prohibitive to the early stage companies that drive much of the innovation in FinTech.

Arkonis believes rulemaking by the SEC will provide much needed guidance to the
industry that will promote market integrity, capital formation, and protection of investors.

V. Conclusion

NFTs have tremendous potential to revolutionize industries including, sports, music, and
entertainment. However, NFTs do not function as traditional securities and do not fit clearly
under the existing regulatory framework. We believe the pace of change must be tempered by
the statutory duties of the SEC to protect investors, maintain fair, orderly, and efficient markets,
and facilitate capital formation. To help promote stability and innovation in the industry, Arkonis
believes the SEC should publish a concept release on the regulation of NFTs that clearly
defines when an NFT is a security, and what type of registration is required by firms facilitating
the trading of NFTs.

We hope that you, the Commissioners, and the staff find these comments informative.
Arkonis welcomes the opportunity to discuss with you how the SEC may develop a regulatory
framework that harnesses the potential of the industry by creating more transparency and
efficiency.

If Arkonis or | can be of any further assistance to you in this matter, please do not
hesitate to contact me at the above address or at vince@sustainableholdings.io or our counsel
Richard B. Levin of Nelson Mullins Riley & Scarborough LLP at 202-689-2860.

Very truly yours,

4837-4422-7301 v.1
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VincentR. Molinari
Chief Executive Officer, President

cc: Hon. Allison Herren Lee, Chair

Hon. Caroline A. Crenshaw, Commissioner

Hon. Hester M. Peirce, Commissioner

Hon. Elad L. Roisman, Commissioner

Robert W. Cook — Chief Executive Officer — FINRA
Robert L.D. Colby, Esq. — Chief Legal Officer — FINRA

4837-4422-7301 v.1



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

Qrrice or
THE SECRETARY

July 21, 2022

Paul Grewal

Chief Legal Officer
Coinbase Global, Inc.
paul.grewal@coinbase.com

Re: Rulemaking Petition File No. 4-789
Dear Petitioner:

This letter acknowledges receipt by this office on July 21, 2022, of a rulemaking
petition requesting that the Commission propose and adopt rules to govern the regulation of
securities that are offered and traded via digitally native methods, including potential rules to
identify which digital assets are securities.

The petition has been assigned the file number noted above and has been referred to
the appropriate division of the Commission. The Office of the Secretary will notify you of
any pertinent action taken by the Commission.

Sincerely,

N

nt.vut 3%}“‘4} JLB WA
Vanessa A. Countryman
Secretary



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

100 F STREET, N.E.
WASHINGTON, D.C. 20549

OFFICE OF
THE SECRETARY

December 15, 2023

Paul Grewal

Chief Legal Officer
Coinbase Global, Inc.
paul.grewal@coinbase.com

Re: Petition for Rulemaking, File No. 4-789
Dear Mr. Grewal:

This letter 1s in response to the Petition for Rulemaking that you filed on July 21, 2022
(“Petition” or “Pet.”) on behalf of Coinbase Global, Inc. (“Petitioner”)."

The Petition suggests that the Commission engage in discretionary rulemaking of
substantial scope to create “a new regulatory framework” for crypto asset securities.” Pet. 1, 3.
The Petition does not include the “text or the substance of any proposed rule” as required by the
Commission’s Rules of Practice. 17 C.F.R. § 201.192(a). Rather, it includes “an outline to
frame the topic” and more than 100 questions that Petitioner “believe[s] are important to
consider.” Pet. 7. The Petition generally addresses the classification of crypto assets as
securities, registration and disclosure requirements for offers and sales of crypto asset securities,
and intermediation of crypto asset security transactions.

Pursuant to the Commission’s Rules of Practice, the Petition was referred to the staff of
the Divisions of Trading and Markets and Corporation Finance. The staff considered the Petition
and comment letters received in response thereto and made a recommendation to the
Commission. The Commission has carefully considered that recommendation, as well as the
Petition and comment letters. After such consideration, and in the exercise of its broad
discretion to set its rulemaking agenda, the Commission concludes that the requested rulemaking
is currently unwarranted and denies the Petition.

I See Petition for Rulemaking — Digital Asset Securities Regulation, https://www.sec.gov/files/
rules/petitions/2022/petn4-789.pdf.

2 “Crypto asset” refers to an asset that is issued and/or transferred using distributed ledger or
blockchain technology.



Paul Grewal
December 15, 2023
Page 2

The Commission disagrees with the Petition’s assertion that application of existing
securities statutes and regulations to crypto asset securities, issuers of those securities, and
intermediaries in the trading, settlement, and custody of those securities is unworkable.
Moreover, the Commission has discretion to determine the timing and priorities of its regulatory
agenda, including with respect to discretionary rulemaking such as that requested in the
Petition. See Massachusetts v. EPA, 549 U.S. 497, 527 (2007). Any consideration of whether
and, if so, how to alter the existing regulatory regime may be informed by, among other things,
data and information provided by numerous undertakings directly or indirectly relating to crypto
asset securities that the Commission is currently pursuing.® Accordingly, the Commission
concludes that it is appropriate to deny the Petition. The Commission is also engaged in many
undertakings that relate to regulatory priorities extending well beyond crypto asset securities.*
The requested regulatory action would significantly constrain the Commission’s choices
regarding competing priorities, and the Commission declines to undertake it at this time.

The Commission appreciates receiving Petitioner’s considered views on the issues related
to crypto asset securities raised in the Petition. The Commission benefits from engagement with
market participants, including those focused on crypto asset securities, and will continue to so
engage. To the extent that future circumstances warrant, the Commission may undertake further
consideration of issues raised in the Petition.

By the Commission,

¢ /)
{ . / |
\, avunhad’ | _o ga,-i-wfu

Vanessa A. Countryman
Secretary

3 See, e.g., Custody of Digital Asset Securities by Special Purpose Broker-Dealers, 86 Fed. Reg.
11627 (Feb. 26, 2021); Further Definition of “As a Part of a Regular Business " in the Definition
of Dealer and Government Securities Dealer, 87 Fed. Reg. 23054, 23057 n.36 (Apr. 18, 2022);
Regulation Best Execution, 88 Fed. Reg. 5440, 5448-49, 5540-42 (Jan. 27, 2023); Safeguarding
Advisory Client Assets, 88 Fed. Reg. 14672, 14676, 14688-94, 14700, 14706, 14710, 14715,
14726 (Mar. 9, 2023); Regulation Systems Compliance and Integrity, 88 Fed. Reg. 23146,
23166-69 (Apr. 14, 2023); Supplemental Information and Reopening of Comment Period for
Amendments Regarding the Definition of “Exchange,” 88 Fed. Reg. 29448 (May 5, 2023).

* See, e.g., Office of Management and Budget, Office of Information and Regulatory Affairs,
Securities and Exchange Commission Agency Rule List — Fall 2023 (Dec. 6, 2023),
https://www.reginfo.gov/public/do/eAgendaMain; see also Regulatory Flexibility Agenda, 88
Fed. Reg. 48694 (July 27, 2023).
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July 21, 2022

Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re: Petition for Rulemaking - Digital Asset Securities Regulation
Dear Ms. Countryman:

Coinbase Global, Inc. (“Coinbase”) is filing this petition® with the U.S. Securities and Exchange
Commission (“Commission” or “SEC”) requesting that the Commission propose and adopt rules
to govern the regulation of securities that are offered and traded via digitally native methods,
including potential rules to identify which digital assets are securities. Digitally native securities
are recorded and transferred using distributed ledger technology and do not rely on centralized
entities or certificated forms of ownership that characterize traditional financial instruments.?
Transactions in these securities (henceforth “digital asset securities”) are executed and settled in
real time, permanently recorded on blockchains, and visible with equal access to all market
participants. This is a paradigm shift from existing market practices, rendering many of the
Commission rules that govern the offer, sale, trading, custody, and clearing of traditional assets
both incomplete and unsuitable for securities in this market.

The U.S. does not currently have a functioning market in digital asset securities due to the lack of
a clear and workable regulatory regime. Digital assets that trade today overwhelmingly have the
characteristics of commodities. Coinbase, like many other exchanges, has intentionally and
conscientiously steered well clear of securities to ensure that we are able to operate in full
compliance with applicable laws and regulations. However, new rules facilitating the use of digital
asset securities would allow for a more efficient and effective allocation of capital in financial
markets and create new opportunities for investors.

Globally, many jurisdictions are actively pursuing regulation that meets the specific needs of the
crypto market, ensuring investors are well-protected. For example, the EU recently reached
agreement on Markets in Crypto Assets (MiCA) regulation first proposed in 2020, and countries
and markets such as Australia, Brazil, Dubai, Hong Kong, Switzerland, and the United Kingdom
have taken important steps towards establishing (or have already established) regulations around
crypto.®

' See 17 C.F.R. 201.192(a).

2 In this petition we are focused on “native” digital asset securities—that is, digital asset securities that
exist on a distributed ledger, only in tokenized form. Many, but not all, of the considerations discussed herein
would apply similarly to digital asset securities that represent a tokenized version of a traditional security
(e.g., tokenized common stock).

* Council of the EU, Digital finance: agreement reached on European crypto-assets regulation (MiCA)
(June 31, 2022)

AIA
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service providers: Licensing and custody requirements (Consultation Paper) (Mar. 21, 2022),
https://treasury.gov.au/consultation/c2022-259046; Chamber of Deputies, Projeto de Lei N° 4401, De 2021,



The SEC, however, has not yet taken constructive steps in this direction. Despite the
well-recognized growth and rapidly developing practices in the digital asset ecosystem, and the
Commission’s stated view that some digital assets are securities, the Commission has yet to
constructively engage with digital asset market participants on the design of a workable
regulatory framework, let alone propose any new rules governing this activity. Moreover, as of the
publication of its most recently updated regulatory agenda on June 22, 2022, the Commission
has not indicated any intention to do so.*

Instead, the Commission appears to be following an enforcement-first approach to addressing
crypto-related regulatory challenges. Indeed, the Commission recently announced that the
Enforcement Division’s Crypto Assets and Cyber Unit would soon double in size.? Leading with
enforcement actions before ensuring regulatory clarity results in arbitrary outcomes with limited
value as guiding precedent. Several parties have been the subject of extensive investigation
while others—with nearly identical products or services—have apparently been subject to none.
This approach has led to both confusion and the uneven treatment of market participants.

Rather than initiate new rulemaking, Chair Gensler has repeatedly stated through speeches and
testimony that the vast majority of digital tokens are securities, and has asked issuers and
exchanges that offer, sell, and trade them to come in and register.® We disagree that the majority
of digital assets are securities. For those digital assets that are securities, registration under the
current rules is, for many market participants, either not possible or not economically viable given
the associated and unnecessary compliance burdens. Additionally, when existing regulations are
unworkable, some market participants may be less willing to invest the resources necessary to
follow the rules. Failure to resolve these shortcomings leaves investors unprotected due to a lack
of regulatory clarity, prevents market participants from leveraging the efficiencies new technology
can offer, and materially impairs capital formation in the blockchain technologies that underlie
digital assets. This is wholly inconsistent with the SEC’s mission.

(Aug. 21, 2021), hitps://www.camara.leg.br/propostas-legislativas/1555470; Dubai Financial Services
Authority, Consultation Paper No. 143, Regulation of Crypto Tokens (Mar. 8, 2022),
https://dfsaen.thomsonreuters.com/sites/default/files/net file store/CP143 Regulation_of Crypto Tokens.p
df; Legislative Council of Hong Kong, Anti Money Laundering and Counter-Terrorist Financing (Amendment)
Bill, (June 24, 2022), hitps://www.gld.gov.hk/egazetie/pdf/20222625/es32022262516.pdf; Swiss Federation,
Federal Act on the Adaptation of Federal Law to Developments in Distributed Electronic Ledger Technology
(Jan. 14, 2021), https://fedlex.data.admin.ch/eli/fga/2020/2007; HM Treasury, Government Sets Out Plan to
Make UK a Global Cryptoasset Technology Hub, (Apr. 4, 2022),
https://www.gov.uk/government/news/government-sets-out-plan-to-make-uk-a-global-cryptoasset-technology
-hub.

* The Commission submitted its agenda of rulemaking actions pursuant to the Regulatory Flexibility Act
on April 26, 2022, to the Regulatory Information Service Center for inclusion on the Unified Agenda of
Federal Regulatory and Deregulatory Actions. The agenda that was published did not indicate any
rulemaking actions to be considered in the current agenda (next 12 months) or the long-term agenda that
relates to digital asset regulation.SEC, SEC Announces Spring 2022 Regulatory Agenda (June 22, 2022),
https://www.sec.gov/news/press-release/2022-112

5 SEC, SEC Nearly Doubles Size of Enforcement’s Crypto Assets and Cyber Unit (May 3, 2022),

hitps://www.sec.gov/news/press-release/2022-78.

% See, e.g., Sander Lutz, SEC Chair Gensler Threatens Action Against Unregistered Crypto Exchanges
(May 18, 2022),
https://decrypt.co/100806/sec-chair-gensler-threatens-action-against-unregistered-crypto-exchanges (stating
to the House Financial Services and General Government Subcommittee that “[t]he crypto exchanges
should come in and register . . ."); Public Statement, Chair Gary Gensler, SEC, 2021 Aspen Security Forum:
The View from the SEC: Cryptocurrencies and National Security (Aug. 3,

2021), https://www.youtube.com/watch?v=tusQLLCgrDs (inviting digital asset trading platforms to “come in,
register, work with the SEC.").
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In October 2021, we issued our Digital Asset Policy Proposal — Safeguarding America’s Financial
Leadership through which we hoped to initiate a broad and wide-ranging conversation about the
role digital assets play in our economic future.” As part of that proposal, we offered a bold idea to
regulate digital assets under a separate framework with a single regulator as a way to ensure that
investors are properly protected and innovation can occur without, what we believe, may be
restricting and cumbersome labels of security and commodity. Our proposal would require a
government-wide focus to create a fundamentally new and comprehensive regime for digital
assets. We remain committed to continuing the discussion about the right way to regulate digital
assets. This petition, however, is more specific. We are seeking a transparent and collaborative
process to engage directly with the SEC as a means to initiate a discussion about what the SEC
can do within its own authority to provide clarity and certainty regarding the regulatory treatment
of digital asset securities.

Coinbase firmly believes that a new regulatory framework is needed to ensure that the SEC can
fulfill its responsibility to oversee the digital asset securities markets. We respectfully petition the
Commission to propose new rules for the offer, sale, registration, and trading of digital asset
securities. Existing rules, unchanged, do not achieve the goals of the Commission when applied
to digital asset securities. Following the well-established rulemaking process would allow for
input from a wide range of stakeholders, advance the goals of transparent and orderly policy
development, and result in clear rules and fair notice to all market participants.

Now is the time for the Commission to begin a public dialogue. The recent collapse of the
TerraUSD stablecoin, the bankruptcy of crypto-lenders such as Celsius, ongoing questions about
the efficacy of how digital asset markets operate, and the potential onset of another crypto winter
can help inform a regulatory path forward. The lessons learned can be used to reinforce the best
practices, and guide the industry in building new infrastructure and product offerings. Establishing
regulatory guardrails is critical to the future success of digital asset innovation in the United
States.

As an initial step, the Commission should solicit input from the public. Many of the unresolved
issues are complicated, and developing effective and efficient solutions will require a broad
understanding of the technology underpinning developing market practices and products. We
believe that we and other market participants will also benefit from an open discussion. The
Commission has historically published concept releases for large, novel, or complicated issues,
commensurate with the issues related to regulation of digital assets; such public engagement
would be an appropriate model to follow here.?

As part of this process, the Commission should also consider whether appropriately tailored
interpretive guidance and no-action relief could be used to facilitate new activities within existing
regulatory frameworks. Doing so will provide the Commission with an opportunity to assess the
efficacy of emerging market practices with the ability to later promulgate rules, if appropriate. Any
such guidance and other relief must avoid imposing new requirements or exercising
policy-making authority that is more appropriately conducted through notice and comment
rulemaking pursuant to the Administrative Procedure Act.

7 Coinbase, Digital Asset Policy Proposal — Safeguarding America’s Financial Leadership, (Oct. 2021),
https://assets.ctfassets.net/c5bd0wgjc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24a56a897e2d37e
£30/coin -digital-asset-policy-pr |.pdf.

8 SEC, Concept Release on Equity Market Structure (Jan. 14, 2010),
https://www.sec.gov/rules/concept/2010/34-61358.pdf; SEC, Concept Release on the U.S. Proxy System
(July 14, 2010), https://www.sec.gov/rules/concept/2010/34-62495 .pdf.
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It is imperative that the Commission start this process now. Digital asset securities have not yet
been widely offered on regulated platforms because the existing rules do not accommodate them.
Until the Commission provides regulatory certainty and a workable framework for digital asset
securities, it is not feasible for market participants to “come in and register.” And the inability to
do so risks not only stunting the development and growth of this market, but also invites those
least committed to regulatory compliance to exploit existing ambiguities.

If the U.S. fails to act alongside the efforts of other jurisdictions, global market practices will
conform to rules tailored to the preferences of foreign authorities. And once market participants
begin implementing foreign rules, the regulatory options available to the Commission will become
more limited in order to avoid substantially raising compliance costs of U.S. firms operating
internationally. The U.S. has historically been the world’s leader in maintaining and regulating
unparalleled capital markets; action is needed to preserve that position for the digital asset
securities market.

As the only U.S. public company that operates a digital asset trading platform, Coinbase
understands the value of market oversight through clear and workable regulation, and we
welcome opportunities to work with policymakers to build a safe, open, and fair crypto ecosystem.
We believe appropriately tailored regulation is essential to encouraging capital formation in the
digital asset industry, protecting digital asset customers and investors, and facilitating the wider
adoption of digital asset technology. We do not currently trade or facilitate trading in digital asset
securities because of a lack of clear and workable regulation. But we would consider doing so
through our SEC-registered securities broker-dealer subsidiaries'® once rules are in place that
can accommodate the technological manner in which digital asset securities would be offered,
sold, traded, custodied, and cleared.

In petitioning the Commission for rulemaking we recognize that existing regulatory questions will
be challenging to solve. We know because we have spent more than a year thinking about how to
do it. Last October we published a set of principles that we believe should underpin a regulatory
framework." And now we offer views on a set of detailed questions that we believe should be
answered as part of the process necessary to implement an effective regulatory framework for
digital asset securities that promotes the SEC’s mission, achieves key regulatory objectives, and
encourages innovation that benefits market participants.

Our petition focuses only on areas in which we believe we have expertise, and should not be
viewed as a comprehensive list of issues and questions related to the regulation of digital asset
securities. For example, regulation pertaining to the Investment Company Act of 1940 and the
Investment Advisers Act of 1940 would benefit from consideration through a similar process that
solicits the input from knowledgeable market participants. We encourage the Commission to
initiate a process to solicit input from areas of the market not covered by our petition.

9 Gary Gensler, Prepared Remarks of Gary Gensler On Crypto Markets Penn Law Capital Markets
Association Annual Conference (Apr. 4, 2022),

'® Coinbase Securities, Inc. and Coinbase Capital Markets Corp.

" See, e.g., Coinbase's Digital Asset Policy Proposal (#dApp) at
https://assets.ctfassets.net/c5bd0wajc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24ab6a897e2d37e
f30/coinbase-digital-asset-policy-proposal.pdf.




Key Considerations
There are three primary challenges when applying existing rules to digital asset securities:
1. Lack of clarity regarding how to determine whether a digital asset is a security;

2. Requirements that are fundamentally incompatible with the operation of digital asset
securities; and

3. Requirements that are technically possible, but unnecessary or overly burdensome as
compared to potential alternative and more efficient rules.

Although Coinbase, and other digital asset trading venues, have identified a number of digital
assets that are clearly not securities, and therefore may trade without SEC registration, there are
other assets that are harder to classify relying on the SEC’s application of the Howey and Reves
tests. Many of the questions we ask below highlight the challenge of identifying which of these
digital assets, if any, fall within the Commission’s jurisdiction, the lack of clarity with existing
regulatory requirements, and the ways in which the existing regulatory requirements are
fundamentally incompatible with the operation of digital asset securities.

Other questions reflect requirements for which compliance is possible, but otherwise not
well-suited to digital asset securities premised on distributed-ledger technology. For example,
custody requirements contemplate a broker-intermediated model—such as national securities
exchanges use today—that is unnecessary for real-time settlement on blockchains. Each of the
questions is also fundamentally tied to the determination of whether a digital asset is a security.
Certainty on the applicable regulatory framework would not only provide greater protection for
investors, but also permit the formation of an efficient digital asset market environment.

Finally, in addressing these questions, we believe the Commission should consider the following:
1. Not All Digital Assets Are Securities

Most digital assets are designed to enable simple functions that provide economic gates to
commercial applications and services. They are not securities. Their value is determined by
adoption and use, and the disclosures that token holders need are materially different from those
of a public company. The issuer registration, disclosure, and listing requirements for securities are
currently tailored to the issuers of debt and equity in public companies. But most digital
assets—coins and tokens that trade on exchanges like Coinbase—do not represent ownership
stakes in complicated public companies or pay a return to investors through dividends or interest.

The Commission should provide clarity regarding which digital assets, if any, are securities.The
lack of clarity creates a risk that issuers of non-security digital tokens will feel compelled to
comply with public company reporting requirements that are unnecessary, may lead to investor
confusion, and may render innovative blockchain projects not economically viable despite the
value they could bring to users and the broader economy.

2. Needed Disclosures Are Different
The SEC disclosure regime has historically focused on ensuring that investors have material

information necessary to make an informed investment decision. Current disclosure
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requirements, however, do not cover a number of features unique to digital assets that would
undoubtedly be considered important when making an investment decision. For example,
investors would likely find information about the risk of a network attack, what kind of governance
rights are embedded in which tokens, who has the ability to change the code underlying the
assets or the network, and other features that do not exist with respect to traditional securities to
be material. Additionally, investors would benefit from comparable disclosures across each digital
asset security to assist in identifying differences among investment opportunities. At the same
time, the operations of a digital asset issuer are typically less complex than those of a large public
company, so investors would likely not require the same level of disclosure in several areas
relevant to traditional public companies to make an informed decision.

3. Real-Time Settlement of Financial Transactions is Possible

Digital assets and blockchain technology hold the promise of a more efficient and resilient
plumbing for financial transactions. This new infrastructure is being built, from the start, to enable
peer-to-peer operability with straight-through-processing between different types of service
providers. The decentralized structure prevents any one service provider from being the sole gate
between market participants. The result is enhanced competition, more seamless services, faster
settlements, greater transparency, and the opportunity to automate complex financial
transactions. The opportunity to eliminate unnecessary gates and layers of intermediation should
ultimately lead to enhanced investor protections (for example by improving market transparency
by recording transactions on a public blockchain), improved functionality, and lower transaction
costs.

Today’s rules, however, do not allow for securities markets to take advantage of these
improvements. For example, existing custody rules do not contemplate real-time settlement of
transactions on blockchains. They are tailored for trades that typically take two days to settle
through a series of intermediaries who must manage default during that period. Real-time
settlement on blockchains obviates this need, allowing counterparties to redeploy their capital
immediately, improving the allocative efficiencies of markets relative to current practices. Other
rules, particularly those promulgated by Regulation National Market System (“NMS”), do not
contemplate digitally native securities, and do not provide a clear compliance path for blockchain
transactions.

4. Fewer Market Intermediaries Are Required

Another important innovation of digital asset markets is the ability to conduct reliable transactions
without the need for third-party intermediaries. Trading platforms like Coinbase offer direct access
to both retail and institutional traders, letting them execute transactions 24 hours a day, seven
days a week. However, rules designed for securities markets trading predate blockchain
technology, when the only way to create trust in the financial system was to require the use of
separate intermediaries, such as brokers, custodians, exchanges, market makers, transfer
agents, and clearing agencies, each with conflicting interests and incentives. Ensuing regulations
were premised on the existence of, and need to regulate these intermediaries, enshrining them
and their role in law."

'2 For additional exploration of the existing regulatory framework, and why it is not properly tailored for
digital asset markets, see Coinbase's Digital Asset Policy Proposal (#dApp) at
https://assets.ctfassets.net/c5bd0wajc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24a56a897e2d37e
f30/coinbase-digital- -policy-proposal.pdf.
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Historical intermediation models should be permitted where they continue to add value, but not
required when they do not or other methods achieve the same goal. For example, intermediaries
should not be required when a transaction can be completed through alternative technological
means that achieve the same regulatory objective. Just as regulatory and legislative
developments were necessary to address the transition from a paper-based financial system to a
computer-based system, a modernization effort is needed today to address the novel features
and benefits of blockchain technology.

Key Questions

Each of these goals cannot be achieved without rethinking and reframing specific parts of existing
securities regulation so that it is more efficient and effective for digital asset securities in the
context of distributed-ledger technology. In the following sections, we provide an outline to frame
the topic and follow with a number of questions that we believe are important to consider as part
of any rulemaking exercise. We have views with respect to each and over time will seek to further
share our perspectives. We strongly encourage other market participants to do the same. Our
“answers” are just one of many relevant voices, and we hope for and expect a robust discussion
that productively informs the Commission and its Staff.

.  Classification of Digital Assets as Securities

The threshold question in the development of a regulatory framework for digital asset securities is
the determination of whether a particular digital asset is in fact a security, and thus subject to the
Commission’s jurisdiction and the securities laws."” The Commission has taken the view that if a
digital asset is a security, its regulatory oversight applies to all aspects of the lifecycle of the
security and the parties that are involved in it, including the initial offering of that digital asset as
well as any subsequent trading by investors and their dealings with intermediaries.™

The determination of whether a non-traditional asset (such as a digital asset) is a security relies
heavily on legal tests developed by case law and ultimately Supreme Court decisions. Where the
characteristics of an instrument do not clearly fit into one of the well-settled terms, the SEC and
federal courts typically analyze whether the instrument is a “security” through the lens of the

3 A “security” is defined in the federal securities laws by reference to lists of instruments that include,
for example, stocks and notes like bonds issued by companies. See Section 2(a)(1) of the Securities Act
(defining a security as “[A]ny note, stock, treasury stock, security future, security-based swap, bond,
debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement,
collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract,
voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other
mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or
index of securities (including any interest therein or based on the value thereof), or any put, call, straddle,
option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general,
any interest or instrument commonly known as a “security”, or any certificate of interest or participation in,
temporary or interim.”) Despite differences, the Supreme Court has indicated that the definitions of “security”
under the Securities Act and the Exchange Act are treated the same. SEC v. Edwards, 540 U.S. 389, 393
(2004), citing Reves v. Ernst & Young, 494 U.S. 56, 61 n.1 (1990). In addition, the “elements of Howey are
also applicable to the [Investment Company Act].” SEC v. Banner Fund Intl, 211 F.3d 602, 614 n.* (D.C. Cir.
2000).

1 See U.S. Sec. & Exch. Comm’n, Chair Gary Gensler Letter to Sen. Warren (Aug. 5, 2021),
hitps://www.warren.senate.gov/imo/media/doc/gensler response to warren - cryptocurrency exchanges.p
df,
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Howey" and Reves'® tests, However, these tests were developed before the emergence of digital
assets and are not tailored to their unique properties and use. As a result, application of these
existing tests to digital assets fails to take into account the unique characteristics of digital assets.

The differences between traditional securities and digital assets underscore the challenges with
applying these tests to digital assets. While traditional securities typically represent a claim to the
assets and profits of a specific corporate issuer, whose management makes choices that
influence the success of the company and therefore the return on investment in its securities,
digital assets often have decentralized groups of developers whose involvement with a project
may ebb and flow over time. The extent to which digital asset holders reasonably rely on the
efforts of particular promoters, or the extent to which those efforts are “undeniably significant
ones”"” is much less clear with regard to digital assets.

Further, while many may purchase digital assets with the hope of price appreciation, unlike
traditional securities, digital assets typically have functional non-investment uses within a
protocol—making them much more akin to real property, which is also often purchased with the
hope of price appreciation, but nevertheless is fundamentally a commodity intended for usage.'®
Non-investment use cases include, for example: paying transaction, or “gas” fees; voting on
governance proposals related to the operation of the protocol; serving as a medium of exchange
for native applications; and helping secure a network.

Coinbase has developed a rigorous process to analyze and review each digital asset, before
making any digital asset available on its platforms. These processes ensure that Coinbase is not
facilitating transactions in or providing trading infrastructure for digital asset securities. Due to
today’s substantial regulatory uncertainty, Coinbase is over-inclusive in what it views as a
potential security, out of an abundance of caution to ensure that its practices comply with existing
applicable law. Coinbase therefore often excludes digital assets based on the mere possibility
that they might be securities.

Not all market participants have the resources to apply the same rigorous process. This in turn
can result in significant burdens in meeting the Commission’s expectation that each market
participant conduct and document its own legal analysis for each and every digital asset with
which it interacts.

Applying the Howey and Reves tests piecemeal to an entire market sector has proven itself to be
an unworkable solution. The SEC needs to provide clarity on the question of what, in the context
of digital assets, constitutes a security. This may be achieved by defining a digital asset security
through rulemaking, through the creation of a digital asset security offering exemption, or through
other regulatory actions. In particular, such a rule should be objective and clear such that it

" SEC v. W.J. Howey Co., 328 U.S. 293 (1946) (resulting in the so-called “Howey test").
'® Reves v. Emst & Young, 494 U.S. 56 (1990) (resulting in the so-called “Reves test").

" SEC v. Glenn W. Turner Enter., Inc., 474 F.2d 476, 482 (9th Cir.).
'® Cf. United Hous. Found., Inc. v. Forman, 421 U.S. 837, 849 (1975).
"See SEC Strategic Hub for Innovation and Financial Technology Letter to the New York State

Department of Financial Services (Jan. 27, 2020),
https://www.sec.gov/files/staff-comments-to%20nysdfs-1-27-20.pdf (“Market participants should not rely on a
model framework, whitelist, or state license when evaluating compliance with the federal securities laws —
without also undergoing careful legal analysis under the federal securities laws" supported by, for example,
“opinion(s] of securities counsel.”).



produces predictable, consistent and replicable results, and can be applied by all market
participants.

For example, the rule should address, consistent with applicable case law, when an “investment
of money” has or has not occurred. If the SEC is of the view that airdrops (i.e., digital assets
provided free of payment) constitute an investment of money—a position that is likely
irreconcilable with case law**—it should clearly state that position and clarify in which
circumstances that would be the case. Similarly, unlike traditional securities whose sole purpose
is to represent an investment, digital assets often provide functionality, utility, or a consumptive
use, aside from any speculative value. The Supreme Court has noted that “when a purchaser is
motivated by a desire to use or consume the item purchased . . . the securities laws do not
apply.”' Further, even if the value of an asset, like a dwelling or precious metal, may appreciate,
and even if some purchasers may purchase the asset with speculative intent, that does not
necessarily convert the consumable asset into a security. The proposed SEC rulemaking
therefore should be explicit, in the digital asset context, as to the Commission’s view on how the
presence or lack of functionality, consumability, and/or utility of the digital asset impacts (and
negates) its status as a security.

Given the complexity of the issue, the Commission should seek public input on the classification
of digital assets as securities in advance of, or as part of, any proposed rulemaking related to
these issues.

Key questions for the Commission to consider and seek public input on:

1) Are the Howey and Reves tests the appropriate tests for determining whether digital assets
are securities?

a) What risks were these tests designed to identify and are those risks consistently
presented in digital asset securities?

b) How should the use and utility of a digital asset, apart from any potential investment
purpose, impact the analysis?

c) Are these tests capable of consistent application to digital assets by issuers,
intermediaries, and other market participants? Does this application lead to results that
are conducive to advancing the SEC’s mission and promoting innovation? Does the
application of the Howey and Reves tests to the specific facts and circumstances of each

20 SEC v. Rubera, 350 F.3d 1084, 1090 (9th Cir. 2003), quoting Hector v. Wiens, 533 F.2d 429, 432 (9th
Cir. 1976). While in the context of analyzing whether a “sale” of a particular security occurred, there may be
arguments that any form of benefit to an issuer could be sufficient consideration to constitute a sale subject
to Section 5 of the Securities Act. See, e.g., SEC, SEC Brings First Actions to Halt Unregistered Online
Offerings of So-Called “Free Stock” (July 22, 1999), https://www.sec.gov/news/headlines/webstock.htm. The
question under Howey, however, is whether the asset is a security in the first place, which requires there to
be an investment of money, not that the distribution of the asset provided a non-monetary benefit to the
issuer. See also Joseph A. Hall, Howey, Ralston Purina and the SEC's Digital Asset Framewaork, 52 REV.
OF SEC. & COMMODITIES REG. 137 (June 19, 2019),
https://www.davispolk.com/files/howey_ralston_purina_sec_digital_asset_framework.pdf (questioning the
Digital Asset Framework's “seemingly contradictory” assertion that the “investment of money” prong of
Howey can be satisfied without an investment of money).

2! United Hous. Found., Inc. v. Forman, 421 U.S. 837, 849 (1975).
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digital asset result in inefficient markets, an inconsistent application of the law, and/or
other adverse consequences?

2) Should the SEC use its exemptive authority under Section 28 of the Securities Act of 1933
(the “Securities Act") and Section 36 of the Securities Exchange Act of 1934 (the “Exchange
Act”) to exempt certain transactions (e.g., those for consumptive use) in certain digital assets
that may otherwise be securities but for which—for the reasons explained in the remaining
sections of this petition—the existing regulatory regime is inappropriate??2 If such
transactions are exempted, should an alternative regime be applied and what should that
regulation look like?

a) Should the Staff reconsider the view in the Digital Asset Framework that receipt of tokens
without investing money may nonetheless satisfy the “investment of money” prong under
Howey?

b)

)

If not, how does the Staff reconcile this position with existing case law, which requires
a recipient to “commit his assets to the enterprise in such a manner as to subject
himself to a financial loss"??®

How should digital assets that provide significant non-investment use cases (e.g., paying
transaction, or “gas” fees; voting on governance proposals related to the operation of the
protocol; serving as a medium of exchange for native applications; and helping secure a
network) be analyzed under the “reasonable expectation of profits” prong of Howey?

i)

Would a finding that such digital assets satisfy this prong conflict with Supreme Court
precedent, which has stated that where a purchaser is not ““attracted solely by the
prospects of a return’ on his investment . . . [but] is motivated by a desire to use or
consume the item purchased . . . the securities laws do not apply”? More generally,
how should “consumption” factor into the investment contract analysis, giving due
regard to the Court's decision in United Housing v. Forman?%

How should market participants regard digital assets that provide both investment
uses and non-investment-based consumptive uses, in light of Howey case law that
explains the existence of speculative purchasers of an asset and the potential to sell
an asset for more than you paid for it does not, on its own, mean that the asset is an
investment contract under Howey?

2 Section 28 of the Securities Act provides that “[tlhe Commission, by rule or regulation, may
conditionally or unconditionally exempt any person, security, or transaction, or any class or classes of
persons, securities, or transactions, from any provision or provisions of this subchapter or of any rule or
regulation issued under this subchapter, to the extent that such exemption is necessary or appropriate in the
public interest, and is consistent with the protection of investors.” Section 36 of the Exchange Act provides
that, subject to certain exceptions inapplicable here, “the Commission, by rule, regulation, or order, may
conditionally or unconditionally exempt any person, security, or transaction, or any class or classes of
persons, securities, or transactions, from any provision or provisions of this chapter or of any rule or
regulation thereunder, to the extent that such exemption is necessary or appropriate in the public interest,
and is consistent with the protection of investors."

2 See supra note 19.
24421 U.S. 837.
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3)

4)

9)

6)

7

i) How should the “efforts of others” prong of the Howey test be understood with
respect to the “expectation of profits” prong? How relevant is the presence of price
fluctuations on secondary trading platforms to the Howey analysis, given that the
price may fluctuate based on the supply and demand of the digital asset for its
consumptive use?

iv) How should the “expectation of profits” prong be understood to ensure that it does
not include digital commodities, where even if bought by a particular buyer with the
hope of profit, any such profit is based on supply and demand for the commodity, not
the performance of the issuer?

c) What efforts may be properly classified as “essential managerial efforts” for digital assets
that operate on permissionless blockchains or protocols, where independent, unaffiliated
nodes are responsible for processing transactions, securing the network, and approving
software implementations, or where such separate parties may be involved in proposing
or implementing changes to the network or system?

i) How can purchasers be reliant upon the efforts of others in the case of digital assets
that have no identifiable central party that could be recognized as an “issuer”?

Recognizing the importance of creating a predictable framework for market participants, how
can the SEC provide greater clarity and certainty on which digital assets constitute securities?
Should the Staff revisit the Digital Asset Framework and provide bright-line rules that could be
applied more consistently and predictably?

Following a reconsideration of, or an exercise of exemptive authority for, the application of the
Howey and Reves tests to digital assets, should the SEC conduct formal or informal public
evaluations, such as through a no-action letter or other consultative process, to decide
whether a digital asset is a security? Who should be able to seek, and rely on, such a
determination?

Should other parties, such as the original promoters, be able to make similar determinations

that—absent a formal disagreement from the SEC—third-party market participants could rely
on? Should those determinations have to follow a particular process? If so, should there be
a timeline during which the Commission must respond?

Should a digital asset be viewed independently from the transaction in which it was initially
sold—such that the sale may have been a securities transaction, but the asset is not a
security? In a traditional company, the company may produce a product that it sells, and from
which it derives its profits. The shareholders share in these profits. A digital asset issuer,
however, may sell its tokens to raise capital to develop the network on which those same
tokens will be used. The product and the security are represented by the same digital asset,
creating a unique coincidence of investment, on the one hand, and use and consumption, on
the other.

Does the current manner in which the Howey test is applied result in or promote the
maintenance of fair, orderly, and efficient markets consistent with the SEC’s tripartite mission?

1



8) Does the current manner in which the Howey test is applied result in sufficient certainty and
consistency to protect investors in a manner that is consistent with the SEC'’s jurisdiction and
tripartite mission?

9) Does the current manner in which the Howey test is applied result in sufficient certainty and
consistency to facilitate capital formation in a manner that is consistent with the SEC’s
jurisdiction and tripartite mission?

10) In practice, how does a digital asset security transition to be a non-security digital asset?
What constitutes “sufficient decentralization” for purposes of transitioning from a security to a
non-security??®* How would that determination be made and what would be the mechanism for
converting a digital asset from a security to a non-security?

a) Is there a difference, or should there be one, depending on whether the digital asset was
initially sold in an offering that did not comply with the federal securities laws, or was
instead initially sold pursuant to a registration exemption (such as Regulation D or
Regulation S)?

b) Must the path to sufficient decentralization be predetermined at the time of the digital
asset’s launch, or may decentralized attributes be introduced over time?

11) Even if initially sold in a securities offering, can uses of a digital asset for non-investment
purposes (e.g., to use the asset for its actual technological purpose), including transactions
on the secondary market to acquire the digital asset for such non-investment purposes, be
deemed to be non-securities transactions?

1. Issuance of Digital Asset Securities
A. Registration and Exemptions

The federal securities laws require that the offer or sale of any security be registered with the
Commission, unless an exemption is available.

Registration under Section 5 and Section 12 must be sought by the issuer of the security.?® Given
the nature of digital securities, however, it may not be either feasible or necessary to identify an
“issuer” as required under the securities laws. When an issuer registers an offering, it provides a
number of disclosures about the operation of the issuer, its financial statements, its leadership,
what risks it may face, and information about various other parts of the business. The purpose
behind registration, and therefore requiring these disclosures, is to ensure that investors have the
material information they need to make informed decisions. The insiders of the issuer, such as
management, have information about the issuer that will affect the value of its securities and
therefore the disclosure rules require the insiders to make material information public.

% William Hinman, Digital Asset Transactions: When Howey Met Gary (Plastic) (Jun. 14, 2018)
https://lwww.sec.qov/news/speech/speech-hinman-061418 (expressing the view that “current offers and
sales of Ether are not securities” because Ether had become "sufficiently decentralized.”).

% See, e.g., Form S-1, Form 10 (each requiring execution by a representative of the prospective
registrant).
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In many cases, however, the value of a digital asset—unlike the value of stocks and bonds—is
not dependent on the operations of the issuer or the issuer’s financial condition. Rather, the value
of a digital asset routinely depends on the general supply and demand for using the digital asset.
In such cases, there is little information possessed by the issuer that is unavailable to the public
or that impacts the value of the digital asset, making traditional securities disclosures about the
issuer irrelevant to holders of digital assets. In fact, the typical information that the federal
securities laws require public companies to disclose presents the risk of misleading investors in
digital assets, who may believe this information to be material to their investment decision
because the SEC mandated its disclosure.

There are, additionally, digital assets that are created or managed by a diffuse group of
individuals, who are not a central “team” at all. Some digital assets are developed by dispersed
groups of individuals who may not even know each other’s true identities. Current application of
existing securities regulations may treat this group as the “issuer” but there is little insider
information that this group has, and requiring them to coordinate and assume liability for
disclosures would be both impracticable and futile. In such circumstances, the kind of information
asymmetries that the federal securities laws are designed to remedy do not exist.?’

Mandated disclosures serve a regulatory purpose when there is material information to be
pushed out into the market. A diffuse collection of individuals may not have such information to
disclose. The SEC'’s Digital Asset Framework suggests that these dispersed groups may be
“Active Participants,” or “APs,” whose efforts are relevant for determining whether the digital asset
is itself a security. But the framework does not itself provide a determinative test for identifying
who qualifies as an AP, or specify if these APs are subject to the registration requirements of
Section 5 and Section 12.%

If the digital asset is a security, then failure to register would violate Section 5 and subject the
“issuer” to penalties. But failure to register does not only impact the issuer—it also makes it
effectively impossible for national securities exchanges and other secondary markets to lawfully
facilitate trading of the digital asset security. U.S. digital asset securities markets, like on that
Coinbase may develop, that seek to comply with the U.S. federal securities laws therefore may
not facilitate trading in these assets; instead, trading for these assets occurs on less
well-regulated and/or offshore platforms where there is little oversight or investor protections.
Exceedingly few issuers have successfully registered a digital asset security under Section 5 and
Section 12,2 with many others having failed in attempts to do so0.*® As a result, very few digital

2" Hinman, supra note 24.
% SEC Staff, Framework for “Investment Contract” Analysis of Digital Assets,

https://www.sec.gov/files/dit-framework. pdf.

2 See INX Limited, Prospectus Suppfement

¥ See, e.g., American CryptoFed DAO, Filings, https://www.sec.gov/edgar/browse/?CIK=1881928 (SEC
staff rejecting S-1 filing for “serious deficiencies” relating to requirements to comply with the form, resulting in
withdrawal); Monster Products, Inc., Filings, hitps://www.sec.gov/edgar/browse/?CIK=1675583 (same). See
also Carrier EQ, LLC (f/k/a Airfox), Form 8-K (noting the issuer would discontinue the development of
AirTokens because “[c]urrent laws and regulatory regimes do not provide for the Company to utilize the
AirTokens as envisioned by the Company. . . ."); Paragon Coin, Paragon Coin Update (explaining that the
issuer was filing for bankruptcy after its “plans were impossible to achieve due to several legal mistakes”);
Jamie Chacon, Gladius Network shuts down as ICO investors cry foul (Nov. 25, 2019),
https://decrypt.co/12044/gladius-network-shuts-down-ico-investors-cry-foul (issuer shutting down after
settling an SEC enforcement action that required the issuer to register).
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asset securities are available for trading in the U.S. This is despite the fact that the lack of
information that would have been mandated through the registration process would not have
provided material information to the market even if the process had been successfully completed.
Key questions for the Commission to consider and seek public input on:

12) Given the potential non-investment uses of digital assets that the Commission today seems
to believe may be securities as described in Section II.A, and that digital asset securities
typically operate on decentralized and open-source blockchains that are publicly accessible
to all, what should be the goal of any registration regime for digital asset securities?

a) What risks do digital asset securities present that may not be presented by traditional
securities?

b)

c)

What risks might digital asset securities mitigate, or not present, and how should these
changes in risk profile be recognized in the kind of disclosures provided to investors?

Who, if anyone, should be responsible for registration when there is no identifiable central
entity that controls the token or protocol, or when the issuer does not believe registration
requirements apply?

i)

i)

ii)

iv)

v)

If an entity does serve as an issuer for purposes of a registration of an offering of
digital assets, how long should the “issuer” be responsible for the ongoing disclosure
requirements that may be required?

Are Active Participants responsible for these ongoing disclosure requirements? What
if the persons who may be properly treated as APs change over time?

Would such a digital asset security have a means to be offered on a regulated digital
asset securities trading platform? Should that digital asset still be categorized as a
security and should it be subject to SEC regulation?

What regulatory goal would such registration accomplish? Is there a way that
regulation could be tailored to achieve this goal?

Should the concept of “active participant” exist at all? How does it promote the goals
of the federal securities laws in reducing information asymmetries?

13) Taking into consideration that a digital asset team’s operations and relationship to the digital
asset security may differ meaningfully from the relationship between traditional issuers and
the securities they issue, for example, if they are not receiving any proceeds of an offering,
should the Commission use its exemptive power under Section 28 of the Securities Act and
Section 36 of the Exchange Act to exempt certain developers or promoters of digital asset
securities from registration, and/or ongoing disclosure requirements if the SEC were to
determine they are subject to its regulatory reach?

14) Should platforms be able to facilitate trading in digital asset securities if the initial offer or sale
was not registered under Section 5, or the “issuer” of the digital asset security has not
complied with the requirements of Section 127?
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a) If there is no central entity that controls the token or protocol, or no one that views
themselves as an issuer willing or realistically able to comply with the registration
requirements, should trading platforms be permitted to facilitate the trading of the digital
asset security if sufficient information about a digital asset security is otherwise available
to potential investors without mandatory disclosures?

b) What responsibility and potential liability, if any, would a platform have for the accuracy
and completeness of the disclosures?

15) Are digital asset “investment contract” securities “equity” securities under Section 12(g)?

16) May a broker-dealer be permitted, under certain circumstances, to facilitate the resale of
digital asset securities, even if they were initially sold without registration or an available
exemption?

B. Relevant Disclosures

The existing registration process for securities offerings requires a number of disclosures
designed to ensure that the market has the same material information about the company as
company insiders have. There are also exemptions from registration for offerings by
entrepreneurs and small companies, but they too have their own regulatory disclosure
requirements. While the required disclosures are fewer and different, they rest on the same
assumptions and the belief that insider information is more limited in type or scope, or that the
investors participating in these exempt offerings have superior access to the insiders and their
information.

Aside from the difficulties with registration, discussed in the section above, there is also a
mismatch between the disclosures required for traditional securities offerings and what investors
in digital asset securities need. As a result, existing disclosure requirements are not
well-designed to meet the regulatory goals of ensuring that the market has the information it
needs about the securities being offered or traded.

Disclosure requirements are the hallmark of the federal securities laws. Rather than judge the
suitability of investments for public investors, the federal securities laws are designed to protect
investors by requiring issuers to provide material information about the securities they issue, and
the risks associated with investing in them, that are both accurate and not misleading.

But the Commission’s disclosure requirements for the offer and sale of securities and ongoing
disclosure requirements are designed for traditional corporate entities that typically issue and
register equity and debt securities. The disclosure requirements under the federal securities laws
focus on disclosure about companies, their management and their financial results—topics that
poorly fit the decentralized and open-source nature of blockchain-based digital asset securities.
Digital asset securities that are not tokenized versions of traditional securities raise different
investor disclosure considerations than ordinary corporate securities. For example, even if these
assets have value primarily based on the promoter’s efforts, they generally do not provide holders
any rights over the residual value of the issuer, or a claim on the issuer’s assets. They are neither
equity nor debt.

Digital assets that the SEC may claim are securities often function on decentralized protocols with
many contributors, and every holder of a digital asset security can typically examine for

15



themselves the functionality and governance structure of the asset. As a result, the existing
disclosure requirements are both under-inclusive and overinclusive of the information that is
relevant to an investor in a digital asset security.*' For example, information that may be relevant
to digital asset security investors, such as its “tokenomics” (e.g., the supply schedule of the digital
asset security),?? or on-chain governance (rather than traditional boards of directors), are not
specifically captured by existing disclosure requirements.*

The result of applying existing disclosure requirements to digital asset securities offerings would
be to leave investors exposed. They would be led to believe that information that is irrelevant is
actually important to their decision, while missing several pieces of information that could
significantly affect the value of the digital assets they hold.

Key questions for the Commission to consider and seek public input on:

17) What disclosures should be required for digital asset securities, given their different features
as compared to traditional securities?

a) What information about the digital asset security, the underlying platform, and those
responsible for the development of the digital asset security and the platform should be
shared with those who are considering acquiring the digital asset security?

b) What existing disclosure requirements are not applicable to digital asset securities? For
example, should certain disclosures required under the Williams Act and Section 16 of
the Exchange Act be modified or exempted for digital asset securities?

c) What new disclosures should be required?

18) If it is necessary to provide those that are transacting in a digital asset security certain
information about the digital asset security and related matters on an ongoing basis, how
should relevant information be disclosed so that it is accessible and useful, taking into
account the fact that traditional methods of disclosure may be less effective for digital asset
security investors?

19) Even if the relevant assets were registered or exempt from registration, how would Rule
15c¢2-11 apply to broker-dealers facilitating trading in digital asset securities?* The same

* Chris Brummer, Disclosure, Dapps and DeFi, Forthcoming, Stanford Journal of Blockchain Law and
Policy (Mar. 24, 2022),
https://papers.ssrn.com/sol3/papers.cfm?abstract id=4065143#:~:text=Disclosure%20in%20decentralized%
¥ See Robert Stevens, What Is Tokenomics and Why Is It Important? (Apr. 11, 2022),

% See, e.g., Disclosure, Dapps and DeFi, supra note 30 (“[T]he base layer disclosure documents for
securities law fail to anticipate the particular technological features of decentralized technologies and
infrastructures . . . they assume and inquire only into governance, technology, and other operational features
inherent to industrial economies, and which are often different, or altogether absent in digital and
blockchain-based economies.”).

* Rule 15¢2-11 generally requires, before a broker-dealer may publish a quotation for a security or
submit a quotation into a quotation medium, that the broker-dealer must have in its possession specified
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challenges noted above with respect to registration—the difficulty in obtaining information
about the issuer and the over- and under-inclusive relevancy of the information—apply to the
information sought by Rule 15¢c2-11.

20) Should the SEC preempt state blue sky requirements under Section 18 of the Securities Act,
for example, by determining that for certain transactions, investors are “qualified purchasers”?
If not, given the limited number of digital asset securities that would be listed on a national
securities exchange, could a secondary market develop if state-by-state qualification is
required?

lll. Trading Digital Asset Securities on National Securities Exchanges

One of the central innovations of digital asset trading technology is the ability of both retail and
institutional traders to have direct access to platforms that execute transactions 24 hours a day,
seven days a week. Transactions settle in real time. And broker-dealer intermediaries are no
longer needed as the digital asset market infrastructure has developed so that exchange and
trading services, clearing, settlement, and custody can be provided effectively and more efficiently
by the same entity.

However, registering a trading platform for digital asset securities faces a series of significant
challenges. Notably, Chair Gensler has suggested that such platforms should register as national
securities exchanges (“NSEs"), rather than alternative trading systems (“ATSs").?® But existing
NSE regulation does not contemplate the existence of, or need for, disintermediated trading.
Exchanges require membership to trade directly, and such membership is available only to
broker-dealers.*® Moreover, methods of trading securities outside of a NSE—either on ATSs or
over the counter (“OTC”)—also require the use of a broker-dealer. ATSs are themselves
registered as broker-dealers while OTC trading is facilitated by a network of broker-dealers. None
of these models is designed to accommodate direct investor access to a trading venue, which is
wholly inconsistent with the current models of digital asset trading and inserts unnecessary layers
of intermediation.

Another challenge with Chair Gensler’s approach is that it does not contemplate the side-by-side
trading, on the same platform, of digital assets securities and digital assets that are not securities.
This is problematic because trading in digital assets that are securities would entail trading many
that are not. Unlike traditional securities, which are typically purchased using fiat currency, given
the 24/7 trading market, digital assets are often traded for digitally native currencies such as
stablecoins, or a cryptocurrency like Bitcoin, which is a commodity. For example, a trader might
buy U.S. dollar-backed stablecoins and then use these assets as a store of value for purchases
of various other digital assets. We anticipate, given existing practices and preferences in the

information about the security and its issuer that it believes are reliable and materially accurate, and much of
that information be publicly available.

* Gary Gensler, Prepared Remarks of Gary Gensler On Crypto Markets Penn Law Capital Markets
Association Annual Conference (Apr. 4, 2022),
https://www.sec.gov/news/speech/gensler-remarks-crypto-markets-040422.

3% Under Section 6(c) of the Exchange Act, only registered broker-dealers may be admitted as members
of a national securities exchange. Further, under Section 6(b) and 19(g), national securities exchanges are
self-regulatory organizations (“SROs"), and are required to enforce their member broker-dealers’ compliance
with the securities laws. As they currently operate and under current law, it is not clear that digital asset
trading platforms could comply with these requirements, nor is it clear there is a regulatory benefit of
requiring that they restructure to do so.
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market, that investors in digital asset securities would buy those assets in the same way, using a
stablecoin or other digital store of value.

To register as an exchange, a person must first meet the definition of “exchange”™—including that
it brings together purchasers and sellers of securities.* Its registration must also be approved by
the Commission, which must consider, by statute, whether the exchange is “so organized and has
the capacity to be able to carry out the purposes of the Exchange Act."*® Facilitating the trading
of non-security digital assets, such as Bitcoin, has not yet been recognized as furthering the
purposes of the Exchange Act. For a platform to register as a securities exchange, while also
listing non-securities digital assets, the Commission may need to clarify that registered
exchanges may facilitate trading in both security and non-security digital assets. Finally, securities
on NSEs do not currently trade 24/7, but open and close each day through an auction process on
their listing venue. They must also comply with a number of other regulations, including most
notably Regulation NMS, that may require clarification before they can be easily applied to digital
asset securities exchanges. Regulation NMS, for example, assumes the existence of a national
market for each listed security, and imposes a number of requirements to harmenize pricing and
fees across venues. Digital assets, however, trade on a global scale, with around-the-clock
trading. It is not clear how various provisions of these rules would work in a global, 24/7 market.

Key questions for the Commission to consider and seek public input on:

21) Recognizing the difficulties in determining which digital assets should be properly classified
as securities under existing legal tests,* should a platform be permitted to register with the
SEC as a national securities exchange on the basis that some of the assets on the platform
may be securities, without making a definitive determination with regard to any particular
asset?

22) If an asset-by-asset determination must be made, should a single platform be permitted to
register with the SEC for trading both security and non-security digital assets?

a) Could such a platform meet the definition of “exchange,” and be organized to carry out
the purposes of the Exchange Act, even for the non-securities?

b) Would its rules relating to non-securities be subject to the same requirements as those
relating to securities?

c) Would the Commission provide exchanges with legal certainty regarding its security
versus non-security determinations?

23) Could a national securities exchange facilitating trading in digital asset securities be permitted
to follow the typical non-intermediary model used by existing non-security digital asset

exchanges?*®

a) Ifintermediaries are required:

37 Exchange Act § 3(a)(1).

% Exchange Act § 6(b)(1).
¥ See supra Section |.

40 As discussed in Section IV.A below, this model is critical to the operation of digital asset markets and
an improvement from traditional market structures.
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b)

i) How would this impact the viability of these platforms, particularly given the
challenges of operating a broker-dealer for digital asset securities?*!

i) Would the introduction of intermediaries potentially result in increased fees for
consumers?

iii) How could the introduction of new digital asset trading technologies provide better
investor protections? How should the Commission consider these potential benefits
as part of any rulemaking?

If intermediaries are not required:

i) How would traditional exchange responsibilities, such as operating as an SRO, apply
in the context of non-broker-dealer (including retail) users?

i) Would more limited regulatory requirements, such as engaging in market surveillance
as an operator of the market, be more appropriate?

24) Would the SEC permit a digital asset security exchange to list digital asset securities that are
also traded on unregulated platforms, notwithstanding its Section 6(b)(5) concerns raised in
the spot Bitcoin ETF context?

a)

If not, and given the ease in operating an unregulated trading platform and supporting
digital asset securities thereon, would such a prohibition have the practical effect of
applying to virtually all digital asset securities, and thereby harm investors by depriving
them of any regulated platforms to acquire such assets?

25) Would the full scope of NSE requirements apply to an exchange trading digital asset
securities? If so:

a)

b)

c)

d)

What would be the appropriate listing standards for digital asset securities? Existing
listing standards typically consider, among other things, quantitative and qualitative
standards that are more relevant for corporate securities than digital asset securities.

Could any national securities exchange grant unlisted trading privileges to a digital asset
security listed on another exchange?

The rules of NSEs generally require that all transactions effected on the exchange be
cleared through a registered clearing agency; would this be required for digital asset
securities? See also Section IV.D.

How would the various NMS plans apply?

i) Should there be different NMS plans specifically designed and more appropriate for
digital asset securities?

i) Would the SROs need to amend their Consolidated Audit Trail rules to contemplate
digital asset securities?

41 See infra Section VI.B.
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e)

Would Regulation SCI apply? How would its references to “industry standards” be
interpreted—as applying to the traditional securities industry or the digital asset industry?

26) Would digital asset securities traded on an exchange be deemed NMS securities, and
therefore NMS stock? NMS stock is defined as any NMS security (generally all
exchange-listed securities) other than an option. If so:

a)

b)
c)

d)

e)

f)

)

h)

How would the various requirements under Regulation NMS, which are designed for
traditional corporate stock and shares of stock, apply?

Would there be a national best bid and offer (‘NBBO”) for a digital asset security?
Given 24/7 markets, should non-U.S. trading platforms be included in the NBBO?
What would constitute a “round lot” under Regulation NMS, where digital asset securities
are not measured in “shares?” Would all orders for and transactions in digital assets that
are investment contracts be “odd lots” and thus excluded from various aspects of

Regulation NMS?

How would Rule 611—i.e., the Order Protection Rule, which generally prohibits
“trade-throughs”—and the relevant exceptions apply?

What data would be required to be reported to the tape as “core data"?

How would the various other reporting requirements, such as under Rules 605 and 606,
which contemplate shares of stock, apply?

What pricing increment(s) would be permitted under Rule 612, which prohibits sub-penny
quotations for stocks priced at $1.00 or more per share?

27) How would Regulation SHO apply?

a)

b)

IV.

Would exchange-listed digital asset investment contracts be considered equity securities
for purposes of Rule 200(g), Rule 203, and Rule 2047

Would exchange-listed digital asset investment contracts be “covered securities,” by
virtue of being "NMS stocks,” for purposes of Rule 2017

Custody of Digital Asset Securities

A. Digital Asset Trading Platforms

One of the most significant innovations of digital assets is the ability to conduct “real-time” or T+0
settlement. Existing regulations regarding the custody of securities, however, make it impossible
to realize this considerable benefit. While custody rules for traditional securities are appropriately
motivated by a clear regulatory interest—ensuring that customers can rely on their assets being
held securely—they allow trades to settle on a T+2 timeframe. This delay permits third-party
intermediaries to settle transactions. But if the settlement timeframe is compressed to seconds,
reliance on third parties becomes impossible.
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Traditional securities are typically held on behalf of investors by a custodial bank or broker-dealer
(themselves holding through the Depository Trust Company). This facilitates post-trade
settlement through existing channels and permits an investor to centralize their cash and
securities with third-party custodians, making trading on multiple venues more capital-efficient.
However, it means that real-time settlement (i.e., “t-zero” settlement) is not possible given that the
third-party custodians must facilitate post-trade settlement.

The structure of existing digital asset trading platforms is different. Real-time settlement is
expected because it is inherent to blockchain technology. Transfers of digital assets do not
require intermediaries. But in order to provide real-time settlement off-chain, existing digital asset
trading platforms must settle transactions on their own books—as opposed to the books of
third-party custodians. Digital asset trading platforms can only settle transactions on their own
books if they custody the digital assets themselves, which explains the difference in market
structure.

The need to provide custody services to customers means that digital asset trading platforms
may wish to register as a broker-dealer, or register an affiliate as a broker-dealer.*2 For the
real-time settlement model to work, all users of the platform would in turn be required to custody
their assets with that custodian, through the same broker-dealer. Once again, existing rules
present a roadblock.

First, real-time settlement means that clearing is not necessary. Clearing exists because there is
a risk that, between the time the trade is made and when it settles, one party may fail to deliver
either the money or the assets. That risk diminishes as the time lag disappears. Without the risk
created by the time lag between execution and settlement, many of the rules related to clearing
may not be necessary. On the other hand, new rules may be required to account for a unique
feature of the blockchain—that entries are immutable. Whereas traditional markets can unwind
transactions that are completed in error, fraudulently, or without proper authorization, this is not
possible with digital asset securities. Reversing a transaction would require a new transaction.

The direct-trading model, and its need for exchange-based custody, also raises questions under
Section 6(b)(2) of the Exchange Act, the “fair access” rule. This rule generally requires
exchanges to allow any broker-dealer to become a member. This requirement may prohibit a
digital asset security exchange from limiting membership to that one broker-dealer (i.e., itself or
its affiliate). The alternative, admitting several broker-dealers as members that each separately
handle custody of its own customers’ securities, again prevents real-time settlement because it
would require the introduction of post-trade netting and a clearing agency (to settle all of the
trades of the various brokers). If digital asset platforms register as exchanges, they must, under
current rules, allow other brokers to access the platform. This requirement has the effect of
requiring clearing, and therefore eliminating the ability to effectuate real-time settlement, which
was the purpose of the exchange custodying assets in the first place.

42 Although “mere custody” of securities, on its own, may not itself require a firm to register as a
broker-dealer, the Commission and its Staff have regularly viewed custody combined with transaction
execution or other services as potentially requiring registration under Section 15(a). See, e.g., Transfer
Online, SEC Denial of No-Action Request (May 3, 2000) (transfer agent may be subject to broker-dealer
registration when, in addition to custody services, it brings buyers and sellers of securities together,
receiving a fee based on the completion of a transaction); M&A Brokers, SEC No-Action Letter (Jan. 31,
2014); GlobalTec Solutions, LLP, SEC No-Action Letter (Dec. 28, 2005); Swiss American Securities, Inc.,
Streetline, Inc., SEC No-Action Letter (in each case, granting relief from broker-dealer registration where the
proposed services did not also include custodying investors funds or securities).
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Additionally the SEC has traditionally been hesitant to allow an exchange, or an affiliate of an
exchange, to act as a full-service broker for customers on the exchange because of (i) the
potential unfair advantage that one broker-dealer would have, and (ii) conflicts of interest the
exchange would face in regulating its affiliated broker-dealer member.** When there are only a
handful of large exchanges, these concerns are valid. In the digital assets markets, however,
because trading platforms also serve as custodians and because most trades occur directly,
without an intermediary, the competition for customers is between exchanges, not between
brokers. This structure, in which customers trade directly on the platform, also significantly mutes
any risk that a platform could provide undue advantage to its own broker-dealer; the broker and
the platform operate as one service for the customer. It is a fundamentally different business
model and therefore presents a different set of risks, necessitating a different regulatory regime.

Key questions for the Commission to consider and seek public input on:

28) Can a digital asset securities exchange provide custody of digital asset securities without also
being subject to registration as a broker-dealer?

29) If broker-dealer registration would be required, would a digital asset securities exchange be
permitted to limit membership to one affiliated broker-dealer?

30) Would a digital asset securities exchange be permitted to custody both digital asset securities
and non-security digital assets?

31) Given the differences in business models between traditional securities markets and digital
asset markets, what risks might be presented by a digital securities trading platform that do
not exist for traditional platforms or exchanges? What risks exist for traditional trading
venues that would not exist for digital asset security trading venues?

B. Broker-Dealers

Custody rules present a second major hurdle for digital asset securities markets. As noted
above, custody requirements embrace the traditional intermediated model, and provide detailed
requirements for how intermediaries may safeguard customer assets, making them difficult to
apply to digital asset markets. But these requirements are based on the assumption that
assets—or more accurately the proof that a person holds the asset—takes a certain physical form.
Proof of ownership of digital assets is represented differently. The Commission has not yet put

43 See, e.g., Order Approving Proposed Rule Change by the Pacific Exchange, Inc., as Amended, and
Notice of Filing and Order Granting Accelerated Approval to Amendment Nos. 4 and 5 Concerning the
Establishment of the Archipelago Exchange as the Equities Trading Facility of PCX Equities, Inc., Exchange
Act Release No. 44983 (Oct, 25, 2001) ("The Commission recognizes that the potential for unfair
discrimination may be heightened if a national securities exchange or its affiliate owns or operates a broker
dealer. This is because the financial interests of the national securities exchange may conflict with its
responsibilities as an SRO regarding the affiliated broker-dealer. For this reason, the national securities
exchange must not serve as the self-regulatory organization that is primarily responsible for examining its
affiliated broker-dealer. Moreover, a conflict of interest would arise if the national securities exchange (or an
affiliate) provided advantages to its broker-dealer that are not available to other members, or provided a
feature to all members that was designed to give its broker-dealer a special advantage”). The Commission
has also required national securities exchanges to implement rules prohibiting such exchanges from being
affiliated with a broker-dealer member without prior SEC approval. See, e.g., New York Stock Exchange
Rule 2B; Nasdaqg Stock Market, General Rule 2, Section 4(a); Cboe BZX Exchange Rule 2.10.
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forward a workable means of achieving the regulatory goal of broker-dealer custody rules:
ensuring that customer assets are securely held while facilitating the trading in which customers
wish to engage.

Rule 15¢3-3, known as the “Customer Protection Rule,” is central to this issue. The rule requires
that a broker-dealer maintain “physical possession” or “control” over customers’ fully paid and
excess margin securities in particular ways set out in the rule, such as by holding the paper
security certificate (physical possession) or holding through a bank or clearing agency (control).
Rule 15¢3-3, originally adopted in 1972, does not list holding blockchain private keys as a
permitted method of physical possession or control, and the SEC Staff's general position has
been that holding blockchain private keys does not qualify as good physical possession or
control.*

Rather, the staff has suggested that broker-dealers effectively must avoid becoming subject to the
rule, by only facilitating transactions in digital asset securities that do not involve the broker-dealer
maintaining custody.** Furthermore, even though, by its terms, Rule 15¢3-3 applies to cash and
securities, the Staff has suggested that broker-dealers would be required to comply with the
possession or control obligations even when custodying digital assets that are not securities.

The SEC has attempted to provide a path forward. These attempts, however, are time-limited,
not enshrined in final rules, and have ultimately proved not to be workable. In September 2020,
the SEC Staff approved a process by which ATSs could facilitate transactions in digital asset
securities, where custody is maintained by a third-party custodian (the “Three-Step No-Action
Letter”),*® and in December 2020, the Commission released a time-limited conditional no-action
position related to broker-dealer custody of digital assets (the “Commission No-Action
Position”).” Both documents required significant limitations on the business activities of
broker-dealers who custody digital assets, and do not present a workable solution. We are not
aware of any firms that have sought to rely on the Commission no-action position. As a result,
even if a digital asset security exchange were to adopt a broker-intermediated model, there
appear to be no broker-dealers that could act as members because of Rule 15¢3-3 and the
limitations of the SEC’s current “special purpose” digital asset security custody position.*®

As part of issuing its December 2020 no-action position, the Commission requested comment
from the public on its approach.*® Despite receiving dozens of comment letters in response to its
request, the Commission has not revised its position or used these comments to inform

4 SEC, Jomt Staff Statemenr on Broker-Dea!er Custody of D.'grta! Asset Securities (July 8, 2019)

(the ‘Joint Staff Statement ).
45 ."d

e FINRA SEC No-Aciron Letter at 2 (Sept. 25,
2020)

T Custody of Digital Asset Securities by Special Purpose Broker-Dealers, Exchange Act Release No.
34-90788, 86 Fed. Reg. 11,627 (effective Apr. 27,

2021), hitps://www.sec.gov/rules/policy/2020/34-90788 pdf.

“ See, e.g., Hester M. Peirce, Statement, In the Matter of Poloniex, LLC (Aug. 9, 2021),
https://www. W lic-statem i - ment- iex- (noting the limited usefulness
of the SEC's no-action relief).

¢ Commission No-Action Position, supra note 46 at 16-17.
23



rulemaking.® We urge the Commission to reengage on this issue to find a workable solution that
provides robust customer protection while also enabling investors to access the digital asset
securities markets.

Broker-dealers are also subject to Rule 15¢3-1, known as the “Net Capital Rule.” The Net Capital
Rule is designed to ensure that broker-dealers maintain sufficient unencumbered, liquid capital
available at all times to satisfy customer claims promptly. A broker-dealer’s net capital is
calculated by starting with its net worth under generally accepted accounting principles
(“GAAP"),*" and then making various adjustments prescribed by the rule, in particular, deducting
non-allowable assets such as those not readily convertible into cash.* While customer assets
custodied by a broker-dealer are typically not recorded on a broker-dealer’s balance sheet, recent
SEC Staff guidance (“SAB 121”)** announced the SEC accounting Staff's view that certain
entities that hold custody of customers’ digital assets should account for their obligation to
safeguard the digital assets by recording (i) a liability on their balance sheet for their obligation to
return the digital assets, and (ii) an offsetting asset “similar in nature to an indemnification asset,”
but “separate and distinct from the crypto-asset itself"’—i.e., essentially a “stub” accounting
entry.5

While by its terms aimed at issuers of securities and SEC reporting companies, it is not clear the
extent to which the SEC Staff would view SAB 121 as applicable to broker-dealers that hold
custody of digital asset securities for customers, where those broker-dealers are not issuers or
reporting companies.* If SAB 121 applies to a broker-dealer’s financial accounting, all digital
assets and digital asset securities custodied by a broker-dealer for its customers would be added
to the broker-dealer’s liabilities, thus decreasing the broker-dealer’s net worth under GAAP. And
on the other side of the balance sheet, although the broker-dealer would be able to add some
type of offsetting stub asset entry, such an asset would likely be deemed “not readily convertible
into cash” under the Net Capital Rule, as there is no market for this accounting stub. For
purposes of computing a broker-dealer’s net capital, therefore, its liabilities would increase by the
fair value of the digital asset securities held in custody, while its allowable assets would not
increase by a corresponding amount. Accordingly, for every dollar worth of digital asset securities
custodied, the broker-dealer would have a dollar reduction in its net capital, which the
broker-dealer would need to replace with allowable assets. In effect, the parent company of the
broker-dealer would need to contribute a dollar of cash as additional equity into the broker-dealer
for every dollar worth of digital asset security custodied by the broker-dealer. Such a business
model would, of course, be non-economic and unsustainable, and no broker-dealers would be
able to offer custody services in digital asset securities.

Key questions for the Commission to consider and seek public input on:

32) Is it practical for digital asset security trading platforms to operate in a non-custodial manner
as suggested by the Joint Staff Statement or the Three-Step No-Action Letter?

5 SEC, SEC Policy Statement: Custody of Digital Asset Securities by Special Purpose Broker-Dealers
(last modified May 3, 2022), hitps://www.sec.gov/comments/s7-25-20/s72520.htm.

*1 See Exchange Act Rule 15¢3-1(c)(2) and Interp. /01.

52 See Exchange Act Rule 15¢3-1(c)(2)(iv).

% SEC, Staff Accounting Bulletin No. 121, https://www.sec.gov/oca/staff-accounting-bulletin-121.

*1d. at n.8.

% SAB 121 by its terms applies to “crypto-assets,” which would appear to include digital asset
securities, as SAB 121 defines the term broadly as “digital asset[s] that [are] issued and/or transferred using
distributed ledger or blockchain technology using cryptographic techniques.” /d. at n.3.
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33) How should “possession” and “control” be understood with regard to custody of digital asset
securities?

34) Should banks or trust companies, to the extent permitted to provide custody services
pursuant to their applicable regulatory regime, be eligible to act as “good control locations”
through which broker-dealers could maintain custody of their customers’ digital asset
securities (and non-security digital assets) in compliance with Rule 15¢3-3?

a) Under the existing Customer Protection Rule, banks can serve as good control locations
for securities under Rule 15¢3-3;% is there any basis to treat digital asset securities
custodied with a bank differently?

35) How should Rule 15¢3-3 be amended to explicitly consider its application to digital assets?

36) What protections or structures would be appropriate to adequately protect customers in the
event of the insolvency of a broker-dealer that custodies digital assets for customers (whether
securities or not)?

37) Should non-security digital assets be subject to Rule 15¢3-3 at all, given that they are neither
cash nor securities?

38) What best practices exist for the custodying of digital assets that should be adopted as
requirements through securities regulation?

39) What benefits does distributed ledger technology offer with respect to transparency of
transaction activity that might address risks addressed through regulation for traditional
securities? What new risks does the technology introduce regarding mistaken or
unauthorized transactions, and how can these risks be mitigated through regulation?

40) How should Rule 15¢3-1 be amended to explicitly consider its application to digital assets,
including with regards to digital assets held by customers, in inventory, or used as collateral?

41) If a broker-dealer holds custody of digital asset securities, would SAB 121 apply to the
broker-dealer’s capital requirement calculations? If SAB 121 does apply:

a) Would the SEC consider adjusting net capital calculations under Rule 15¢3-1 so that
broker-dealers with material custody business are not effectively prevented from meeting
their net capital requirements?

42) Would the SEC permit the offsetting stub asset to be allowable for purposes of a
broker-dealer’s net capital, even though it may not be readily convertible into cash?

C. Requirement for and Role of Transfer Agents

Distributed ledger technology provides an unchangeable record of transactions, visible to all.
This could revolutionize how transfer agents can facilitate securities trades. Before the advent of
blockchain technology, there was no way to ensure that transactions were recorded accurately
and records were properly maintained without the use of third parties. To facilitate the traditional

5% Exchange Act Rule 15¢3-3(c)(5).
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intermediated market structure, transfer agents were established to record changes of ownership,
maintain the issuer’s security holder records, cancel and issue certificates, and distribute
dividends. Some transfer agents are required to be registered with the SEC, or if the transfer
agent is a bank, with a bank regulatory agency. Blockchain technology offers to improve this
process, performing most if not all of these tasks, with limited labor costs, and without the risks of
human error.

It is not clear, however, that existing rules will permit the use of this new technology. We
understand that the Commission has only been willing to approve offerings of securities involving
a transfer agent where that transfer agent has ultimate control over the official stockholder
registry of a security, including the ability to unilaterally make changes to it (e.g., per a court order
or to correct errors).”” Based on structures that have been approved, it appears that the SEC has
not permitted a registered transfer agent to look to a blockchain as its official stockholder registry,
and has required that the transfer agent know the identity of each registered owner.®® This
position prevents the securities markets from realizing the efficiencies offered by the new
blockchain technology, harming investors, markets, and issuers alike.

Key questions for the Commission to consider and seek public input on:

43) Is a transfer agent necessary for digital asset securities, where records of ownership, at least
pseudonymously, are publicly available?

44) How may a person properly act as a transfer agent of a digital asset security, given the nature
of blockchain-based assets?

45) Are there circumstances under which a registered transfer agent should be able to look to the
blockchain as its official records?

D. Clearing Agency Status of Blockchains

There is currently uncertainty surrounding whether the blockchain, the nodes, miners, or
validators on the blockchain, or others involved in facilitating the blockchain, are acting as a
“clearing agency” and subject to registration with the SEC. A person who engages in “clearing”
activities must generally register with the SEC as a clearing agency. A person is a “clearing
agency” if, among other things, it acts as an “intermediary in making payments or deliveries or
both in connection with transactions in securities,” it “acts as a custodian of securities in
connection with a system for the central handling of” fungible securities, or it “otherwise permits or
facilitates the settlement of securities transactions . . . without physical delivery of securities
certificates.”®

e See eg Arca u. S Treasury Fund, Form N-2,

] (“Although
records of peer-to-peer transactions are viewable on Ethereum, record and beneficial ownershlp of the
Fund's shares is reflected on the records of DTAC, LLC, the Fund'’s transfer agent (the ‘Transfer Agent’).
The Transfer Agent is regulated by the Securities and Exchange Commission ('SEC’). The Transfer Agent's
records constitute the official shareholder records of the Fund and govern the record ownership of ArCoins
in all circumstances.”).

% See id.
5 Exchange Act § 3(a)(23).
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Given the functionality of various components of blockchain technology, it is possible that any or
all of these components may be erroneously labeled “clearing agencies.” Because a blockchain
and each of its components operates without central control, it is not clear how it or any part of it
could register as a clearing agency. Nor is the relevance or workability of clearing agency rules
evident in the context of digital asset trading occurring on blockchain technology. Many of the
rules applicable to clearing agencies are designed to ensure that there is clarity regarding how
trades are settled, ensuring it operates fairly and in good faith with respect to all parties, and
establishing it as a means of promoting compliance throughout the market. Once again,
blockchain technology is specifically designed to mitigate many of the risks that regulation of
clearing agencies is intended to address, such as ensuring trades settle, in an open, transparent,
and provably final way. Therefore, not only is it unclear how the blockchain or other similar
technology could register, it is not clear that the rules applicable to clearing agencies are needed
with respect to digital asset securities.

Key questions for the Commission to consider and seek public input on:

46) Does the Commission view a blockchain on which digital asset securities may be transferred
to be acting as a clearing agency? What risks does a blockchain present that would justify
the application of these regulations? What risks does a blockchain mitigate that are
presented by traditional clearing agencies? What new risks does blockchain present?

47) If so, who would be required to register? Each node, miner, or validator? A group
representing them? Would this be practical, considering the often highly distributed nature of
nodes, miners, and validators?

a) How would nodes, miners and validators satisfy the requirements to assure fair
representation of their members and participants in the selection of their directors and the
administration of their affairs, particularly where there are no formalized members,
participants, or directors?®

b) Would nodes, miners, and validators be required to become SROs like other clearing
agencies?®" If so, would changes to the network require filings with and approval by the
SEC under Rule 19b-4?

c) Would nodes, miners, and validators be required to establish, implement, maintain and
enforce the detailed written policies and procedures mandated by Exchange Act Rule
17Ad-22(e)?

d) Would Regulation SCI apply to nodes, miners, and validators?% How would its references
to “industry standards” be interpreted—as applying to the traditional securities industry or
the digital asset industry?

e) Would nodes, miners, and validators be subject to examination by the Office of
Compliance Inspections and Examinations’ Office of Clearance and Settlement?

8 Exchange Act § 17A(b)(3)(C).

1 Exchange Act § 3(a)(28).

217 CFR 242.1000 (including registered clearing agencies in the definition of “SCI SROs").
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48) Given the typical permissionless nature of blockchains, how could registration be effected or
enforced?

49) Could a broker-dealer or exchange facilitate trading of a digital asset security that could, or
must, be settled over a blockchain that is not registered as a clearing agency?

50) In light of the difficulties described above with any potential registration, would the
Commission offer a class exemptive order excluding blockchains from clearing agency
registration? What conditions would be appropriate?

V.  Necessary Preconditions to Rulemaking

The questions and challenges in this petition highlight the difficult and complex legal, policy, and
technical considerations relating to the application of the existing federal securities law regime to
digital asset securities. To properly weigh the costs and benefits raised by digital asset security
activities, and to understand the market, practices, and needs of investors and market
participants, the SEC should engage with all relevant stakeholders to inform the rulemaking we
suggest above. We believe the Commission should take the following steps:

First, the SEC needs to seek input from market participants. The SEC has not yet obtained
widespread public input, as it frequently does for novel and significant rulemakings. Rather, to
date, the SEC has primarily engaged through non-public, bilateral discussions with particular
industry members, or through enforcement investigations. It also does not appear that the SEC
has engaged with, or solicited input from, retail investors. There is also no representation from the
digital asset community on the Investor Advisory Committee or any of the SEC's other advisory
committees.

The Commission has frequently used requests for comment, concept releases, advisory
committees, and public roundtables to obtain useful public input prior to proposing specific
rulemaking items. For example, the SEC first solicited public comment on climate disclosure in
March 2021, a full year before proposing climate disclosure rules and, similarly, the SEC issued a
concept release on the harmonization of securities offering exemptions in 2019, over a year
before adopting rules.®® The SEC has also pursued these forms of public engagement to obtain
information about many other areas of potential rulemaking, including with regard to equity
market structure, fixed income market structure, transfer agent regulation, “proxy plumbing,” and
emerging market considerations, among others. Banking regulators have similarly solicited public
input on digital assets, for example by issuing requests for information.®

53 Acting Chair Allison Herren Lee, Public Input Welcomed on Climate Change Disclosures (Mar. 15,
2021), hitps://www.sec.gov/news/public-statement/lee-climate-change-disclosures; SEC, The Enhancement
and Standardization of Climate-Related Disclosures for Investors (Mar. 21, 2022),
https://www.sec.gov/rules/proposed/2022/33-11042.pdf; SEC, Concept Release on Harmonization of
Securities Offering Exemptions (June 18, 2019), hitps://www.sec.gov/rules/concept/2019/33-10649.pdf
(Concept Release; Request for Comment); SEC, Facilitating Capital Formation and Expanding Investment
Opportunities by Improving Access to Capital in Private Markets (Nov. 2, 2020),
hitps//www.sec.gov/rules/final/2020/33-10884.pdf (Final Rule).

8 FDIC, FDIC Issues Request for Information on Digital Assets (May 17, 2021),
https://www.fdic.gov/news/press-releases/2021/pr21046.html.
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One of the key reasons to conduct public outreach is to ensure that the rules proposed will
actually function as intended when put into practice. Given the considerable differences in how
digital assets operate, such input would help the Commission to understand the risks and how
best to mitigate them. Thoughtful digital asset security rulemaking will require input from
professionals with a deep technical expertise in the operation of digital assets and markets.

Second, the SEC’s approach to digital asset regulation should be informed by ongoing
developments in the executive and legislative branches. The Biden Administration has
commissioned a number of reports on digital assets from various agencies in its March 2022
Executive Order,®® and this work has only just begun. The Commission itself is requested to
contribute to two of these reports, and the knowledge that the Commission gains through this
process will be critical to any Commission rulemaking. Congress is also actively working on
legislation that could materially affect the regulatory landscape.®®

Third, coordination between the SEC and other agencies, most notably the CFTC, is critical.
CFTC Commissioner Pham and SEC Commissioner Peirce have recently recommended such
joint collaboration, noting that “crypto is still early in its development,” and such cooperation
“would benefit the capital markets, not just the crypto markets.”®”

* * *

The core question is how best to achieve the SEC’s mission and promote the innovation and
application of digital assets and blockchain technology within the capital markets and our
economy more broadly. How best to regulate digital asset securities raises complex and novel
issues, and will require thoughtful and rigorous engagement with all stakeholders. We appreciate
the opportunity to provide input to the Commission on these important matters and hope the
Commission will seek broad public input on how digital asset securities markets can be
appropriately regulated in a manner that facilitates investor protection, capital formation, and
efficient markets with the integrity investors and other market participants have come to expect.
For that reason, we respectfully petition the Commission to solicit broader input from the public to
address all relevant questions and challenges related to the regulation of digital asset securities
with the goal of informing an important rulemaking on this subject. As noted above, we are

% Biden Administration, Executive Order on Ensuring Responsible Development of Digital Assets

7 Caroline D. Pham and Hester M. Peirce, Making progress on decentralized regulation — It's time to
talk about crypto together (May 26, 2022),
https://thehill.com/blogs/congress-blog/3503277-making-progress-on-decentralized-requlation-its-time-to-tal

= - - ("As an initial step, we are calling on our agencies to hold a joint set of public

roundtables to evaluate recent market events and risks, and to discuss how to regulate crypto responsibly.
These roundtables would be open to the public, and panelists would include crypto users, investor and
customer advocates, industry members, and other regulators. The goal would be to assess whether new
regulations are necessary to protect the public and the markets, how existing regulations might be
modernized to better account for innovation, and how technology is likely to reshape our markets. We could
start with topics such as digital asset trading platforms, crypto derivatives, stablecoins, decentralized
finance, and the balance between privacy and anti-money laundering measures.").
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committed to this endeavor as well, and expect to submit our thoughts on how to address some
of these challenges in a series of follow-up responses to this petition.

We would be pleased to answer any questions the Commission or its Staff may have regarding

our petition. We appreciate the Commission’s continuing attention to this important matter and for
allowing us an opportunity to present our views.

Sincerely,

1 2.3 e

Paul Grewal
Chief Legal Officer

Coinbase Global, Inc.

cc:

Hon. Gary Gensler, Chair

Hon. Hester Peirce, Commissioner
Hon. Caroline Crenshaw, Commissioner
Hon. Mark Uyeda, Commissioner

Hon. Jaime Lizarraga, Commissioner
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Appendix
A Brief Overview of Howey and Reves
Howey

Whether an instrument constitutes an “investment contract” is determined by reference to a test
articulated by the Supreme Court in SEC v. W.J. Howey Co.% In 1946, the Supreme Court
articulated the Howey test in a case involving speculative investments by purely financially
motivated parties in a Florida citrus grove profit-generating enterprise—activity plainly within the
scope of the federal securities laws. The Court held that the investments amounted to
“investment contracts” and thus “securities” because they involved each of the following features:

(1) an investment of money;
(2) in a common enterprise;
(3) made with a reasonable expectation of profits; and

(4) based predominantly upon the entrepreneurial or managerial efforts of the promoter or
other third parties.®®

In analyzing whether a particular instrument is an investment contract, the Supreme Court has
emphasized that “form should be disregarded for substance and the emphasis should be on
economic reality.”® The SEC has adopted a similar position, indicating that “[d]etermining
whether a transaction involves a security does not turn on labelling . . . but instead requires an
assessment of the economic realities underlying a transaction . . . . All of the relevant facts and
circumstances are considered in making that determination.””' An asset must meet each
requirement of the Howey test to be an investment contract.

Reves

The Reves test was articulated by the Supreme Court in 1990 to interpret the term “any note.” It is
unreasonable to think Congress intended to apply federal securities regulation to every
“note”—otherwise a homeowner would have to file a registration statement with the SEC when
signing a mortgage note and could only refinance that note through a broker-dealer. Accordingly,
the Court laid out a test that considers:

(1) the motivations of the buyer and seller;

6 328 U.S. 293, 301 (1946).

% Id. (“The test [for an investment contract] is whether the scheme involves an investment of money in a
common enterprise with profits to come solely from the efforts of others.”); see also Int'l Bhd. of Teamsters,
Chauffeurs, Warehousemen & Helpers of Am. v. Daniel, 439 U.S. 551, 558-62 (1979); SEC v. Edwards, 540
U.S. 389, 393 (2004).

0 United Housing Found., Inc. v. Forman, 421 U.S. 837, 848-49 (1975) (internal quotation marks and
citations omitted).

™ In re Munchee, Inc., Securities Act Release No. 10445, at 9 (Dec. 11, 2017).
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(2) the plan of distribution of the instrument;
(3) the reasonable expectations of the investing public; and
(4) the presence of an alternative regulatory or other risk-reducing regime.”
Unlike the Howey test, which requires satisfaction of each of its requirements for an asset to be

deemed a security, the Reves test is simply a set of factors that a court should consider in making
its decision, with no one factor being dispositive or entitled to a particular weighting.

2 Reves v. Emst & Young, 494 U.S. 56, 66-67 (1990).
A-2



UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

100 F Street, N.E.
Washington, D.C. 20549

OFFICE OF
THE SECRETARY

April 17,2019

Vincent Molinari

CEO & President
Templum Markets, LLC
437 W 16" Street

New York, NY 10011

Re: Rulemaking Petition File No. 4-743
Dear Mr. Molinari:

This letter acknowledges receipt by this office on April 5, 2019 of a rulemaking petition
regarding digital asset mining.

The petition has been assigned the above-noted file number and has been referred to the
appropriate division of the Commission. The Office of the Secretary will notify you of any
pertinent action taken by the Commission.

Sincerely,
(b)(6)

b)(6)

Assistant Secretary



MEMORANDUM

April 17, 2019
TO: Brett Redfearn, Director
Division of Trading and Markets
FROM: e
Office of the Secretary
RE: Rulemaking Petition from Vincent Molinari, File number 4-743

Attached is a copy of the above-referenced rulemaking regarding digital asset
mining.

We are placing a copy of the rulemaking petition on the Commission's Internet
website, and it will also be available from the Public Reference Room.

Attachments
ce: Lori Price
Robert Teply

Natasha Greiner



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

OFFICE OF
THE SECRETARY

January 18, 2022
via Email

Professor |.W. Verret

Associate Protessor

George Mason University Antonin Scalia
School of Law

jverret@gmu.edu

Re: Rulemaking Petition File No. 4-782
Dear Professor Verret:

Pursuant to 15 U.S.C. § 78s(c) and Rule 192(a) of the Securities Exchange
Commission Rules of Practice (17 C.F.R. 201.192(a)), this letter acknowledges receipt by this
office on January 18, 2022, of a petition for rulemaking from J.W. Verret, Associate
Professor, George Mason University School of Law, in the form of a request that the
Commission issue an open call for comment from the public regarding the need for
flexibility in the application of the federal securities laws to digital assets in order to initiate
an open-sourced redesign of regulations enforced pursuant to the Securities Act of 1933, the
Securities Exchange Act of 1934, the Investment Advisers Act of 1940, and the Investment
Company Act of 1940, and other laws enforced by the SEC.

The petition has been assigned the file number noted above and has been referred to
the appropriate Commission divisions. The Office of the Secretary will notify you of any
pertinent action taken by the Commission.

Sincerely,

1 | P

I -"/ v .
\..":u.,a-u;),%iww "uc,a,{j:{:?jq WALLA

Vanessa A. Countryman
Secretary



Securities Regulation Genesis Block Proposal

Ms. Vanessa Countryman, Secretary
Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

via email
Re: Public Request for Rulemaking: Securities Regulation Genesis Block Proposal
Dear Ms. Countryman,

This public request for rulemaking, in the form of a recommended SEC call for comment
regarding digital asset regulation, is being submitted by J.W. Verret. | am an Associate
Professor at the George Mason University Antonin Scalia School of Law where | teach
corporate, securities and banking law and accounting. | am also a member of the SEC'’s
Investor Advisory Committee.’

| write to request that the Securities and Exchange Commission issue an open call for comment
from the public regarding the need for flexibility in the application of the federal securities laws to
digital assets. This call for comment might function as a “genesis block” for the SEC to initiate
an open-sourced redesign of regulations enforced pursuant to the Securities Act of 1933 (“33
Act’), Securities Exchange Act of 1934 (“34 Act”), the Investment Advisers Act and Investment
Company Act (“40 Acts”) and other laws enforced by the SEC.

| am submitting this communication using the SEC's process for a public request for rulemaking,
but | am asking merely for the SEC to open a call for public comment. This request is consistent
with the logic of similar prior requests for information (“RFIs”) by banking regulators regarding
the unique design of digital assets.? The SEC has similarly opened up calls for public comment
when complex and novel questions of securities regulation are at issue, as with Acting Chair
Lee’s call for public comment on climate disclosure in early 2021.°

By way of the statement of personal interest required for requests for rulemaking, | submit a
number of reasons for my request.

First, | am an investor in a number of cryptocurrencies, including Bitcoin, Ether, and a number of
layer 1 and layer 2 tokens readily available on top tier exchanges that have all received a low
rating of the risk of Howey “investment contract” determination from the Crypto Rating Council.

"1 do not imply that my views represent those of any group of which | am a member or indirectly affiliated
with, including George Mason Law School or the SEC or the SEC IAC.

2 See https:/iwww.fdic.gov/news/press-releases/2021/pr21046.html.

3 See https://www.sec.gov/news/public-statement/lee-climate-change-disclosures



Based on my own further analysis, none of the tokens in which | am invested are properly
classified as securities under the ‘33 or ‘34 Acts.

Unfortunately and nevertheless, under the SEC’s “strategically ambiguous™ interpretation of the
Howey test regarding classification of investment contracts, | cannot be certain that the SEC will
not in the future target one of my token holdings, under the guise of the Commission’s investor
protection mission, in a manner that would ultimately cause me significant losses as a property
owner.

As a property owner in the class of individuals the SEC often purports to protect, | would submit
that | fear the SEC may significantly harm me if it continues on its current course.

Second, as a professor of securities law, | have an interest in consistent application of law. Itis
my considered view that the SEC’s current interpretation of the Howey test for determination of
investment contracts represents a substantial departure from the Supreme Court’s clear
language in SEC v. Howey.

The SEC’s present course appears to be one designed to strategically bring cases using the
Howey test as a weapon against tokens (and token trading services and technologies) which
cannot reasonably be registered as securities (or securities exchanges) under the regulations
promulgated pursuant to the ‘33 and ‘34 Acts, even if they wanted to and were required to do so
(despite neither necessarily being true).® | believe this is ultimately a losing strategy for the SEC
as an institution.

This strategy of obtusely expanding legal doctrine is one that has led the SEC to disaster at the
U.S. Supreme Court in the past, and | believe the SEC’s current interpretation of the Howey test
for investment contracts stands at the precipice of such a transformational Supreme Court
reversal for the Commission if it continues on its present course.

A better path forward would be to appreciate that digital assets, by their very design, do not fit
within the classic framework of regulations designed for equity investments in firms led by
boards of directors. None of the above are true for many tokens in the digital asset space which
the SEC appears to want to capture within the mandatory registration framework using the
“investment contract” test, but which the SEC knows cannot comply with the 88-year old legacy
framework of many regulations adopted under the ‘33 and ‘34 Acts.

4 Commissioner Hester M. Peirce, Remarks before the Investment Advisory Committee, December 2,
2021 (“The SEC has not provided clarity in response to repeated questions on crypto from reputable
players, but has instead embraced an approach that has been described aptly to me as “strategic
ambiguity.” Such an approach facilitates enforcement actions, but it is costly and treacherous for
well-intentioned developers and their lawyers.”). See also Commissioners Hester M. Peirce and Elad L.
Roisman, Statement in the matier of Coinschedule (“There is a decided lack of clarity for market
participants around the application of the securities laws to digital assets and their trading, as is
evidenced by the requests each of us receives for clarity and the consistent outreach to the Commission
staff for no-action and other relief.”)

® Commissioner Hester M. Peirce, Statement in the Matter of Poloniex, LLC



Third, as an individual member of the SEC'’s Investor Advisory Committee, | would hope that the
thoughtful panel we hosted last year will be reflected in SEC rulemaking, and | believe this call
for comment is the best way to begin that process.®

Digital assets represent over $2 trillion in value. Chair Gensler has suggested in a number of
public statements that digital asset projects should “just come in and talk to us.”” And yet some
groups may be reluctant to do so out of concern that engaging with the SEC may make their
project the next enforcement target of the SEC.

The SEC should appropriately open a public call for comment about digital asset regulation.
SEC Commissioners have asked to be contacted individually and suggested that developers
reach out to them with questions,® and that they should contact Finhub to similarly share issues.

While those avenues are no doubt helpful, as they recognize that the securities laws do not
presently fit the parameters of many “crypto” or “defi” projects, these avenues of communication
are no substitute for an open call for comment, guided by an initial catalogue of the wealth of
uncertainty about how developers and market players could apply with existing rules via a
series of questions, shared in one public forum easily accessible on the SEC’s website.

This open call for comment is the only way to appropriately crowd source this issue and
appropriately develop a digital asset regulation Genesis Block.

An open call for comment could function as the genesis block for a new version of Securities
Regulation that better protects owners and developers in digital asset projects that want to
register or seek an exemption, and can begin to offer regulatory clarity to developers who are
clearly outside the reach of the ‘33, ‘34 and ‘40 Acts who do not need to register or seek an
exemption.

This open call for comment wouldn't commit the SEC to doing anything, but it would generate
useful feedback in an open forum. It would also allow parties concerned about becoming an
enforcement target as a result of their sharing problems to submit comments anonymously,
thereby allowing them to participate in the regulatory conversation without exposing them to risk
of being targeted because of the communication.

5 As noted before, | am clearly not speaking on behalf of the SEC IAC. See
https://www.sec.gov/video/webcast-archive-player.shtml?document_id=iac120221-1

7 https://cointelegraph.com/news/sec-chair-doubles-down-tells-crypto-firms-come-in-and-talk-to-us

® For example, see https://gbbcouncil.org/wp-content/uploads/2021/11/IJBL-1.pdf, in which Commissioner
Crenshaw asks DeFi developers in FN 25 of her speech for additional feedback utilizing a focused email
address that she has created in an earnest effort to commence a dialogue. (“In a recent speech |
requested input from digital assets market participants. See “Digital Asset Securities— Common Goals
and a Bridge to Better Outcomes,”SEC Speaks, Oct. 12, 2021. Unfortunately, that has not yet yielded
much of a response from a community that often says it lacks necessary guidance from the SEC, among
others. My door remains open, and | welcome your ideas. I've created a dedicated mailbox for this
purpose: Crenshaw-defi@sec.gov.”)




| am writing with this request in part because | appreciate the frustration experienced by many
developers over the SEC's current “strategically ambiguous” stance on digital assets. In my
securities law course, | try to instruct future securities lawyers in how to promote compliance
and protect clients from regulatory uncertainty. | know that in that course we have had many
classes poring over some nearly impossible questions that developers who want to register their
token offering would face, and we have had classes with some heated debates over the proper
application of the Howey test. | expect that sophisticated conversations of that vein also
regularly occur at the staff level at the Commission, particularly at FinHub.

The current rhetoric from the SEC’s leadership that developers simply “must register unless they
have an exemption” and should “come in and talk to us” does not match that reality and does a
disservice to the thoughtful conversations going on at the SEC staff level with digital asset
market participants.

Therefore an open call for comment from the digital asset community about the extraordinary
depth of amendments and exemptive relief that will be required from the SEC, across all of its
Divisions, for many token-based projects to voluntarily register as securities, obtain certainty
about the fact that they do not need to register, or alternatively obtain some new non-securities
exempt classification, will be essential if the Chairman’s notion that digital asset firms or
exchanges should “just come in and talk to us” is ever to be taken at face value by members of
the digital asset community.

Here is a list of some questions that the SEC should include in the call for comment | suggest in
this request. This list of questions is only a beginning of what will no doubt result in hundreds of
questions which will need to be contained in a legitimate call for comment. We have to start
somewhere, this list of questions below is merely an initial brainstorm.

| appreciate the Commission and the Staff's consideration of this request for the SEC to conduct
an open call for comment and thereby write the initial Genesis Block that transforms securities
regulation for the 21st century. It is my sincere hope that this is only the beginning of a
continued dialogue and open-sourced process.

If my experience in exploring these issues with the sophisticated, compliance focused, and
thoughtful securities and corporate attorneys in the digital asset community (e.g., the members
of LexDao® or LexPunk'®) are any indication, this recommendation will result in an unparalleled
wealth of useful insights for Commission consideration.

Suggested Questions to include in Call for Comment to establish a core Digital Asset
Regulation Genesis Block:

What unique investor protections can be designed around digital assets? To what extent do the
design of many digital assets, particularly those in the DeFi space, eliminate the need for

% https://lexdao.substack.com/
10 https://www.lexpunk.army/



investor protections contained in the existing regime for publicly traded firms? To what extent do
their designs call for different kinds of investor protections (for example, disclosures about
software testing, auditing, conflicts, token economics, etc.') than those called for by current
securities disclosure regimes?

To what extent does the design of blockchain based tokens in decentralized projects eliminate
issues of information asymmetry or conflicts of interest that underlie many aspects of securities
regulations? To what extent are new types of conflicts of interest created?

How do the federal securities laws need to be amended to holistically take into account unique
aspects of token offerings? By way of just one example, the fact that some tokens may be
appropriately classified as securities in the initial distribution, but may later no longer be
appropriately classified as securities after the network gets up and running and full
decentralization is achieved, may require holistic amendment to a number of assumptions
underlying rules promulgated pursuant to the 33 and 34 Acts.

What minimum requirements will the SEC attach to any future Bitcoin spot ETF approval? Have
those requirements been consistently applied to previous ETF approvals?

How would Reg NMS need to be adapted to allow digital assets to trade on registered
exchanges? How would concepts like best execution be measured in the digital asset space?

Commissioner Peirce asks a number of questions in the Commission’s settlement with respect
to the Poloniex Matter that will need to be included in the Commission’s open call for comment,
her questions are quoted below:

“Assuming Poloniex or another crypto trading platform determines to register with us as
an exchange or an ATS, we need to answer a number of questions, including:

e Can the platform custody client assets, a feature typical of centralized crypto trading
platforms? If so, how, given our concerns about custody of digital asset securities?

e |f not, could a sufficient number of broker-dealers navigate the registration process to
make a liquid market?

e Would the conditions placed on their registration permit them to function as market
makers or to facilitate trading on behalf of retail investors?

e Can the platform trade non-securities alongside securities? If not, how can the platform,
using two entities—a broker-dealer entity for digital asset securities, and an affiliated
non-broker-dealer entity for non-securities, offer a seamless, or at least serviceable,
trading platform to customers, who are likely, for example, to want to trade both digital

" For a list of suggested model disclosures, see Yuliya Guseva, WHEN THE MEANS UNDERMINE THE
END: THE LEVIATHAN OF SECURITIES LAW AND ENFORCEMENT IN DIGITAL-ASSET MARKETS,
The Stanford Journal of Blockchain Law & Policy (forthcoming 2022), available at
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3694709.



assets and digital asset securities and pay for transactions in digital asset securities
using non-security digital assets?

e How can a trading platform and its customers determine whether a particular digital
asset is a security?

e |f a token was sold in a securities offering as part of an investment contract, how long
must secondary transactions in that token be deemed to be securities transactions by
platforms trading the tokens?

e What are the mechanics of registering tokens sold as part of an investment contract as a
class of “equity security” under the Exchange Act?""?

In what ways do the ‘33 and ‘34 Acts need to adapt to consider the unique design of Defi and
other blockchain projects? ‘33 Act concepts like “underwriter” and “control person” are a difficult
fit here, should the SEC exempt decentralized projects from those concepts?

If the text of a prospectus is built into the ledger does it count as delivery?

Can DAO governance models provide for seamless shareholder engagement and shareholder
empowerment in ways that eliminate the need for rules like 14a-8? Should DAO projects that
may choose to register with the SEC, that utilize governance tokens and thereby do not require
proxy voting, simply be exempt from the proxy rules?

How should projects that are classified as securities by the SEC, but that function as
cryptocurrency (with a foundation that curates the ledger) account for the foundation on its
books? The foundation is a separate entity, but foundations also often provide technical support
or market making to the network."™ This model doesn't quite fit the entity assumption that
underlies existing GAAP. Concepts in GAAP like related parties, special purpose vehicles, and
subsidiary consolidation do not quite fit this unique relationship.

To what extent will the SEC consolidate disparate entities collectively as the issuer of securities
in a token offering, as it suggested it may do in the comments regarding Blockstack’s Regulation
Aregistration? Is that approach inconsistent with the approach the SEC has taken in
administration of the ‘40 Acts, which treat related companies as distinct entities (investment fund
vs. fund adviser), and in various aspects of broker-dealer regulation?

To what extent are the ‘40 Acts an inappropriate fit for projects where the initial developer
continues to hold tokens after decentralization?

The SEC's call for comment should further request comment regarding a number of thoughtful
proposals that have already been developed for how the SEC might address the unique needs
of digital assets. Those proposals include, without limitation, Commissioner Peirce’s proposal

12 hitps://www.sec.gov/news/public-statement/pierce-statement-poloniex-080921#_ftn7
3 1 will have to agree to disagree with the SEC that those activities will by themselves meet the Howey
test.



for a three-year safe harbor' and a subsequent version' that “forks” her safe harbor developed
by attorneys in the digital asset community that offers a more detailed safe harbor with
recommended standardized disclosures for token distributions.

The questions presented in this communication are just the beginning. If the SEC issues this
recommended call for comment, it will doubtless lead to even more questions than answers. |t
would nevertheless be the beginning of a constructive dialogue that can promote both investor
protection and capital formation in the digital asset sector and provide meaningful guidance and
clear rules of the road for developers.

This can be the genesis block, and all five SEC Commissioners have a unique opportunity to
stake this development with their own priorities via the design of the call for comment.

This Digital Asset Reg Genesis Block can commence an interactive process that can make
securities regulation more flexible, more robust, and ultimately better protect investors.

Chair Gensler has asked for the digital asset community to “come in and talk to us.” Consider
this request for a Commission level “Genesis Block” call for public comment regarding unique
issues presented by digital assets as my knock on the door of your office.
Sincerely,

96(/ Vernet:
J.W. Verret

Associate Professor, George Mason University School of Law

Member, SEC Investor Advisory Committee

 https://www.sec.gov/news/public-statement/peirce-statement-token-safe-harbor-proposal-2.0
5 See extensive safe harbor proposal available at https://github.com/lex-node/SafeHarbor-X/.



From: Secretarys-Office

Sent: Mon, 8 May 2023 22:04:49 +0000
To: Rule-Comments
Cc: Zhu, Haoxiang; Murphy, Elizabeth; Kung, Felicia; Bloom, Luna; Russell, Emily

Westerberg; McCuaig, Dorothy; Teply, Robert J.; DeLesDernier, J. Matthew; Haywood, Sherry;
Secretarys-Office

Subject: FW: Comment from Coinbase on Petition for Rulemaking File No. 4-789
Attachments: Best Ex Comment on Petition (1).pdf

Please see below and the attached rule comment in re Coinbase.

|(b)(6) |

Office of the Secretary
U.S. Securities and Exchange Commission
Direct:

@wsec.gov

From: Paul Grewal <paul.grewal@coinbase.com>

Sent: Thursday, May 4, 2023 8:15 PM

To: Secretarys-Office <Secretarys-Office @SEC.GOV>

Cc: Chair <chair@sec.gov>; CommissionerPeirce <CommissionerPeirce@SEC.GOV>;
CommissionerCrenshaw <CommissionerCrenshaw@SEC.GOV>; CommissionerUyeda
<CommissionerUyeda@SEC.GOV>; CommissionerLizarraga <CommissionerLizarraga@SEC.GOV>;

Countryman, Vanessa A. <[p)6)  |@SEC.GOV>

Subject: Comment from Coinbase on Petition for Rulemaking File No. 4-789

CAUTION: This email originated from outside of the organization. Do not click links or open
attachments unless you recognize the sender and know the content is safe.

Dear Ms. Countryman:

| am submitting, on behalf of Coinbase Global, Inc., a comment on our July 21, 2022,
petition requesting that the Commission initiate rule making in relation to digital asset
securities (file number 4-789). Please attribute the comment letter to me, as Chief
Legal Officer of Coinbase Global, Inc., when posting the letter in the petition comment
file. This is the third comment on our July petition, and this comment appends our
comment on proposed Regulation Best Execution.



We look forward to working with the Commission to find a path that retains the United
States’ position as the home of the most vibrant markets in the world and of world-
changing technological innovation.

Sincerely,

Paul Grewal
Chief Legal Officer
[=1
+1 (650) 814-3157 | paul.grewal@coinbase.com
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Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street NE

Washington, DC 20549-1090

RE: Petition for Rulemaking — Comment on Proposed Regulation Best Execution, File No.
S7-32-22, Rel. No. 34-96496, 88 FR 5440 (January 27, 2023)

Dear Ms. Countryman:

On March 31, 2023, Coinbase submitted a comment on Proposed Regulation Best Execution. In
that letter, we addressed the problem that applying new regulations to the crypto securities
market presents when there are not yet workable foundational rules for that market. This lack of
rules was the impetus for our filing our Petition for Rulemaking on July 21, 2023, and

we therefore are also submitting the same letter as a comment on our petition.

In our comment on Regulation Best Execution, we also discussed the Commission’s stated lack
of information about the crypto securities market, and the difficulties that poses for conducting
an economic analysis. The Commission cannot impose new regulations on an undeveloped
market that still lacks key guideposts, and cannot write any rule without first gathering the
information needed to understand and assess the costs and benefits any rule will likely have for
that market. We again urge the Commission to engage in the kinds of activities it has historically
used to gain an understanding in a new area—such as hosting roundtables, issuing a request for
comment or a concept release, or otherwise engaging with the industry and investors—with the
goal of developing a regulatory framework that facilitates capital formation and protects
investors.

Very truly yours,

Pwo 5 e

Paul S. Grewal
Chief Legal Officer

6 The Hon. Gary Gensler, Chair
The Hon. Hester M. Peirce, Commissioner
The Hon. Caroline A. Crenshaw, Commissioner
The Hon. Mark T. Uyeda, Commissioner
The Hon. Jaime E. Lizarraga, Commissioner



APPENDIX: Coinbase Comment on Proposed Regulation Best Execution

coinbase

March 31, 2023

Ms. Vanessa Countryman

Secretary

Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re: Proposed Regulation Best Execution, File No. S7-32-22, Rel. No. 34-96496, 88 FR 5440
(January 27, 2023)

Dear Ms. Countryman:

Coinbase Global, Inc. (“Coinbase”) appreciates the opportunity to comment on the U.S.
Securities and Exchange Commission’s (“SEC” or “Commission”) proposed Regulation Best
Execution (“Reg Best Ex). According to the Commission, Reg Best Ex is designed to
supplement the existing regulatory framework concerning a broker-dealer’s duty of best
execution with a new Commission-crafted standard. The new standard would require detailed
policies and procedures for all broker-dealers, and require more detailed policies and procedures
for broker-dealers engaging in certain “conflicted” transactions with retail customers. It also
would impose related review, reporting, and documentation requirements.! The Commission
indicates that proposed Reg Best Ex would apply to all securities, including the subset of digital
assets properly considered digital asset securities.?

Coinbase 1s the only U.S. public company that operates a digital asset trading platform, and
currently does not list digital asset securities, although we would like to participate in such a
market when workable rules are created. As a public company, we understand the value of
market oversight through clear and properly promulgated regulation. In the absence of
regulatory clarity from the Commission regarding digital asset securities, we have developed a
rigorous process for analyzing each digital asset proposed for listing before offering it on our
platform to avoid listing securities. We have also petitioned the SEC for rulemaking to govern
the regulation of securities that are offered and traded via digitally-native methods, including

! Regulation Best Execution, Exchange Act Release No. 96496, 88 FR 5440 (Jan. 27, 2023) (“Proposing Release™).
2 In its release, the Commission uses the terms “digital asset securities” and “crypto asset securities”
interchangeably. We do the same in our comment.



potential rules to identify which digital assets are securities.” We believe that tailored regulation
for digital asset securities is essential to encouraging capital formation, protecting customers and
investors, and facilitating the wider adoption of digital asset technology. In this regard, our
comments below are directed solely to the application of proposed Reg Best Ex to the handling
of customer orders involving digital asset securities.

Given the lack of even basic rules, let alone a framework, for digital asset securities, we believe
attempting to apply the prescriptive requirements of the proposed Reg Best Ex to digital asset
securities is premature. Without a developed set of practices, it is difficult to determine which
practice would qualify as best fitting customers’ needs and therefore whether the proposed
requirements would meet the Commission’s stated goals. Additionally, the Commission
discusses in the Proposing Release that it lacks information about how the digital asset market
functions.” That admission should cause the Commission to reconsider application of Reg Best
Ex to digital asset securities markets. The Commission has a statutory obligation to conduct an
accurate analysis of the costs and benefits of adopting the rule as applied to digital asset
securities, and must do so before releasing its proposal, but it has not been done here. We
therefore believe, if the SEC chooses to adopt the proposed rule, that it should exempt digital
asset securities from its application until the market has adequately developed and the SEC has
gathered the necessary data to determine the effects of applying the rule.

Best Execution

A broker-dealer’s duty of best execution when handling a customer’s order (or the order of a
customer of another broker-dealer) arises out of agency law and also applies when a
broker-dealer is acting in a principal capacity with respect to a customer order.” The duty, which
is currently encapsulated in self-regulatory organization rules,® requires a broker-dealer, when
acting on behalf of a customer, to exercise reasonable diligence to ascertain the best market for
the security and buy or sell in such market, so that the resultant price for the customer is as
favorable as possible under the prevailing market conditions. FINRA has recognized a
non-exhaustive list of factors relevant to the analysis of best execution, including the (1) size of
an order, (ii) trading characteristics of the security involved, (iii) availability of accurate
information affecting choices as to the most favorable market center for execution and the
availability of technological aids to process such information, and (iv) cost and difficulty
associated with achieving an execution in a particular market center. Other factors include price,
the opportunity for price improvement, the likelihood of a full or partial execution, the speed of
execution, transaction costs, and customer needs and expectations.’

Best execution analyses may vary for different securities or for similar securities that have
different trading characteristics. For example, regulators have noted that some fixed income

3 Letter to Vanessa A. Countryman, Secretary, U.S. Securities and Exchange Commission, from Paul Grewal, Chief
Legal Of’ﬁcer C‘ombase G]obaI Inc {July 21 2022}{“Pet1t10n for Digital Asset Securities Regulation™), available
LS ctn4-789.pdf. Full comment file available at

hitps://WWw.sec.cov/ L,O]l'lmt.lli‘»f4 8‘);4-?8‘),hlm.

* Proposing Release at 5448, 5518.

5 FINRA Reg Notice 15-46, Guidance on Best Execution in Equity, Options and Fixed Income Markets (Nov. 20,
2015) (“Reg Notice 15-46”).

¢ See, e.g., FINRA Rule 5310.

" FINRA Reg Notice 15-46.



securities may trade frequently, be highly liquid and have transparent and accessible quotations.
Other fixed income securities do not have public quotations or pricing information and may trade
infrequently.® For these and other securities with limited quotation and pricing information,
broker-dealers are expected to have policies and procedures in place to help determine the best
interdealer market for such securities.” While some assets, such as NMS stocks, have fairly
uniform features and trading characteristics that makes the “best execution” determination easier
to apply broadly, the best execution analysis for other securities is more fact- and
circumstance-based. The way in which a broker-dealer may best meet its customer’s needs can
depend heavily on the specific characteristics of the market in which the broker-dealer is trading.

Proposed Regulation Best Execution

Reg Best Ex would establish an SEC best execution rule that is significantly more prescriptive
than existing best execution standards. The proposal would call for broker-dealer policies and
procedures (i) identifying material potential liquidity sources, incorporating such sources into the
broker-dealer’s order handling practices and ensuring that the broker-dealer can access such
liquidity sources, and (i1) addressing how the broker-dealer will determine the best market for
customer orders, including by accessing timely information with respect to displayed prices and
opportunities for price improvement (including midpoint pricing opportunities and order
exposure opportunities). Broker-dealers also would be required to determine the number and
sequencing of markets to be assessed, balancing the likelihood of obtaining better prices with the
risk that a delay would result in a worse price. In addition, for retail customer orders that present
“conflicts of interest” (which, the Commission asserts, would include orders involving payment
for order flow, internalization and affiliate transactions) a broker-dealer’s policies and procedures
must include a plan for complying with the duty of best execution given such conflicts, including
how it will assess a broader range of markets than it would for non-conflicted transactions.
Broker-dealers would be required to review execution quality at least quarterly, including
comparing it with execution quality that might have been obtained from other markets, and to
revise their best execution policies and procedures accordingly. Broker-dealers would need to
assess the effectiveness of their policies at least annually, and present an assessment report to
their board of directors (or other governing body).

Proposed Applicability of Reg Best Ex to Digital Asset Securities

Crypto Asset Securities Markets are Different from Traditional Securities Markets and
Require Different Rules

It is additionally hard to know how Reg Best Ex would apply in digital asset markets because (1)
not all digital assets are securities and (2) the Commission has not provided guidance on how to
determine if a digital asset 1s a security. Setting aside the merits of applying Proposed Reg Best
Ex to customer orders in traditional stocks, the rule, as proposed, should not be applied to
transactions involving crypto asset securities. A fully developed crypto asset securities market in
the U.S. does not yet exist. The Commission has yet to approve a national stock exchange to
trade in crypto asset securities—nor is such a registration currently possible under existing rules
and processes—and admits that no special purpose broker dealers are approved to custody and

“1d.
" Id.



therefore execute crypto asset transactions on behalf of clients. This is not for lack of effort by
crypto market participants—we (and, we understand, other market participants) have tried to
engage with the Commission on registration topics. To date, those discussions have not borne
fruit. According to the Commission, “only a limited amount of crypto asset security volume is
executed on trading venues under the Commission’s ATS framework.” For this limited market
activity, there is no regulatorily required market data and public reporting infrastructure noted
above with respect to traditional stocks: there is no consolidated quotation tape, nor is there a
consolidated source of transaction information. Nor are there uniform reports of execution
quality or order routing determinations. These do not exist because the market is not yet
sufficiently developed to need them.

It is also unclear whether a crypto asset securities market would ultimately develop the same
structure as existing traditional securities markets, leaving open the question of whether the
proposed rule would fit a market even after it developed. Innovations like the consolidated tape
were developed to meet the specific demands of an increasingly fragmented market relying on a
specific set of technological capabilities. Whether similar problems will emerge if a digital asset
securities market is allowed to develop in the U.S. is currently unknown. But it is unlikely that
the exact same solution will be needed given differences in the markets and technology,
including the efficiencies gained from near-instant settlement and fully transparent transaction
data facilitated by blockchain technology.

Applying the proposed rule to crypto asset securities would result in a mismatch between
regulatory requirements and market realities. The Commission has acknowledged,
commendably, that it needs a better understanding of the crypto asset securities markets.
Specifically, the Commission notes in the Proposing Release that it has “limited information
about the order handling and best execution practices of broker-dealers that engage in
transactions for or with customers in crypto asset securities.”"” Similarly, the Commission states
that it “does not have a complete understanding of market participants’ current practices with
respect to order handling and best execution for crypto asset securities, including the extent to
which current practices in the market for crypto asset securities are consistent with FINRA Rule
5310.”"" Again, this is understandable given the lack of such a market today, but counsels
caution.

Absent a better understanding of market practices and a more developed crypto asset securities
market, it is premature to apply a prescriptive set of requirements for broker-dealers. And
applying rules designed for a different market with different practices is unlikely to have the
customer-protecting results the Commission seeks in proposing the new rule. While the
Proposing Release asks a number of questions regarding these practices, we believe that the
Commission and the investing public would be much better served if the Commission were to
start by engaging in outreach designed to ensure it fully understands the digital asset market.
The Commission historically has used the tools at its disposal-—such as publishing concept
releases, sponsoring roundtables, or issuing requests for comment—to help it understand other
complicated or novel issues before engaging in rulemaking.'? This has been true even in areas

1 Proposing Release at 5448,

" Jd. at 5518.

12 See, e.g., SEC, Concept Release on Equity Market Structure (Jan. 14, 2010) (“Concept Release™); Regulation
NMS, 69 Fed. Reg. 77,424 (Dec. 27, 2004).



where the SEC has a long history of expertise and involvement, such as equity market structure,
when those areas have undergone recent, dramatic change and evolution.” The same approach is
even more appropriate here.

The Commission Has Not Adequately Informed Itself, the Public, or Congress of the
Economic Consequences of the Rule’s Application to Crypto Asset Securities

Beyond the problems presented by the substance of the proposed rule, there are significant
questions about whether the rule can be applied to digital asset securities at this time, based on
the Commission’s statements in the Proposing Release. The Commission does not appear to
have “apprise[d] itself—and hence the public and the Congress—of the economic consequences”
of applying the proposed rule to crypto asset securities.'"* The Commission “has a unique
[statutory] obligation to consider the effect of a new rule upon ‘efficiency, competition, and
capital formation.””"® The fact that the Commission does not seem to have considered these
effects likely would prevent it at this time from extending the proposal to crypto asset securities.

In order to “accurately assess” the economic impact of the proposed rule on efficiency,
competition, and capital formation, the Commission must first “assess the baseline level” of
efficiency, competition, and capital formation.'® The Commission must then assess the likely
economic impact of the proposal, including by quantifying the expected costs and benefits."’
Commenters, in turn, must then have an opportunity to review and comment on the
Commission’s assessment.'® The Commission has not done these assessments with respect to
crypto asset securities. The Commission, instead, has outlined the information that it currently
lacks, and would need, to perform its statutory duties. The Commission admits that it “lacks data
on broker-dealer routing behavior, the frequency of crypto asset securities trading in both
non-conflicted and conflicted transactions, and many of the details of trading protocols and
digital asset securities trading platforms.”" The Commission also notes that it has limited
information about the pervasiveness of payment for order flow in the crypto asset securities
market.”” Based on these observations, it seems the Commission has neither gathered the
information nor conducted the analysis necessary to extend its proposal to crypto asset securities.

The Commission should not—and, under the APA, cannot—apply a consequential new rule to
crypto asset securities before performing the proper analysis. The Commission states, for
example, that the market for digital asset securities may be similar to the market for non-NMS
stock equity securities, but the Commission does not provide its reasoning or any data to support
that assertion. Furthermore, the Commission acknowledges that there is “no exact comparison.”

Extending Reg. Best Ex to crypto asset securities would also be inconsistent with the
Commission’s guidance for its own analysis. In 2012, in response to a loss in court due to the
insufficiency of the economic analysis accompanying a rule the SEC had adopted, the SEC’s

I3 See, e.g., Concept Release.

" Bus. Roundtable v. SEC, 647 F.3d 1144, 1148 (D.C. Cir. 2011).

15 Id., quoting Chamber of Commerce v. SEC, 412 F.3d 133, 144 (D.C. Cir. 2005).
' Am. Equity Inv. Life Ins. Co. v. SEC, 613 F.3d 166, 178 (D.C. Cir. 2010).

" E.g., Bus. Roundtable, 647 F.3d at 1150.

8 E.g., Chamber of Commerce v. SEC, 443 F.3d 890, 899 (D.C. Cir. 2006).

1 Proposing Release at 5528.
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Office of the General Counsel and Division of Risk, Strategy, and Financial Innovation*' made
the following determination:

It is widely recognized that the basic elements of a good regulatory economic analysis
are: (1) a statement of the need for the proposed action; (2) the definition of a baseline
against which to measure the likely economic consequences of the proposed regulation;
(3) the identification of alternative regulatory approaches; and (4) an evaluation of the
benefits and costs—both quantitative and qualitative—of the proposed action and the
main alternatives identified by the analysis.**

The analysis in the Proposing Release does not meet that standard with regard to crypto asset
securities.

Without publishing a complete economic analysis, the Commission has not given the public an
opportunity to meaningfully comment on the proposed rule, including on its likelihood of
achieving its intended purpose, and the accuracy of the Commission’s assessment of costs and
benefits. Where, as here, the Commission’s analysis is incomplete in the proposing stage, the
public will have no opportunity to comment, and to correct or affirm assumptions or calculations
made in reaching the Commission’s conclusions. The appropriate remedy is to reconsider this
proposal and, if appropriate, re-propose in the proper context a new proposal concerning crypto
asset securities.

Alternative Path Forward

The Commission has noted that it lacks information about the operation of crypto asset securities
markets. We recommend that, as a starting point, the Commission should review and respond to
Coinbase’s Petition for Digital Asset Securities Regulation.” In that document, we outlined a
number of ways in which digital asset markets have developed differently from traditional
markets, and highlighted the areas in which new rulemaking is needed. This information may
provide a foundation from which the Commission can build a concept of “best execution” for
crypto asset securities.

Additionally, we recommend the following steps that the Commission has often taken in
addressing a new or developing area.

First, the Commission should issue a concept release (as it did when first proposing Regulation
NMS) to obtain more information on the operation of digital asset securities markets—the type
of information the Commission needs to conduct a proper economic analysis. This approach
would allow the Commission to engage in dialogue with the public to better understand this
nascent class of securities prior to proposing or applying an incongruent ruleset. It would also
provide the SEC with key information necessary to assess the need for and appropriate contours

2! This division has since been renamed the Division of Economic and Risk Analysis. See
o/ [ WWW Sec. cov/news/ e_relaaze/ 3.2013-104htm.
22 Memorandum from the Division of Risk, Strategy, and Financial Innovation and the Office of the General
Counsel, Current Guidance on Economic Analysis in SEC Rulemakings (Mar. 16, 2012) at 21, available

at https://www.sec.gov/divisions/riskfin/rsfi_guidance_econ_analy_secrulemaking.pdf.

23 Petition for Digital Asset Securities Regulation.




of a best execution rule in this context. The SEC could combine the concept release with
roundtables or other public forums to generate discussion and gain even more insight into order
handling in this securities class. As discussed above, the SEC has embraced a similar approach
to develop its understanding before engaging in rulemaking in other contexts.

Second, with the above feedback from market participants and the public, and in the context of
considering Coinbase’s Petition for Digital Asset Securities Regulation, the Commission should
develop needed updates to several aspects of existing regulation that are poorly suited to the
structure of digital asset securities. To date, only five offerings of digital asset securities have
been registered under the Securities Act of 1933, and only five classes of digital asset securities
have been registered under the Exchange Act.** Further, no broker-dealer has been granted the
ability to custody and transact in digital asset securities by FINRA.* The Proposing Release
states there is only a limited amount of digital asset security volume under the Commission’s
ATS framework.”® As we have stated elsewhere, the lack of clear and workable regulations has
hindered the development of a digital asset securities market. A fully informed rulemaking
process in this area will allow the Commission and its staff to develop an understanding of the
markets for these securities. Until then, attempting to establish a set of execution principles for
digital asset securities trading is premature and unlikely to achieve its regulatory goals.

Third, we recommend that the Commission allow the nascent digital asset securities market to
develop more fully before determining what should be considered “best execution™ for its
broker-dealers. There is no need to rush through adopting a new rule now. We understand that
the Commission is concerned about the extent to which customers of brokers-dealers currently
offering services in digital asset securities receive protections under the federal securities laws,
including the duty of best execution.”” But, as an initial matter, we are unaware of any
broker-dealers providing such services, except for a small handful who participate through a
direct distribution or by using the three-step non-custodial process laid out in the September
2020 no action letter for secondary trading.®® Moreover, to the extent that these services exist
and expand, investors are not unprotected. For the last half century, all investors have relied on
the protections of FINRA’s own Best Execution rule, Rule 5310, which will continue to apply.
The FINRA rule takes into account specific facts and circumstances, and is much less
prescriptive than proposed Reg Best Ex. Therefore, application of Rule 5310 should be the
preferred approach for assessing best execution in this context until the SEC is better able to
assess the costs and benefits of applying proposed Reg Best Ex to digital asset securities, or
determines to craft a more appropriately tailored best execution rule for such securities.

Again, Coinbase appreciates the opportunity to comment on proposed Reg Best Ex and would be
pleased to discuss our comments further with the Commission and its staff.

* Proposing Release at 5449 n.96.

% Id. The Special Purpose Broker-Dealer guidance is set to expire in April 2026. See SEC Statement, Custody of
Digital Asset Securities by Special Purpose Broker-Dealers (Dec. 23, 2020) available at
https://www.sec.gov/rules/policy/2020/34-90788.pdf.

2 Proposing Release at 5448-49, 5518 n.515.

2 Id. at 5449.

2 SEC No-Action Lettter, ATS Role in the Settlement of Digital Asset Security Trades (Sept. 25, 2020), available at
https://www.sec.gov/divisions/marketreg/mr-noaction/2020/finra-ats-role-in-settlement-of-digital-asset-security-trad

£s5-09252020.pdf.
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INTRODUCTION

Coinbase, Inc. operates the largest cryptocurrency trading platform in the
United States. It is the only publicly traded crypto platform in the country, with
investors that include some of the nation’s most respected financial institutions.
Digital assets themselves, such as those that Coinbase lists, are a mainstream part of
global financial markets, with a market capitalization of around $1 trillion and hun-
dreds of millions of users around the world.

Coinbase brings this mandamus action to seek modest, but meaningful and
time-sensitive, relief: a writ requiring the Securities and Exchange Commission
(SEC or Commission) to act on Coinbase’s pending rulemaking petition to provide
clarity for the crypto industry. Coinbase does not ask the Court to instruct the agency
how to respond. It simply requests that the Court order the SEC to respond at all.
The Commission has repeatedly demonstrated that its mind is made up to deny the
petition. But the Commission’s delay in formally announcing that decision has en-
abled it to improperly delay judicial review at a critical moment for the industry.

Digital assets themselves are not new—the first blockchain, Bitcoin, was
launched in 2009. For many years, the Commission offered sparse guidance on its
view of the applicability of the securities laws in this area. Its words and actions
signaled (if anything) that the securities laws do not apply to many digital assets. In

2018, a senior SEC official stated that a digital asset “all by itself” is not a security



that requires registration with the SEC. In April 2021, the SEC cleared the way for
Coinbase to become a public company without any indication that Coinbase needed
to register with the Commission. And in May 2021, the SEC Chair testified before
Congress that “the exchanges trading in these crypto assets do not have a regulatory
framework either at the SEC, or our sister agency, the Commodity Futures Trading
Commission . ... Right now, there is not a market regulator around these crypto
exchanges.”!

More recently, however, the SEC abruptly began signaling a different stance,
which has created disruptive uncertainty throughout the industry. Contrary to the
prior actions and statements of the Commission and its officials, the SEC Chair now
claims that it 1s “clear” the securities laws already apply to digital assets and plat-
forms. In December 2022, for example, the Chair said: “I feel that we have enough
authority, I really do, in this space” to require crypto companies “to come into com-
pliance” with the Commission’s registration requirements.? The Chair reiterated this
position just last week before Congress. Yet the Commission still has not engaged
in any rulemaking to set forth its view on which digital assets must be registered as

securities or how the registration and other requirements designed decades ago for

I Game Stopped? Who Wins and Loses When Short Sellers, Social Media, and
Retail Investors Collide, Part III, 117th Cong. 1 (May 6, 2021),
https://bit.ly/3n5vgSH.

2 SEC’s Gensler: The ‘Runway Is Getting Shorter’ for Non-Compliant Crypto
Firms, Yahoo (Dec. 7, 2022), https://yhoo.it/3EJrqol.



traditional securities apply to digital assets. Instead, the SEC has signaled that mo-
mentous shift in its position through speeches, television interviews, and the like—
and increasingly through a campaign of enforcement actions that has become even
more aggressive in recent months.

To be clear, the Commission’s revisionist reading of the securities laws is
wrong. It has no foundation in the securities laws’ text and settled principles of
statutory interpretation. And the Commission’s attempt to foist its new view onto
the industry in this manner violates bedrock principles of due process and adminis-
trative law. But even if the Commission’s skewed interpretation of the statutes were
sound, the Commission still would have to provide a path for the registration of dig-
ital assets that the agency now believes is required. It is widely recognized—includ-
ing by a sitting SEC Commissioner—that existing SEC registration and disclosure
requirements are incompatible with digital assets, which differ fundamentally from
the stocks, bonds, and investment contracts for which the securities laws were de-
signed and that the SEC traditionally has regulated. The SEC at a minimum must
set forth how those inapt and inapposite requirements are to be adapted to digital
assets. But the SEC has refused to do even that. It has not conducted any rulemaking
to provide the regulatory clarity and process that companies need to determine which
digital asset products and services to register and how to make the registration that

the SEC now demands.



Seeking a productive solution to this regulatory impasse, in July 2022 Coin-
base petitioned the SEC to initiate just such a rulemaking. Rulemaking exists so that
agencies can provide prospective notice of their understanding of the law with the
benefit of public input, and have their position tested through judicial review. More
than 1,700 other organizations and individuals have submitted comments echoing
that call for clarity. Coinbase has followed up repeatedly with more specific sug-
gestions for the Commission to consider. To this day, the SEC has not responded.

Instead, the Commission has escalated its enforcement efforts and sought sig-
nificantly more funding from Congress to do so. Most recently it has attempted to
intimidate Coinbase itself. Just last month, the Commission issued a “Wells notice”
to Coinbase, indicating that SEC Staff plan to recommend enforcement action. On
what ground? For supposedly failing to make the registration (for unspecified as-
pects of Coinbase’s business) that the Commission newly claims is necessary, but
which it has refused to make possible through rulemaking. Thus, the SEC refuses
to address Coinbase’s rulemaking petition that is the subject of this action—which
asks the Commission to explain which digital assets should be registered and how
such a registration process could work—even while the agency avows its intent to
initiate enforcement proceedings against Coinbase for listing allegedly unregistered

securities.



The SEC’s refusal to respond to Coinbase’s rulemaking petition is, in the par-
lance of the Administrative Procedure Act (APA), “agency action” that has been
“unreasonably delayed.” 5 U.S.C. § 706(1). Coinbase brings this mandamus action
to compel the SEC to do one simple thing: state on the record whether or not it will
initiate proceedings to establish the ground rules that it has charged others and may
soon charge Coinbase with failing to follow. The APA requires the Commission to
take that simple step. Moreover, all of the Commission’s actions suggest it has al-
ready decided internally to deny Coinbase’s petition, and is simply withholding a
formal decision from Coinbase and the public, with the effect (and perhaps intent)
of frustrating judicial review. But Coinbase and the crypto industry have an urgent
right to a judicially reviewable decision, especially when facing unlawful, arbitrary,
and capricious threats of enforcement from the Commission on the very same issue
in the interim.

Mandamus is tailor-made for this scenario. “[T]he primary purpose of the
writ in circumstances like these is to ensure that an agency does not thwart [courts’]
jurisdiction by withholding a reviewable decision.” In re Am. Rivers & Idaho Rivers
United, 372 F.3d 413, 419 (D.C. Cir. 2004). The SEC’s silence in response to the
petition, left unchecked, would thwart judicial review in precisely that fashion. The

Court should not permit the SEC to pocket veto Coinbase’s rulemaking request.



ISSUE PRESENTED

Whether a writ of mandamus should issue under the All Writs Act, 28 U.S.C.
§ 1651, directing the SEC to act on Coinbase’s rulemaking petition within 7 days.

JURISDICTION AND VENUE

This Court has jurisdiction over mandamus petitions alleging unreasonable
agency delay whenever a statute commits review of the relevant action to the courts
of appeals. Oil, Chem. & Atomic Workers Union v. OSHA, 145 F.3d 120, 123 (3d
Cir. 1998). The “relevant action” here is an SEC order on Coinbase’s petition for
rulemaking. Because the Securities Act of 1933 (Securities Act) and Securities Ex-
change Act of 1934 (Exchange Act) make such orders reviewable directly in the
courts of appeals, 15 U.S.C. §§ 771, 78y, this Court has jurisdiction to compel the
SEC to decide the petition. Venue is proper in this Court because Coinbase is incor-
porated in Delaware and thus “reside[s]” in the Third Circuit. See id. §§ 77i(a),
78y(a)(1); Suttle v. Reich Bros. Constr. Co., 333 U.S. 163, 166 (1948).

STATEMENT

1. Cryptocurrencies are digital assets whose transactions are recorded and

verified on a public blockchain.3 A blockchain is a computer program (“protocol’)

3 For simplicity, this brief uses the terms “cryptocurrencies” and “digital assets™
interchangeably.



that publicly records cryptocurrency transactions on the Internet.# A blockchain is
typically decentralized—i.e., no single person or entity operates the blockchain.

The Bitcoin protocol, launched in 2009, was the first blockchain.5 It allows
anyone with an Internet connection to transfer the bitcoin cryptocurrency to any third
party without the need for a centralized clearinghouse, like a bank. Many other
blockchains and digital assets have been created since, with capabilities well beyond
peer-to-peer transfers.6

2 Coinbase is the largest and only publicly traded cryptocurrency trading
platform in the United States, serving millions of Americans.” It was founded in
2012 to bring economic freedom worldwide by creating a more open, inclusive, and
efficient financial system leveraging digital assets and blockchain technology.®

Coinbase has built its business in painstaking compliance with all applicable
laws, including the federal securities laws. The Securities Act and Exchange Act

encompass transactions involving “securities.” Under the Exchange Act, businesses

4 What Is a Blockchain?, Coinbase, https://bit.ly/3ICTIY 1.
5 What Is Bitcoin?, Coinbase, https://bit.ly/3SCqw2p.
6 What Is Ethereum?, Coinbase, https://bit.ly/310vJIE.

7 Coinbase’s parent company, Coinbase Global, Inc., serves tens of millions more
worldwide through distinct, non-U.S. entities.

8 See Brian Armstrong, Coinbase Is a Mission Focused Company, Coinbase Blog
(Sept. 27, 2020), https://bit.ly/3KKEHST.



offering securities for sale generally must register with the SEC as national securities
exchanges (or as an “alternative trading system”). See 15 U.S.C. § 78e. Coinbase
has not registered with the SEC as a national securities exchange or alternative trad-
ing system because none of the digital assets it lists are securities.?

3. The SEC has never provided definitive guidance on whether and how,
in its view, the securities laws apply to digital assets. For many years, it suggested
that many digital assets would not be considered securities by the SEC. In a 2018
speech, its then-Director of Corporation Finance stated that a digital asset “all by
itself is not a security.”'® In April 2021, the SEC cleared the way for Coinbase to
become a public company after reviewing and commenting on Coinbase’s business
model without ever suggesting that Coinbase needed to register with the SEC. And
in May 2021, the SEC Chair testified before Congress that “the exchanges trading

in these crypto assets do not have a regulatory framework either at the SEC, or our

9 See Coinbase Amicus Br. 9-17, SEC v. Wahi, No. 22-cv-1009, Dkt. 104 (W.D.
Wash. Apr. 3, 2023).

10 See William Hinman, Dir., Div. of Corp. Fin., SEC, Digital Asset Transactions:
When Howey Met Gary (Plastic) (June 14, 2018), https://bit.ly/218t5dB (emphasis
added).



sister agency, the Commodity Futures Trading Commission [(CFTC)] .... Right
now, there is not a market regulator around these crypto exchanges.”!!

At other times, the SEC has acknowledged a lack of clarity. In reviewing
Coinbase’s public-offering disclosures in 2020, for example, SEC Staff stated that
there is “no certainty” about whether most digital assets are securities, which made
sense given the Chair’s contemporaneous admission that the Commission lacks stat-
utory authority.'” Even earlier, in 2019, a division of the SEC had published a
“Framework™ that proposed a 60-factor analysis for determining whether a digital
asset may be a security—muddled, omnidirectional guidance that Coinbase and oth-
ers in the industry, out of an abundance of caution, have nevertheless done their best

to follow in determining which digital assets to list."*> Faced with this uncertainty

I'T Game Stopped? Who Wins and Loses When Short Sellers, Social Media, and
Retail Investors Collide, Part 1II, 117th Cong. 1 (May 6, 2021),
https://bit.ly/3n5vgSH.

12 SEC, Correspondence Related to Draft Registration Statement 4 (Dec. 7, 2020),
https://bit.ly/31RrY4y; Game Stopped? Who Wins and Loses When Short Sellers,
Social Media, and Retail Investors Collide, Part 111, 117th Cong. 1 (May 6, 2021),
https://bit.ly/3n5vgSH.

13 Framework for “Investment Contract” Analysis of Digital Assets, SEC (Apr. 3,
2019), https://bit.ly/2HXfEdZ.



for several years now, the industry and policymakers have repeatedly implored the
SEC to provide clarity through rulemaking.'* Yet the Commission still has not acted.

4. More recently, the SEC has abruptly adopted a more hostile posture
toward digital assets. The SEC Chair now repeatedly states that the “vast majority”
of cryptocurrencies “are securities” and that he “feel[s] that we have enough author-
ity . . . in this space.”"® The Commission, however, has never codified that apparent
position in regulations. Instead, the SEC Chair has asserted that developers of digital
assets and digital asset platforms must “come in and register” under penalty of the
agency’s “continu[ing] on the course with more enforcement actions.”1¢ The Chair
reiterated this new position before Congress just last week: “We have a clear regu-

latory framework built up over 90 years. It’s just a bunch of [crypto] intermediaries

14 See, e.g., Ouisa Capital, Rulemaking Regarding Digital Assets (Mar. 13, 2017),
https://bit.ly/3KKjcQg; Kate Rooney, Congress Members Ask SEC Chairman for
Clarity on Cryptocurrency  Regulation, CNBC (Sept. 28, 2018),
https://bit.ly/3ENmMS8G; U.S. Chamber of Commerce, Center for Capital Markets
Competitiveness, Digital Assets: A Framework for Regulation to Maintain the
United States’ Status as an Innovation Leader 4-6, 53 (Jan. 2021),
https://bit.ly/3EuhQ8v.

15 See, e.g., Gary Gensler, SEC Chair, Kennedy and Crypto (Sept. 8, 2022),
https://bit.ly/3XWAkoQ; SEC’s Gensler: The ‘Runway Is Getting Shorter’ for
Non-Compliant Crypto Firms, Yahoo (Dec. 7, 2022), https://yhoo.it/3EJrqol;
Gary Gensler, SEC Chair, Testimony of Chair Gary Gensler Before the United
States House of Representatives Committee on Financial Services (Apr. 18, 2023),
https://bit.ly/43K8IYa.

16 SEC’s Gensler: The ‘Runway Is Getting Shorter’ for Non-Compliant Crypto
Firms, Yahoo (Dec. 7, 2022), https://yhoo.it/3EJrqol.
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in this market that think they have a choice. They don’t have a choice. ... [T]hey
need to come into compliance.”!7 True to the Chair’s threats, the agency is pursuing
an aggressive enforcement campaign—a campaign that has accelerated in recent
months.

5. As Coinbase has explained elsewhere, the Commission’s new under-
standing of the securities laws distorts the statutory text, and its regulate-by-enforce-
ment approach transgresses due process and fair notice and violates the APA. See
Coinbase Amicus Br. 9-27, SEC v. Wahi, No. 22-cv-1009, Dkt. 104 (W.D. Wash.
Apr. 3, 2023). But even under the Commission’s view, the agency must provide a
path for registering digital assets.

Yet, as an SEC Commissioner and others have recognized, it is not even fea-
sible to require crypto developers and platforms to meet current SEC registration,
disclosure, and listing requirements, which were designed decades ago for entirely
different financial instruments.!® Among other problems, digital assets, unlike
stocks, bonds, or investment contracts, are actively used to engage in transactions

and interact with applications on blockchains. If a digital asset itself is registered as

17 Oversight of the Securities and Exchange Commission at 4:12:30-58, 118th
Cong., 1st Sess. (Apr. 18, 2023), https://bit.ly/3AMRHRna.

I8 Hester Peirce, Comm’r, SEC, Qutdated: Remarks before the Digital Assets at
Duke Conference (Jan. 20, 2023), https://bit.ly/3YWPSKO; Matt Levine, The SEC
is Coming for Coinbase, Bloomberg Opinion: Money Stuff (Mar. 23, 2023),
http://bit.ly/3ZgMCZP.
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a security, then it often will be impossible for anyone to use it, defeating the point
of registration. As for existing disclosure requirements, an SEC Commissioner re-
cently explained that the agency’s “traditional disclosures are designed for tradi-
tional corporate entities that typically issue and register equity and debt securities.”!?
The focus of existing requirements “on disclosure about companies, their manage-

1

ment and their financial results” “poorly fit[s] the decentralized and open-source
nature of blockchain-based digital asset[s].”20 All of this puts crypto platforms like
Coinbase in an impossible position as well: Even if they could register consistent
with the SEC’s requirements (and they cannot), there would be no registered digital
asset securities for them to list.

For a time, this poor regulatory fit prompted the SEC Chair to raise the pro-
spect of using the agency’s exemptive authority to relieve the crypto industry from

incompatible securities-law requirements.?! The Chair also once recognized the

need for the SEC to work together with the CFTC to “consider how best to register

19 Hester Peirce, Comm’r, SEC, Outdated: Remarks before the Digital Assets at
Duke Conference (Jan. 20, 2023), https://bit.ly/3YWPSKO (quotation marks
omitted).

20 Id.

21 See, e.g., Chelsey Cox, Cryptocurrency Firms Need to ‘Come into Compliance’
with Existing Rules, SEC Chair Gary Gensler Says, CNBC (Dec. 7, 2022),
https://cnb.cx/3y1dNNh.

12



and regulate” digital asset platforms.”? As the Chair recognized then, digital asset
platforms could not list digital asset commodities (which include some of the most
widely used digital assets, such as Bitcoin and Ether) if they registered with the
SEC—as the Chair now insists they should—because SEC regulations allow regis-
tered platforms to list only securities.

6. Seeking to address these and other problems, Coinbase petitioned the
SEC in July 2022 to “propose new rules for the offer, sale, registration, and trading
of digital asset securities.”?3 To be explicit, Coinbase does not list digital asset se-
curities on its platform, and the SEC lacks authority to regulate the assets that Coin-
base does list. But Coinbase urged the SEC to establish clear rules of the road in
this area so that Coinbase can list digital asset securities (such as tokenized stocks).
Such rulemaking also would provide fair notice of the SEC’s views to all market
participants and facilitate global resolution through consolidated judicial review.

In its rulemaking petition, Coinbase identified several areas that the rulemak-
ing should encompass, including: identification of which digital assets are securities;
registration of issuers, exemptions, and mandatory disclosures; and registration of

exchanges. More than a thousand other entities and individuals have filed comments

22 See Gary Gensler, SEC Chair, Prepared Remarks of Gary Gensler on Crypto
Markets (Apr. 4, 2022), https://bit.ly/41azGqgb.

23 Coinbase, Petition for Rulemaking 3 (July 21, 2022), https://bit.ly/31Z7dUH
(Add. 2-33).

13



echoing Coinbase’s call for regulatory clarity. In December 2022 and March 2023,
Coinbase filed supplemental comments reiterating the need for rulemaking and of-
fering more specific suggestions (Add. 34-62). And over the course of more than
30 meetings in the past year, Coinbase presented multiple potential registration paths
that the SEC could consider for any digital assets that are properly subject to regis-
tration.

Y et more than nine months (and counting) after Coinbase submitted its origi-
nal petition, the SEC still has taken no action on Coinbase’s petition or provided any
feedback on Coinbase’s proposals.24 Instead, it has ramped up efforts to regulate
retrospectively by bringing enforcement actions—and has now threatened one
against Coinbase. On March 22, 2023, the SEC served a Wells notice on Coinbase
alleging (among other things) that unspecified portions of Coinbase’s listed digital
assets are unregistered securities—even while the Commission still refuses to ad-
dress Coinbase’s rulemaking petition asking the agency to open a path to registration

for digital assets that the Commission believes to be securities.?5

24 On April 14, 2023, the Commission reopened its exchange registration proposal,
but that proposal does not appear to address any of the issues raised in Coinbase’s
rulemaking petition. It does not address which digital assets the Commission
believes to be securities and why, or how digital asset issuers and platforms could
register with the SEC in order to list digital asset securities (including, for example,
how to list digital asset securities alongside digital asset commodities). See SEC
Press Release 2023-77, https://bit.ly/410z9B9.

25 We Asked the SEC for Reasonable Crypto Rules for Americans. We Got Legal
Threats Instead, Coinbase Blog (Mar. 22, 2023), https://bit.ly/3ndWIJBE.
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Coinbase’s good-faith efforts to work cooperatively with the agency, includ-
ing throughout the Commission’s review of Coinbase’s public-offering disclosures,
have been met with threats of an enforcement action. This response from the Com-
mission illustrates the untenable position in which industry participants now find
themselves because of the agency’s refusal to engage. As one of the SEC’s Com-
missioners recently explained: “Today’s Commission tells entrepreneurs trying to
do new things in our markets to come in and register. When entrepreneurs find they
cannot, the Commission dismisses the possibility of making practical adjustments to
our registration framework to help entrepreneurs register, and instead rewards their
good faith with an enforcement action.”26

ARGUMENT

The SEC is statutorily required to respond to requests for rulemaking in a rea-
sonable time. The SEC has demonstrated by its words and actions—including a
campaign of backward-looking enforcement actions, a recent threatened action
against Coinbase, and the SEC Chair’s recent testimony to Congress—that it has no
intention of conducting rulemaking, as Coinbase has requested. Yet it has neverthe-
less withheld a formal response to Coinbase’s petition. That inaction has the effect

of insulating the SEC’s refusal to publish rules from the ordinary avenues of judicial

26 Hester Peirce, Comm’r, SEC, Rendering Innovation Kaput: Statement on
Amending the Definition of Exchange (Apr. 14, 2023), https://bit.ly/43SfmMd.
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review—while withholding from the industry the path to registration that the Com-
mission insists be followed. The writ of mandamus should be granted to break the
unlawful logjam.

THE SEC HAS DEFAULTED ON ITS DUTY TO ACT ON COINBASE’S PETITION EVEN
WHILE ATTEMPTING TO ENFORCE ITS UNLAWFUL POSITION

Mandamus is appropriate where an agency has defaulted on a “clear and in-
disputable” and “nondiscretionary duty.” Qil, Chem. & Atomic Workers Union v.
OSHA (OCAWU), 145 F.3d 120, 124 (3d Cir. 1998). In particular, mandamus “typ-
ically is the appropriate remedy to agency delay.” Prometheus Radio Project v.
FCC, 824 F.3d 33, 53 (3d Cir. 2016); see also 5 U.S.C. § 706(1). In fact, “the pri-
mary purpose of the writ in circumstances like these is to ensure that an agency does
not thwart [courts’] jurisdiction by withholding a reviewable decision.” In re Am.
Rivers & Idaho Rivers United, 372 F.3d 413, 419 (D.C. Cir. 2004).

That is precisely the circumstance here. The APA requires the SEC to act on
Coinbase’s rulemaking petition “within a reasonable time.” 5 U.S.C. § 555(b). Oth-
erwise, “the right” that the APA expressly confers on any “interested person” to
“petition for the issuance, amendment, or repeal of a rule” would be meaningless.
Id. § 553(e); see also 17 C.F.R. § 201.192(a). But even while the Commission has
made clear that it does not intend to undertake rulemaking, it has not responded. The
Commission’s withholding of a judicially reviewable action memorializing its al-

ready-completed constructive denial of Coinbase’s petition is per se unreasonable.
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A. The SEC’s Refusal To Act On Coinbase’s Petition After Having
Made Its Decision Is An Unreasonable Evasion Of Judicial
Review

The SEC indisputably has not taken any formal action on Coinbase’s rule-
making petition. At the same time, it is mounting an accelerating enforcement cam-
paign against the industry—and now threatens an action against Coinbase—based
on supposed failures to comply with the registration requirements that are the subject
of Coinbase’s rulemaking petition. The only question this Court need answer is
whether the SEC’s refusal to act under these circumstances is “unreasonable.”
OCAWU, 145 F.3d at 123; 5 U.S.C. § 555(b). To ask that question is to answer it.

The SEC has shown by its deeds that it does not intend to engage in rulemak-
ing. The SEC’s Chair has repeatedly asserted—including last week before Con-
gress—that rulemaking is unnecessary because the application of the securities laws
to digital assets is already “clear.” See supra, at 10—11. Consistent with that view,
the SEC has brought a barrage of enforcement actions. That regulation-by-enforce-
ment approach is incompatible with promulgating rules in the foreseeable future,
because the Commission knows that it could not defensibly seek penalties for viola-
tions of its registration requirements if it initiated a rulemaking conceding that those
requirements are insufficiently clear or workable.

Despite having chosen to forgo rulemaking in favor of backward-looking en-

forcement suits, however, the SEC has refused to render a formal decision on
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Coinbase’s rulemaking petition. The SEC’s refusal to pronounce that internal deci-
sion precludes judicial review of that decision in the ordinary course. And that ap-
pears to be agency’s aim—the only conceivable purpose for its complete refusal to
respond is to “withhol[d] a reviewable decision.” Am. Rivers, 372 F.3d at 419. But
that kind of pocket veto is impermissible, and it is precisely the kind of maneuver
that mandamus exists to prevent. /d. Agency foot-dragging that lacks any rational
explanation other than to insulate the agency’s determinations from judicial review
is inherently “unreasonabl[e].” 5 U.S.C. § 706(1).

B.  Judicial Precedent Addressing Agency Delay Confirms That The
SEC’s Inaction Is Unreasonable

Case law strongly confirms that straightforward conclusion. Courts have
identified several nonexhaustive factors to aid in ascertaining whether a particular
agency delay is unreasonable. Those factors include the length of the delay, the
“reasonableness of the delay . . . in the context of the statute authorizing the agency’s

L1

action,” “the consequences of the agency’s delay,” and the agency’s claims of “ad-
ministrative error, administrative inconvenience, practical difficulty in carrying out
a legislative mandate, or need to prioritize in the face of limited resources.” Prome-
theus, 824 F.3d at 3940 (quoting OCAWU, 145 F.3d at 123). Courts also consider
whether there is “impropriety lurking behind agency lassitude™—a sufficient, but not

a necessary, basis for finding an agency’s delay unreasonable. Telecomms. Rsch. &

Action Ctr. v. FCC (TRAC), 750 F.2d 70, 80 (D.C. Cir. 1984). Here, those factors
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all point to the same answer: The SEC’s refusal to respond to Coinbase’s petition is
unreasonable in light of its demonstrated determination to forgo rulemaking in favor
of achieving de facto regulation through retrospective enforcement.

Length of delay and agency resources. Several factors this Court and others
consider focus collectively on length of the delay viewed in light of the agency’s
“need to prioritize in the face of limited resources.” OCAWU, 145 F.3d at 123.
“There is no per se rule as to how long is too long to wait for agency action.” In re
Core Commc 'ns, Inc., 531 F.3d 849, 855 (D.C. Cir. 2008) (quotation marks omitted).
Longer delays, for example, might be reasonable when an agency would have to
expend significant resources to take the requested action.

Here, however, the SEC needs only to memorialize formally the internal de-
cision it has already made not to engage in rulemaking as Coinbase proposed. That
ministerial step would not require the SEC to “reorder [its] priorities.” In re Pub.
Emps. for Env’t Responsibility, 957 F.3d 267, 275 (D.C. Cir. 2020). It is unreason-
able for the SEC—an agency with over 4,500 employees—to take nine months (and
counting) to complete that simple task.

That posture sets this case far apart from others where courts have concluded
that agency delays of greater duration did not warrant mandamus relief. Courts have
excused longer delays when, for example, the agency faces significant “scientific

uncertainty and competing regulatory priorities.” Pub. Citizen Health Rsch. Grp. v.
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Chao, 314 F.3d 143, 151 (3d Cir. 2002) (describing OCAWU decision). But Coin-
base is unaware of any case where a court approved an agency’s months-long refusal
to memorialize its decision to forgo rulemaking evidenced by the agency’s simulta-
neous pursuit of an aggressive enforcement campaign seeking to impose substantial
penalties. It is not the length of the SEC’s delay in isolation that renders its inaction
here unreasonable, but its refusal to record a decision it has made internally in a
judicially reviewable action even while it seeks to impose liability on the industry
for violating purported requirements the agency has never promulgated.

Consequences of delay. The SEC’s inaction also holds great “potential for
harm.” Cutler v. Hayes, 818 F.2d 879, 898 (D.C. Cir. 1987); OCAWU, 145 F.3d
at 123. The SEC’s refusal to formalize its decision not to engage in rulemaking has
created paralyzing uncertainty in the industry, while precluding direct judicial re-
view. That uncertainty has put companies like Coinbase in an impossible position.
They cannot adequately structure their businesses and plan for the future while the
SEC refuses even to explain how inapt registration requirements apply to digital as-
sets, or which assets are subject to which requirements. Coinbase and other crypto
firms need clear rules so they can confidently build and expand their businesses.

If the SEC continues to withhold that clarity, its inaction should be subject to
judicial scrutiny, as the APA requires. Judicial review of a formal SEC denial of

Coinbase’s rulemaking petition would enable a court to make clear that the agency’s
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abusive regulation-by-enforcement approach contravenes core tenets of administra-
tive law and due process. Upon reviewing the SEC’s express refusal to engage in
rulemaking, a court could (and properly would) conclude that the APA obligates the
agency to proceed by rulemaking because it is the only realistic way in which the
SEC can provide fair notice to affected stakeholders and coherently consider all im-
portant aspects of regulating the crypto industry. See NLRB v. Bell Aerospace Co.
Div. of Textron, 416 U.S. 267, 294 (1974) (explaining that there are ‘“‘situations
where [an agency’s] reliance on adjudication would amount to an abuse of discre-
tion”); c¢f. Motor Vehicle Mfrs. Ass'n of U.S., Inc. v. State Farm Mut. Auto. Ins. Co.,
463 U.S. 29, 43 (1983) (action 1s arbitrary if agency ignores “an important aspect of
the problem”). The practical effect of the SEC’s refusal to act formally on Coin-
base’s petition is to enable the Commission to avoid—perhaps indefinitely—judicial
scrutiny of its indefensible regulation-by-enforcement approach in this area.
Agency impropriety. The SEC’s attempted evasion of judicial review even
while it pursues heavy-handed enforcement reflects a lack of good faith, which is
yet another reason for holding its delay unreasonable. “If the court determines that
the agency delays in bad faith, it should conclude that the delay is unreasonable.”
Cutler, 818 F.2d at 898. As discussed, the SEC’s nine-month delay in memorializing
a decision it has already made has no rational basis other than to insulate from judi-

cial review the agency’s failure to engage in rulemaking. That points strongly to
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agency “impropriety,” particularly when considered in the broader context of the
agency’s conduct in this area. TRAC, 750 F.2d at 80. In demanding compliance
with incompatible registration requirements, while refusing to undertake (and ap-
pearing to forswear) rulemaking or even to discuss alternative registration paths with
the industry, the SEC’s aim, it appears, is not to bring crypto firms into compliance,
but to run the industry into the ground.2? If that is in fact the SEC’s objective, it
should be prepared to explain and defend that position in federal court. Whatever
the Commission’s motivations, mandamus is needed to ensure that the agency can
properly be held to account.

CONCLUSION

For these reasons, this Court should issue a writ of mandamus instructing the

SEC to respond to Coinbase’s rulemaking petition within 7 days.

27 In a maneuver that Coinbase considers to be similar in design and intent, federal
banking agencies recently began a coordinated campaign to place crypto
companies in another untenable bind—by making it difficult for crypto companies
to obtain banking services. See Rachel Louise Ensign, Banks Are Breaking Up
With Crypto During Regulatory Crackdown, Wall St. J. (Feb. 16, 2023),
https://on.wsj.com/3G8hCEG; Katie Haun, How U.S. Regulators Are Choking
Crypto, Wall St. J. (Mar. 27, 2023), https://on.wsj.com/40KMTp8.
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coinbase

July 21, 2022

Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re: Petition for Rulemaking — Digital Asset Securities Regulation
Dear Ms. Countryman:

Coinbase Global, Inc. (“Coinbase”) is filing this petition® with the U.S. Securities and Exchange
Commission (“Commission” or “SEC”) requesting that the Commission propose and adopt rules
to govern the regulation of securities that are offered and traded via digitally native methods,
including potential rules to identify which digital assets are securities. Digitally native securities
are recorded and transferred using distributed ledger technology and do not rely on centralized
entities or certificated forms of ownership that characterize traditional financial instruments.?
Transactions in these securities (henceforth “digital asset securities”) are executed and settled in
real time, permanently recorded on blockchains, and visible with equal access to all market
participants. This is a paradigm shift from existing market practices, rendering many of the
Commission rules that govern the offer, sale, trading, custody, and clearing of traditional assets
both incomplete and unsuitable for securities in this market.

The U.S. does not currently have a functioning market in digital asset securities due to the lack of
a clear and workable regulatory regime. Digital assets that trade today overwhelmingly have the
characteristics of commodities. Coinbase, like many other exchanges, has intentionally and
conscientiously steered well clear of securities to ensure that we are able to operate in full
compliance with applicable laws and regulations. However, new rules facilitating the use of digital
asset securities would allow for a more efficient and effective allocation of capital in financial
markets and create new opportunities for investors.

Globally, many jurisdictions are actively pursuing regulation that meets the specific needs of the
crypto market, ensuring investors are well-protected. For example, the EU recently reached
agreement on Markets in Crypto Assets (MiCA) regulation first proposed in 2020, and countries
and markets such as Australia, Brazil, Dubai, Hong Kong, Switzerland, and the United Kingdom
have taken important steps towards establishing (or have already established) regulations around
crypto.®

' See 17 C.F.R. 201.192(a).

2 In this petition we are focused on “native” digital asset securities—that is, digital asset securities that
exist on a distributed ledger, only in tokenized form. Many, but not all, of the considerations discussed herein
would apply similarly to digital asset securities that represent a tokenized version of a traditional security
(e.g., tokenized common stock).

* Council of the EU, Digital finance: agreement reached on European crypto-assets regulation (MiCA)
(June 31, 2022)

AIA

Wﬁﬁﬂgﬁmﬂw Australlan Government TheTreasury, Crypro asset secondary

service providers: Licensing and custody requirements (Consultation Paper) (Mar. 21, 2022),
https://treasury.gov.au/consultation/c2022-259046; Chamber of Deputies, Projeto de Lei N° 4401, De 2021,
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The SEC, however, has not yet taken constructive steps in this direction. Despite the
well-recognized growth and rapidly developing practices in the digital asset ecosystem, and the
Commission’s stated view that some digital assets are securities, the Commission has yet to
constructively engage with digital asset market participants on the design of a workable
regulatory framework, let alone propose any new rules governing this activity. Moreover, as of the
publication of its most recently updated regulatory agenda on June 22, 2022, the Commission
has not indicated any intention to do so.*

Instead, the Commission appears to be following an enforcement-first approach to addressing
crypto-related regulatory challenges. Indeed, the Commission recently announced that the
Enforcement Division’s Crypto Assets and Cyber Unit would soon double in size.5 Leading with
enforcement actions before ensuring regulatory clarity results in arbitrary outcomes with limited
value as guiding precedent. Several parties have been the subject of extensive investigation
while others—with nearly identical products or services—have apparently been subject to none.
This approach has led to both confusion and the uneven treatment of market participants.

Rather than initiate new rulemaking, Chair Gensler has repeatedly stated through speeches and
testimony that the vast majority of digital tokens are securities, and has asked issuers and
exchanges that offer, sell, and trade them to come in and register.® We disagree that the majority
of digital assets are securities. For those digital assets that are securities, registration under the
current rules is, for many market participants, either not possible or not economically viable given
the associated and unnecessary compliance burdens. Additionally, when existing regulations are
unworkable, some market participants may be less willing to invest the resources necessary to
follow the rules. Failure to resolve these shortcomings leaves investors unprotected due to a lack
of regulatory clarity, prevents market participants from leveraging the efficiencies new technology
can offer, and materially impairs capital formation in the blockchain technologies that underlie
digital assets. This is wholly inconsistent with the SEC’s mission.

(Aug. 21, 2021), hitps://www.camara.leg.br/propostas-legislativas/1555470; Dubai Financial Services
Authority, Consultation Paper No. 143, Regulation of Crypto Tokens (Mar. 8, 2022),
https://dfsaen.thomsonreuters.com/sites/default/files/net file store/CP143 Regulation_of Crypto Tokens.p
df; Legislative Council of Hong Kong, Anti Money Laundering and Counter-Terrorist Financing (Amendment)
Bill, (June 24, 2022), hitps://www.gld.gov.hk/egazetie/pdf/20222625/es32022262516.pdf; Swiss Federation,
Federal Act on the Adaptation of Federal Law to Developments in Distributed Electronic Ledger Technology
(Jan. 14, 2021), https://fedlex.data.admin.ch/eli/fga/2020/2007; HM Treasury, Government Sets Out Plan to
Make UK a Global Cryptoasset Technology Hub, (Apr. 4, 2022),
https://www.gov.uk/government/news/government-sets-out-plan-to-make-uk-a-global-cryptoasset-technology
-hub.

* The Commission submitted its agenda of rulemaking actions pursuant to the Regulatory Flexibility Act
on April 26, 2022, to the Regulatory Information Service Center for inclusion on the Unified Agenda of
Federal Regulatory and Deregulatory Actions. The agenda that was published did not indicate any
rulemaking actions to be considered in the current agenda (next 12 months) or the long-term agenda that
relates to digital asset regulation.SEC, SEC Announces Spring 2022 Regulatory Agenda (June 22, 2022),
https://www.sec.gov/news/press-release/2022-112

5 SEC, SEC Nearly Doubles Size of Enforcement’s Crypto Assets and Cyber Unit (May 3, 2022),

hitps://www.sec.gov/news/press-release/2022-78.

% See, e.g., Sander Lutz, SEC Chair Gensler Threatens Action Against Unregistered Crypto Exchanges
(May 18, 2022),
https://decrypt.co/100806/sec-chair-gensler-threatens-action-against-unregistered-crypto-exchanges (stating
to the House Financial Services and General Government Subcommittee that “[t]he crypto exchanges
should come in and register . . ."); Public Statement, Chair Gary Gensler, SEC, 2021 Aspen Security Forum:
The View from the SEC: Cryptocurrencies and National Security (Aug. 3,

2021), https://www.youtube.com/watch?v=tusQLLCgrDs (inviting digital asset trading platforms to “come in,
register, work with the SEC.").
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In October 2021, we issued our Digital Asset Policy Proposal — Safeguarding America’s Financial
Leadership through which we hoped to initiate a broad and wide-ranging conversation about the
role digital assets play in our economic future.” As part of that proposal, we offered a bold idea to
regulate digital assets under a separate framework with a single regulator as a way to ensure that
investors are properly protected and innovation can occur without, what we believe, may be
restricting and cumbersome labels of security and commodity. Our proposal would require a
government-wide focus to create a fundamentally new and comprehensive regime for digital
assets. We remain committed to continuing the discussion about the right way to regulate digital
assets. This petition, however, is more specific. We are seeking a transparent and collaborative
process to engage directly with the SEC as a means to initiate a discussion about what the SEC
can do within its own authority to provide clarity and certainty regarding the regulatory treatment
of digital asset securities.

Coinbase firmly believes that a new regulatory framework is needed to ensure that the SEC can
fulfill its responsibility to oversee the digital asset securities markets. We respectfully petition the
Commission to propose new rules for the offer, sale, registration, and trading of digital asset
securities. Existing rules, unchanged, do not achieve the goals of the Commission when applied
to digital asset securities. Following the well-established rulemaking process would allow for
input from a wide range of stakeholders, advance the goals of transparent and orderly policy
development, and result in clear rules and fair notice to all market participants.

Now is the time for the Commission to begin a public dialogue. The recent collapse of the
TerraUSD stablecoin, the bankruptcy of crypto-lenders such as Celsius, ongoing questions about
the efficacy of how digital asset markets operate, and the potential onset of another crypto winter
can help inform a regulatory path forward. The lessons learned can be used to reinforce the best
practices, and guide the industry in building new infrastructure and product offerings. Establishing
regulatory guardrails is critical to the future success of digital asset innovation in the United
States.

As an initial step, the Commission should solicit input from the public. Many of the unresolved
issues are complicated, and developing effective and efficient solutions will require a broad
understanding of the technology underpinning developing market practices and products. We
believe that we and other market participants will also benefit from an open discussion. The
Commission has historically published concept releases for large, novel, or complicated issues,
commensurate with the issues related to regulation of digital assets; such public engagement
would be an appropriate model to follow here.®

As part of this process, the Commission should also consider whether appropriately tailored
interpretive guidance and no-action relief could be used to facilitate new activities within existing
regulatory frameworks. Doing so will provide the Commission with an opportunity to assess the
efficacy of emerging market practices with the ability to later promulgate rules, if appropriate. Any
such guidance and other relief must avoid imposing new requirements or exercising
policy-making authority that is more appropriately conducted through notice and comment
rulemaking pursuant to the Administrative Procedure Act.

7 Coinbase, Digital Asset Policy Proposal — Safeguarding America’s Financial Leadership, (Oct. 2021),
https://assets.ctfassets.net/c5bd0wajc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24a56a897e2d37e
£30/coin -digital-asset-policy-pr |.pdf.

8 SEC, Concept Release on Equity Market Structure (Jan. 14, 2010),
https://www.sec.gov/rules/concept/2010/34-61358.pdf; SEC, Concept Release on the U.S. Proxy System
(July 14, 2010), hitps://www.sec.gov/rules/concept/2010/34-62495.pdf.
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It is imperative that the Commission start this process now. Digital asset securities have not yet
been widely offered on regulated platforms because the existing rules do not accommodate them.
Until the Commission provides regulatory certainty and a workable framework for digital asset
securities, it is not feasible for market participants to “come in and register.” And the inability to
do so risks not only stunting the development and growth of this market, but also invites those
least committed to regulatory compliance to exploit existing ambiguities.

If the U.S. fails to act alongside the efforts of other jurisdictions, global market practices will
conform to rules tailored to the preferences of foreign authorities. And once market participants
begin implementing foreign rules, the regulatory options available to the Commission will become
more limited in order to avoid substantially raising compliance costs of U.S. firms operating
internationally. The U.S. has historically been the world’s leader in maintaining and regulating
unparalleled capital markets; action is needed to preserve that position for the digital asset
securities market.

As the only U.S. public company that operates a digital asset trading platform, Coinbase
understands the value of market oversight through clear and workable regulation, and we
welcome opportunities to work with policymakers to build a safe, open, and fair crypto ecosystem.
We believe appropriately tailored regulation is essential to encouraging capital formation in the
digital asset industry, protecting digital asset customers and investors, and facilitating the wider
adoption of digital asset technology. We do not currently trade or facilitate trading in digital asset
securities because of a lack of clear and workable regulation. But we would consider doing so
through our SEC-registered securities broker-dealer subsidiaries'® once rules are in place that
can accommodate the technological manner in which digital asset securities would be offered,
sold, traded, custodied, and cleared.

In petitioning the Commission for rulemaking we recognize that existing regulatory questions will
be challenging to solve. We know because we have spent more than a year thinking about how to
do it. Last October we published a set of principles that we believe should underpin a regulatory
framework." And now we offer views on a set of detailed questions that we believe should be
answered as part of the process necessary to implement an effective regulatory framework for
digital asset securities that promotes the SEC’s mission, achieves key regulatory objectives, and
encourages innovation that benefits market participants.

Our petition focuses only on areas in which we believe we have expertise, and should not be
viewed as a comprehensive list of issues and questions related to the regulation of digital asset
securities. For example, regulation pertaining to the Investment Company Act of 1940 and the
Investment Advisers Act of 1940 would benefit from consideration through a similar process that
solicits the input from knowledgeable market participants. We encourage the Commission to
initiate a process to solicit input from areas of the market not covered by our petition.

9 Gary Gensler, Prepared Remarks of Gary Gensler On Crypto Markets Penn Law Capital Markets
Association Annual Conference (Apr. 4, 2022),

'® Coinbase Securities, Inc. and Coinbase Capital Markets Corp.

" See, e.g., Coinbase's Digital Asset Policy Proposal (#dApp) at
https://assets.ctfassets.net/c5bd0wajc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24ab6a897e2d37e
f30/coinbase-digital-asset-policy-proposal.pdf.
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Key Considerations
There are three primary challenges when applying existing rules to digital asset securities:
1. Lack of clarity regarding how to determine whether a digital asset is a security;

2. Requirements that are fundamentally incompatible with the operation of digital asset
securities; and

3. Requirements that are technically possible, but unnecessary or overly burdensome as
compared to potential alternative and more efficient rules.

Although Coinbase, and other digital asset trading venues, have identified a number of digital
assets that are clearly not securities, and therefore may trade without SEC registration, there are
other assets that are harder to classify relying on the SEC’s application of the Howey and Reves
tests. Many of the questions we ask below highlight the challenge of identifying which of these
digital assets, if any, fall within the Commission'’s jurisdiction, the lack of clarity with existing
regulatory requirements, and the ways in which the existing regulatory requirements are
fundamentally incompatible with the operation of digital asset securities.

Other questions reflect requirements for which compliance is possible, but otherwise not
well-suited to digital asset securities premised on distributed-ledger technology. For example,
custody requirements contemplate a broker-intermediated model—such as national securities
exchanges use today—that is unnecessary for real-time settlement on blockchains. Each of the
questions is also fundamentally tied to the determination of whether a digital asset is a security.
Certainty on the applicable regulatory framework would not only provide greater protection for
investors, but also permit the formation of an efficient digital asset market environment.

Finally, in addressing these questions, we believe the Commission should consider the following:
1. Not All Digital Assets Are Securities

Most digital assets are designed to enable simple functions that provide economic gates to
commercial applications and services. They are not securities. Their value is determined by
adoption and use, and the disclosures that token holders need are materially different from those
of a public company. The issuer registration, disclosure, and listing requirements for securities are
currently tailored to the issuers of debt and equity in public companies. But most digital
assets—coins and tokens that trade on exchanges like Coinbase—do not represent ownership
stakes in complicated public companies or pay a return to investors through dividends or interest.

The Commission should provide clarity regarding which digital assets, if any, are securities.The
lack of clarity creates a risk that issuers of non-security digital tokens will feel compelled to
comply with public company reporting requirements that are unnecessary, may lead to investor
confusion, and may render innovative blockchain projects not economically viable despite the
value they could bring to users and the broader economy.

2. Needed Disclosures Are Different
The SEC disclosure regime has historically focused on ensuring that investors have material

information necessary to make an informed investment decision. Current disclosure
5
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requirements, however, do not cover a number of features unique to digital assets that would
undoubtedly be considered important when making an investment decision. For example,
investors would likely find information about the risk of a network attack, what kind of governance
rights are embedded in which tokens, who has the ability to change the code underlying the
assets or the network, and other features that do not exist with respect to traditional securities to
be material. Additionally, investors would benefit from comparable disclosures across each digital
asset security to assist in identifying differences among investment opportunities. At the same
time, the operations of a digital asset issuer are typically less complex than those of a large public
company, so investors would likely not require the same level of disclosure in several areas
relevant to traditional public companies to make an informed decision.

3. Real-Time Settlement of Financial Transactions is Possible

Digital assets and blockchain technology hold the promise of a more efficient and resilient
plumbing for financial transactions. This new infrastructure is being built, from the start, to enable
peer-to-peer operability with straight-through-processing between different types of service
providers. The decentralized structure prevents any one service provider from being the sole gate
between market participants. The result is enhanced competition, more seamless services, faster
settlements, greater transparency, and the opportunity to automate complex financial
transactions. The opportunity to eliminate unnecessary gates and layers of intermediation should
ultimately lead to enhanced investor protections (for example by improving market transparency
by recording transactions on a public blockchain), improved functionality, and lower transaction
costs.

Today’s rules, however, do not allow for securities markets to take advantage of these
improvements. For example, existing custody rules do not contemplate real-time settlement of
transactions on blockchains. They are tailored for trades that typically take two days to settle
through a series of intermediaries who must manage default during that period. Real-time
settlement on blockchains obviates this need, allowing counterparties to redeploy their capital
immediately, improving the allocative efficiencies of markets relative to current practices. Other
rules, particularly those promulgated by Regulation National Market System (*“NMS”), do not
contemplate digitally native securities, and do not provide a clear compliance path for blockchain
transactions.

4. Fewer Market Intermediaries Are Required

Another important innovation of digital asset markets is the ability to conduct reliable transactions
without the need for third-party intermediaries. Trading platforms like Coinbase offer direct access
to both retail and institutional traders, letting them execute transactions 24 hours a day, seven
days a week. However, rules designed for securities markets trading predate blockchain
technology, when the only way to create trust in the financial system was to require the use of
separate intermediaries, such as brokers, custodians, exchanges, market makers, transfer
agents, and clearing agencies, each with conflicting interests and incentives. Ensuing regulations
were premised on the existence of, and need to regulate these intermediaries, enshrining them
and their role in law."

'2 For additional exploration of the existing regulatory framework, and why it is not properly tailored for
digital asset markets, see Coinbase's Digital Asset Policy Proposal (#dApp) at
https://assets.ctfassets.net/c5bd0wajc7v0/7FhSemtQvg4P4yS7sJCKM|/a98939d651d7ee24a56a897e2d37e
f30/coinbase-digital- -policy-proposal.pdf.
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Historical intermediation models should be permitted where they continue to add value, but not
required when they do not or other methods achieve the same goal. For example, intermediaries
should not be required when a transaction can be completed through alternative technological
means that achieve the same regulatory objective. Just as regulatory and legislative
developments were necessary to address the transition from a paper-based financial system to a
computer-based system, a modernization effort is needed today to address the novel features
and benefits of blockchain technology.

Key Questions

Each of these goals cannot be achieved without rethinking and reframing specific parts of existing
securities regulation so that it is more efficient and effective for digital asset securities in the
context of distributed-ledger technology. In the following sections, we provide an outline to frame
the topic and follow with a number of questions that we believe are important to consider as part
of any rulemaking exercise. We have views with respect to each and over time will seek to further
share our perspectives. We strongly encourage other market participants to do the same. Our
“answers” are just one of many relevant voices, and we hope for and expect a robust discussion
that productively informs the Commission and its Staff.

.  Classification of Digital Assets as Securities

The threshold question in the development of a regulatory framework for digital asset securities is
the determination of whether a particular digital asset is in fact a security, and thus subject to the
Commission’s jurisdiction and the securities laws."” The Commission has taken the view that if a
digital asset is a security, its regulatory oversight applies to all aspects of the lifecycle of the
security and the parties that are involved in it, including the initial offering of that digital asset as
well as any subsequent trading by investors and their dealings with intermediaries.™

The determination of whether a non-traditional asset (such as a digital asset) is a security relies
heavily on legal tests developed by case law and ultimately Supreme Court decisions. Where the
characteristics of an instrument do not clearly fit into one of the well-settled terms, the SEC and
federal courts typically analyze whether the instrument is a “security” through the lens of the

5 A “security” is defined in the federal securities laws by reference to lists of instruments that include,
for example, stocks and notes like bonds issued by companies. See Section 2(a)(1) of the Securities Act
(defining a security as “[A]ny note, stock, treasury stock, security future, security-based swap, bond,
debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement,
collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract,
voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other
mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or
index of securities (including any interest therein or based on the value thereof), or any put, call, straddle,
option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general,
any interest or instrument commonly known as a “security”, or any certificate of interest or participation in,
temporary or interim.”) Despite differences, the Supreme Court has indicated that the definitions of “security”
under the Securities Act and the Exchange Act are treated the same. SEC v. Edwards, 540 U.S. 389, 393
(2004), citing Reves v. Ernst & Young, 494 U.S. 56, 61 n.1 (1990). In addition, the “elements of Howey are
also applicable to the [Investment Company Act].” SEC v. Banner Fund Intl, 211 F.3d 602, 614 n.* (D.C. Cir.
2000).

1 See U.S. Sec. & Exch. Comm’n, Chair Gary Gensler Letter to Sen. Warren (Aug. 5, 2021),
hitps://www.warren.senate.gov/imo/media/doc/gensler response to warren - cryptocurrency exchanges.p
df,
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Howey" and Reves'® tests, However, these tests were developed before the emergence of digital
assets and are not tailored to their unique properties and use. As a result, application of these
existing tests to digital assets fails to take into account the unique characteristics of digital assets.

The differences between traditional securities and digital assets underscore the challenges with
applying these tests to digital assets. While traditional securities typically represent a claim to the
assets and profits of a specific corporate issuer, whose management makes choices that
influence the success of the company and therefore the return on investment in its securities,
digital assets often have decentralized groups of developers whose involvement with a project
may ebb and flow over time. The extent to which digital asset holders reasonably rely on the
efforts of particular promoters, or the extent to which those efforts are “undeniably significant
ones”"” is much less clear with regard to digital assets.

Further, while many may purchase digital assets with the hope of price appreciation, unlike
traditional securities, digital assets typically have functional non-investment uses within a
protocol—making them much more akin to real property, which is also often purchased with the
hope of price appreciation, but nevertheless is fundamentally a commodity intended for usage.'®
Non-investment use cases include, for example: paying transaction, or “gas” fees; voting on
governance proposals related to the operation of the protocol; serving as a medium of exchange
for native applications; and helping secure a network.

Coinbase has developed a rigorous process to analyze and review each digital asset, before
making any digital asset available on its platforms. These processes ensure that Coinbase is not
facilitating transactions in or providing trading infrastructure for digital asset securities. Due to
today’s substantial regulatory uncertainty, Coinbase is over-inclusive in what it views as a
potential security, out of an abundance of caution to ensure that its practices comply with existing
applicable law. Coinbase therefore often excludes digital assets based on the mere possibility
that they might be securities.

Not all market participants have the resources to apply the same rigorous process. This in turn
can result in significant burdens in meeting the Commission’s expectation that each market
participant conduct and document its own legal analysis for each and every digital asset with
which it interacts.

Applying the Howey and Reves tests piecemeal to an entire market sector has proven itself to be
an unworkable solution. The SEC needs to provide clarity on the question of what, in the context
of digital assets, constitutes a security. This may be achieved by defining a digital asset security
through rulemaking, through the creation of a digital asset security offering exemption, or through
other regulatory actions. In particular, such a rule should be objective and clear such that it

" SEC v. W.J. Howey Co., 328 U.S. 293 (1946) (resulting in the so-called “Howey test").
'® Reves v. Emst & Young, 494 U.S. 56 (1990) (resulting in the so-called “Reves test").

" SEC v. Glenn W. Turner Enter., Inc., 474 F.2d 476, 482 (9th Cir.).
'8 Cf. United Hous. Found., Inc. v. Forman, 421 U.S. 837, 849 (1975).
"See SEC Strategic Hub for Innovation and Financial Technology Letter to the New York State

Department of Financial Services (Jan. 27, 2020),
https://www.sec.gov/files/staff-comments-to%20nysdfs-1-27-20.pdf (“Market participants should not rely on a
model framework, whitelist, or state license when evaluating compliance with the federal securities laws —
without also undergoing careful legal analysis under the federal securities laws" supported by, for example,
“opinion(s] of securities counsel.”).
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produces predictable, consistent and replicable results, and can be applied by all market
participants.

For example, the rule should address, consistent with applicable case law, when an “investment
of money” has or has not occurred. If the SEC is of the view that airdrops (i.e., digital assets
provided free of payment) constitute an investment of money—a position that is likely
irreconcilable with case law**—it should clearly state that position and clarify in which
circumstances that would be the case. Similarly, unlike traditional securities whose sole purpose
is to represent an investment, digital assets often provide functionality, utility, or a consumptive
use, aside from any speculative value. The Supreme Court has noted that “when a purchaser is
motivated by a desire to use or consume the item purchased . . . the securities laws do not
apply.”' Further, even if the value of an asset, like a dwelling or precious metal, may appreciate,
and even if some purchasers may purchase the asset with speculative intent, that does not
necessarily convert the consumable asset into a security. The proposed SEC rulemaking
therefore should be explicit, in the digital asset context, as to the Commission’s view on how the
presence or lack of functionality, consumability, and/or utility of the digital asset impacts (and
negates) its status as a security.

Given the complexity of the issue, the Commission should seek public input on the classification
of digital assets as securities in advance of, or as part of, any proposed rulemaking related to
these issues.

Key questions for the Commission to consider and seek public input on:

1) Are the Howey and Reves tests the appropriate tests for determining whether digital assets
are securities?

a) What risks were these tests designed to identify and are those risks consistently
presented in digital asset securities?

b) How should the use and utility of a digital asset, apart from any potential investment
purpose, impact the analysis?

c) Are these tests capable of consistent application to digital assets by issuers,
intermediaries, and other market participants? Does this application lead to results that
are conducive to advancing the SEC’s mission and promoting innovation? Does the
application of the Howey and Reves tests to the specific facts and circumstances of each

20 SEC v. Rubera, 350 F.3d 1084, 1090 (9th Cir. 2003), quoting Hector v. Wiens, 533 F.2d 429, 432 (9th
Cir. 1976). While in the context of analyzing whether a “sale” of a particular security occurred, there may be
arguments that any form of benefit to an issuer could be sufficient consideration to constitute a sale subject
to Section 5 of the Securities Act. See, e.g., SEC, SEC Brings First Actions to Halt Unregistered Online
Offerings of So-Called “Free Stock” (July 22, 1999), https://www.sec.gov/news/headlines/webstock.htm. The
question under Howey, however, is whether the asset is a security in the first place, which requires there to
be an investment of money, not that the distribution of the asset provided a non-monetary benefit to the
issuer. See also Joseph A. Hall, Howey, Ralston Purina and the SEC's Digital Asset Framework, 52 REV.
OF SEC. & COMMODITIES REG. 137 (June 19, 2019),
https://www.davispolk.com/files/howey_ralston_purina_sec_digital_asset_framework.pdf (questioning the
Digital Asset Framework's “seemingly contradictory” assertion that the “investment of money” prong of
Howey can be satisfied without an investment of money).

2! United Hous. Found., Inc. v. Forman, 421 U.S. 837, 849 (1975).
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digital asset result in inefficient markets, an inconsistent application of the law, and/or
other adverse consequences?

2) Should the SEC use its exemptive authority under Section 28 of the Securities Act of 1933
(the “Securities Act") and Section 36 of the Securities Exchange Act of 1934 (the “Exchange
Act”) to exempt certain transactions (e.g., those for consumptive use) in certain digital assets
that may otherwise be securities but for which—for the reasons explained in the remaining
sections of this petition—the existing regulatory regime is inappropriate??? If such
transactions are exempted, should an alternative regime be applied and what should that
regulation look like?

a) Should the Staff reconsider the view in the Digital Asset Framework that receipt of tokens
without investing money may nonetheless satisfy the “investment of money” prong under
Howey?

b)

i)

If not, how does the Staff reconcile this position with existing case law, which requires
a recipient to “commit his assets to the enterprise in such a manner as to subject
himself to a financial loss"??®

How should digital assets that provide significant non-investment use cases (e.g., paying
transaction, or “gas” fees; voting on governance proposals related to the operation of the
protocol; serving as a medium of exchange for native applications; and helping secure a
network) be analyzed under the “reasonable expectation of profits” prong of Howey?

i)

Would a finding that such digital assets satisfy this prong conflict with Supreme Court
precedent, which has stated that where a purchaser is not “‘attracted solely by the
prospects of a return’ on his investment . . . [but] is motivated by a desire to use or
consume the item purchased . . . the securities laws do not apply”? More generally,
how should “consumption” factor into the investment contract analysis, giving due
regard to the Court's decision in United Housing v. Forman?%

How should market participants regard digital assets that provide both investment
uses and non-investment-based consumptive uses, in light of Howey case law that
explains the existence of speculative purchasers of an asset and the potential to sell
an asset for more than you paid for it does not, on its own, mean that the asset is an
investment contract under Howey?

# Section 28 of the Securities Act provides that “[tlhe Commission, by rule or regulation, may
conditionally or unconditionally exempt any person, security, or transaction, or any class or classes of
persons, securities, or transactions, from any provision or provisions of this subchapter or of any rule or
regulation issued under this subchapter, to the extent that such exemption is necessary or appropriate in the
public interest, and is consistent with the protection of investors.” Section 36 of the Exchange Act provides
that, subject to certain exceptions inapplicable here, “the Commission, by rule, regulation, or order, may
conditionally or unconditionally exempt any person, security, or transaction, or any class or classes of
persons, securities, or transactions, from any provision or provisions of this chapter or of any rule or
regulation thereunder, to the extent that such exemption is necessary or appropriate in the public interest,
and is consistent with the protection of investors."

2 See supra note 19.
24421 U.S. 837.
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3)

4)

9)

6)

7

i) How should the “efforts of others” prong of the Howey test be understood with
respect to the “expectation of profits” prong? How relevant is the presence of price
fluctuations on secondary trading platforms to the Howey analysis, given that the
price may fluctuate based on the supply and demand of the digital asset for its
consumptive use?

iv) How should the “expectation of profits” prong be understood to ensure that it does
not include digital commodities, where even if bought by a particular buyer with the
hope of profit, any such profit is based on supply and demand for the commaodity, not
the performance of the issuer?

c) What efforts may be properly classified as “essential managerial efforts” for digital assets
that operate on permissionless blockchains or protocols, where independent, unaffiliated
nodes are responsible for processing transactions, securing the network, and approving
software implementations, or where such separate parties may be involved in proposing
or implementing changes to the network or system?

i) How can purchasers be reliant upon the efforts of others in the case of digital assets
that have no identifiable central party that could be recognized as an “issuer”?

Recognizing the importance of creating a predictable framework for market participants, how
can the SEC provide greater clarity and certainty on which digital assets constitute securities?
Should the Staff revisit the Digital Asset Framework and provide bright-line rules that could be
applied more consistently and predictably?

Following a reconsideration of, or an exercise of exemptive authority for, the application of the
Howey and Reves tests to digital assets, should the SEC conduct formal or informal public
evaluations, such as through a no-action letter or other consultative process, to decide
whether a digital asset is a security? Who should be able to seek, and rely on, such a
determination?

Should other parties, such as the original promoters, be able to make similar determinations
that—absent a formal disagreement from the SEC—third-party market participants could rely
on? Should those determinations have to follow a particular process? If so, should there be
a timeline during which the Commission must respond?

Should a digital asset be viewed independently from the transaction in which it was initially
sold—such that the sale may have been a securities transaction, but the asset is not a
security? In a traditional company, the company may produce a product that it sells, and from
which it derives its profits. The shareholders share in these profits. A digital asset issuer,
however, may sell its tokens to raise capital to develop the network on which those same
tokens will be used. The product and the security are represented by the same digital asset,
creating a unique coincidence of investment, on the one hand, and use and consumption, on
the other.

Does the current manner in which the Howey test is applied result in or promote the
maintenance of fair, orderly, and efficient markets consistent with the SEC's tripartite mission?

1
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8) Does the current manner in which the Howey test is applied result in sufficient certainty and
consistency to protect investors in a manner that is consistent with the SEC'’s jurisdiction and
tripartite mission?

9) Does the current manner in which the Howey test is applied result in sufficient certainty and
consistency to facilitate capital formation in a manner that is consistent with the SEC’s
jurisdiction and tripartite mission?

10) In practice, how does a digital asset security transition to be a non-security digital asset?
What constitutes “sufficient decentralization” for purposes of transitioning from a security to a
non-security??®* How would that determination be made and what would be the mechanism for
converting a digital asset from a security to a non-security?

a) Is there a difference, or should there be one, depending on whether the digital asset was
initially sold in an offering that did not comply with the federal securities laws, or was
instead initially sold pursuant to a registration exemption (such as Regulation D or
Regulation S)?

b) Must the path to sufficient decentralization be predetermined at the time of the digital
asset’s launch, or may decentralized attributes be introduced over time?

11) Even if initially sold in a securities offering, can uses of a digital asset for non-investment
purposes (e.g., to use the asset for its actual technological purpose), including transactions
on the secondary market to acquire the digital asset for such non-investment purposes, be
deemed to be non-securities transactions?

1. Issuance of Digital Asset Securities
A. Registration and Exemptions

The federal securities laws require that the offer or sale of any security be registered with the
Commission, unless an exemption is available.

Registration under Section 5 and Section 12 must be sought by the issuer of the security.?® Given
the nature of digital securities, however, it may not be either feasible or necessary to identify an
“issuer” as required under the securities laws. When an issuer registers an offering, it provides a
number of disclosures about the operation of the issuer, its financial statements, its leadership,
what risks it may face, and information about various other parts of the business. The purpose
behind registration, and therefore requiring these disclosures, is to ensure that investors have the
material information they need to make informed decisions. The insiders of the issuer, such as
management, have information about the issuer that will affect the value of its securities and
therefore the disclosure rules require the insiders to make material information public.

% William Hinman, Digital Asset Transactions: When Howey Met Gary (Plastic) (Jun. 14, 2018)
https://lwww.sec.qov/news/speech/speech-hinman-061418 (expressing the view that “current offers and
sales of Ether are not securities” because Ether had become "sufficiently decentralized.”).

% See, e.g., Form S-1, Form 10 (each requiring execution by a representative of the prospective
registrant).
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In many cases, however, the value of a digital asset—unlike the value of stocks and bonds—is
not dependent on the operations of the issuer or the issuer’s financial condition. Rather, the value
of a digital asset routinely depends on the general supply and demand for using the digital asset.
In such cases, there is little information possessed by the issuer that is unavailable to the public
or that impacts the value of the digital asset, making traditional securities disclosures about the
issuer irrelevant to holders of digital assets. In fact, the typical information that the federal
securities laws require public companies to disclose presents the risk of misleading investors in
digital assets, who may believe this information to be material to their investment decision
because the SEC mandated its disclosure.

There are, additionally, digital assets that are created or managed by a diffuse group of
individuals, who are not a central “team” at all. Some digital assets are developed by dispersed
groups of individuals who may not even know each other’s true identities. Current application of
existing securities regulations may treat this group as the “issuer” but there is little insider
information that this group has, and requiring them to coordinate and assume liability for
disclosures would be both impracticable and futile. In such circumstances, the kind of information
asymmetries that the federal securities laws are designed to remedy do not exist.?’

Mandated disclosures serve a regulatory purpose when there is material information to be
pushed out into the market. A diffuse collection of individuals may not have such information to
disclose. The SEC'’s Digital Asset Framework suggests that these dispersed groups may be
“Active Participants,” or “APs,” whose efforts are relevant for determining whether the digital asset
is itself a security. But the framework does not itself provide a determinative test for identifying
who qualifies as an AP, or specify if these APs are subject to the registration requirements of
Section 5 and Section 12.%

If the digital asset is a security, then failure to register would violate Section 5 and subject the
“issuer” to penalties. But failure to register does not only impact the issuer—it also makes it
effectively impossible for national securities exchanges and other secondary markets to lawfully
facilitate trading of the digital asset security. U.S. digital asset securities markets, like on that
Coinbase may develop, that seek to comply with the U.S. federal securities laws therefore may
not facilitate trading in these assets; instead, trading for these assets occurs on less
well-regulated and/or offshore platforms where there is little oversight or investor protections.
Exceedingly few issuers have successfully registered a digital asset security under Section 5 and
Section 12,2 with many others having failed in attempts to do so0.*® As a result, very few digital

2" Hinman, supra note 24.
% SEC Staff, Framework for “Investment Contract” Analysis of Digital Assets,

https://www.sec.gov/files/dit-framework. pdf.

2 See INX Limited, Prospectus Suppfement

® See, e.g., American CryptoFed DAO, Filings, https://www.sec.gov/edgar/browse/?CIK=1881928 (SEC
staff rejecting S-1 filing for “serious deficiencies” relating to requirements to comply with the form, resulting in
withdrawal); Monster Products, Inc., Filings, hitps://www.sec.gov/edgar/browse/?CIK=1675583 (same). See
also Carrier EQ, LLC (f/k/a Airfox), Form 8-K (noting the issuer would discontinue the development of
AirTokens because “[c]urrent laws and regulatory regimes do not provide for the Company to utilize the
AirTokens as envisioned by the Company. . . ."); Paragon Coin, Paragon Coin Update (explaining that the
issuer was filing for bankruptcy after its “plans were impossible to achieve due to several legal mistakes”);
Jamie Chacon, Gladius Network shuts down as ICO investors cry foul (Nov. 25, 2019),
https://decrypt.co/12044/gladius-network-shuts-down-ico-investors-cry-foul (issuer shutting down after
settling an SEC enforcement action that required the issuer to register).
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asset securities are available for trading in the U.S. This is despite the fact that the lack of
information that would have been mandated through the registration process would not have
provided material information to the market even if the process had been successfully completed.
Key questions for the Commission to consider and seek public input on:

12) Given the potential non-investment uses of digital assets that the Commission today seems
to believe may be securities as described in Section II.A, and that digital asset securities
typically operate on decentralized and open-source blockchains that are publicly accessible
to all, what should be the goal of any registration regime for digital asset securities?

a) What risks do digital asset securities present that may not be presented by traditional
securities?

b) What risks might digital asset securities mitigate, or not present, and how should these
changes in risk profile be recognized in the kind of disclosures provided to investors?

c) Who, if anyone, should be responsible for registration when there is no identifiable central
entity that controls the token or protocol, or when the issuer does not believe registration
requirements apply?

i) If an entity does serve as an issuer for purposes of a registration of an offering of
digital assets, how long should the “issuer” be responsible for the ongoing disclosure
requirements that may be required?

ii) Are Active Participants responsible for these ongoing disclosure requirements? What
if the persons who may be properly treated as APs change over time?

i) Would such a digital asset security have a means to be offered on a regulated digital
asset securities trading platform? Should that digital asset still be categorized as a
security and should it be subject to SEC regulation?

iv) What regulatory goal would such registration accomplish? Is there a way that
regulation could be tailored to achieve this goal?

v) Should the concept of “active participant” exist at all? How does it promote the goals
of the federal securities laws in reducing information asymmetries?

13) Taking into consideration that a digital asset team'’s operations and relationship to the digital
asset security may differ meaningfully from the relationship between traditional issuers and
the securities they issue, for example, if they are not receiving any proceeds of an offering,
should the Commission use its exemptive power under Section 28 of the Securities Act and
Section 36 of the Exchange Act to exempt certain developers or promoters of digital asset
securities from registration, and/or ongoing disclosure requirements if the SEC were to
determine they are subject to its regulatory reach?

14) Should platforms be able to facilitate trading in digital asset securities if the initial offer or sale
was not registered under Section 5, or the “issuer” of the digital asset security has not
complied with the requirements of Section 127
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a) If there is no central entity that controls the token or protocol, or no one that views
themselves as an issuer willing or realistically able to comply with the registration
requirements, should trading platforms be permitted to facilitate the trading of the digital
asset security if sufficient information about a digital asset security is otherwise available
to potential investors without mandatory disclosures?

b) What responsibility and potential liability, if any, would a platform have for the accuracy
and completeness of the disclosures?

15) Are digital asset “investment contract” securities “equity” securities under Section 12(g)?

16) May a broker-dealer be permitted, under certain circumstances, to facilitate the resale of
digital asset securities, even if they were initially sold without registration or an available
exemption?

B. Relevant Disclosures

The existing registration process for securities offerings requires a number of disclosures
designed to ensure that the market has the same material information about the company as
company insiders have. There are also exemptions from registration for offerings by
entrepreneurs and small companies, but they too have their own regulatory disclosure
requirements. While the required disclosures are fewer and different, they rest on the same
assumptions and the belief that insider information is more limited in type or scope, or that the
investors participating in these exempt offerings have superior access to the insiders and their
information.

Aside from the difficulties with registration, discussed in the section above, there is also a
mismatch between the disclosures required for traditional securities offerings and what investors
in digital asset securities need. As a result, existing disclosure requirements are not
well-designed to meet the regulatory goals of ensuring that the market has the information it
needs about the securities being offered or traded.

Disclosure requirements are the hallmark of the federal securities laws. Rather than judge the
suitability of investments for public investors, the federal securities laws are designed to protect
investors by requiring issuers to provide material information about the securities they issue, and
the risks associated with investing in them, that are both accurate and not misleading.

But the Commission’s disclosure requirements for the offer and sale of securities and ongoing
disclosure requirements are designed for traditional corporate entities that typically issue and
register equity and debt securities. The disclosure requirements under the federal securities laws
focus on disclosure about companies, their management and their financial results—topics that
poorly fit the decentralized and open-source nature of blockchain-based digital asset securities.
Digital asset securities that are not tokenized versions of traditional securities raise different
investor disclosure considerations than ordinary corporate securities. For example, even if these
assets have value primarily based on the promoter’s efforts, they generally do not provide holders
any rights over the residual value of the issuer, or a claim on the issuer’s assets. They are neither
equity nor debt.

Digital assets that the SEC may claim are securities often function on decentralized protocols with
many contributors, and every holder of a digital asset security can typically examine for
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themselves the functionality and governance structure of the asset. As a result, the existing
disclosure requirements are both under-inclusive and overinclusive of the information that is
relevant to an investor in a digital asset security.*' For example, information that may be relevant
to digital asset security investors, such as its “tokenomics” (e.g., the supply schedule of the digital
asset security),*? or on-chain governance (rather than traditional boards of directors), are not
specifically captured by existing disclosure requirements.*

The result of applying existing disclosure requirements to digital asset securities offerings would
be to leave investors exposed. They would be led to believe that information that is irrelevant is
actually important to their decision, while missing several pieces of information that could
significantly affect the value of the digital assets they hold.

Key questions for the Commission to consider and seek public input on:

17) What disclosures should be required for digital asset securities, given their different features
as compared to traditional securities?

a) What information about the digital asset security, the underlying platform, and those
responsible for the development of the digital asset security and the platform should be
shared with those who are considering acquiring the digital asset security?

b) What existing disclosure requirements are not applicable to digital asset securities? For
example, should certain disclosures required under the Williams Act and Section 16 of
the Exchange Act be modified or exempted for digital asset securities?

c) What new disclosures should be required?

18) If it is necessary to provide those that are transacting in a digital asset security certain
information about the digital asset security and related matters on an ongoing basis, how
should relevant information be disclosed so that it is accessible and useful, taking into
account the fact that traditional methods of disclosure may be less effective for digital asset
security investors?

19) Even if the relevant assets were registered or exempt from registration, how would Rule
15c¢2-11 apply to broker-dealers facilitating trading in digital asset securities?** The same

* Chris Brummer, Disclosure, Dapps and DeFi, Forthcoming, Stanford Journal of Blockchain Law and
Policy (Mar. 24, 2022),
https://papers.ssrn.com/sol3/papers.cim?abstract id=4065143#:~:text=Disclosure%20in%20decentralized%
¥ See Robert Stevens, What Is Tokenomics and Why Is It Important? (Apr. 11, 2022),

% See, e.g., Disclosure, Dapps and DeFi, supra note 30 (“[T]he base layer disclosure documents for
securities law fail to anticipate the particular technological features of decentralized technologies and
infrastructures . . . they assume and inquire only into governance, technology, and other operational features
inherent to industrial economies, and which are often different, or altogether absent in digital and
blockchain-based economies.”).

* Rule 15¢2-11 generally requires, before a broker-dealer may publish a quotation for a security or
submit a quotation into a quotation medium, that the broker-dealer must have in its possession specified
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challenges noted above with respect to registration—the difficulty in obtaining information
about the issuer and the over- and under-inclusive relevancy of the information—apply to the
information sought by Rule 15¢2-11.

20) Should the SEC preempt state blue sky requirements under Section 18 of the Securities Act,
for example, by determining that for certain transactions, investors are “qualified purchasers”?
If not, given the limited number of digital asset securities that would be listed on a national
securities exchange, could a secondary market develop if state-by-state qualification is
required?

lll. Trading Digital Asset Securities on National Securities Exchanges

One of the central innovations of digital asset trading technology is the ability of both retail and
institutional traders to have direct access to platforms that execute transactions 24 hours a day,
seven days a week. Transactions settle in real time. And broker-dealer intermediaries are no
longer needed as the digital asset market infrastructure has developed so that exchange and
trading services, clearing, settlement, and custody can be provided effectively and more efficiently
by the same entity.

However, registering a trading platform for digital asset securities faces a series of significant
challenges. Notably, Chair Gensler has suggested that such platforms should register as national
securities exchanges (“NSEs"), rather than alternative trading systems (“ATSs").?® But existing
NSE regulation does not contemplate the existence of, or need for, disintermediated trading.
Exchanges require membership to trade directly, and such membership is available only to
broker-dealers.*® Moreover, methods of trading securities outside of a NSE—either on ATSs or
over the counter (“OTC")—also require the use of a broker-dealer. ATSs are themselves
registered as broker-dealers while OTC trading is facilitated by a network of broker-dealers. None
of these models is designed to accommodate direct investor access to a trading venue, which is
wholly inconsistent with the current models of digital asset trading and inserts unnecessary layers
of intermediation.

Another challenge with Chair Gensler’s approach is that it does not contemplate the side-by-side
trading, on the same platform, of digital assets securities and digital assets that are not securities.
This is problematic because trading in digital assets that are securities would entail trading many
that are not. Unlike traditional securities, which are typically purchased using fiat currency, given
the 24/7 trading market, digital assets are often traded for digitally native currencies such as
stablecoins, or a cryptocurrency like Bitcoin, which is a commodity. For example, a trader might
buy U.S. dollar-backed stablecoins and then use these assets as a store of value for purchases
of various other digital assets. We anticipate, given existing practices and preferences in the

information about the security and its issuer that it believes are reliable and materially accurate, and much of
that information be publicly available.

* Gary Gensler, Prepared Remarks of Gary Gensler On Crypto Markets Penn Law Capital Markets
Association Annual Conference (Apr. 4, 2022),
https://www.sec.gov/news/speech/gensler-remarks-crypto-markets-040422.

3% Under Section 6(c) of the Exchange Act, only registered broker-dealers may be admitted as members
of a national securities exchange. Further, under Section 6(b) and 19(g), national securities exchanges are
self-regulatory organizations (“SROs"), and are required to enforce their member broker-dealers’ compliance
with the securities laws. As they currently operate and under current law, it is not clear that digital asset
trading platforms could comply with these requirements, nor is it clear there is a regulatory benefit of
requiring that they restructure to do so.
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market, that investors in digital asset securities would buy those assets in the same way, using a
stablecoin or other digital store of value.

To register as an exchange, a person must first meet the definition of “exchange”—including that
it brings together purchasers and sellers of securities.* Its registration must also be approved by
the Commission, which must consider, by statute, whether the exchange is “so organized and has
the capacity to be able to carry out the purposes of the Exchange Act."*® Facilitating the trading
of non-security digital assets, such as Bitcoin, has not yet been recognized as furthering the
purposes of the Exchange Act. For a platform to register as a securities exchange, while also
listing non-securities digital assets, the Commission may need to clarify that registered
exchanges may facilitate trading in both security and non-security digital assets. Finally, securities
on NSEs do not currently trade 24/7, but open and close each day through an auction process on
their listing venue. They must also comply with a number of other regulations, including most
notably Regulation NMS, that may require clarification before they can be easily applied to digital
asset securities exchanges. Regulation NMS, for example, assumes the existence of a national
market for each listed security, and imposes a number of requirements to harmonize pricing and
fees across venues. Digital assets, however, trade on a global scale, with around-the-clock
trading. It is not clear how various provisions of these rules would work in a global, 24/7 market.

Key questions for the Commission to consider and seek public input on:

21) Recognizing the difficulties in determining which digital assets should be properly classified
as securities under existing legal tests,*® should a platform be permitted to register with the
SEC as a national securities exchange on the basis that some of the assets on the platform
may be securities, without making a definitive determination with regard to any particular
asset?

22) If an asset-by-asset determination must be made, should a single platform be permitted to
register with the SEC for trading both security and non-security digital assets?

a) Could such a platform meet the definition of “exchange,” and be organized to carry out
the purposes of the Exchange Act, even for the non-securities?

b) Would its rules relating to non-securities be subject to the same requirements as those
relating to securities?

c) Would the Commission provide exchanges with legal certainty regarding its security
versus non-security determinations?

23) Could a national securities exchange facilitating trading in digital asset securities be permitted
to follow the typical non-intermediary model used by existing non-security digital asset

exchanges?*®

a) Ifintermediaries are required:

37 Exchange Act § 3(a)(1).

% Exchange Act § 6(b)(1).
¥ See supra Section |.

40 As discussed in Section IV.A below, this model is critical to the operation of digital asset markets and
an improvement from traditional market structures.

18

Add. 19



b)

i) How would this impact the viability of these platforms, particularly given the
challenges of operating a broker-dealer for digital asset securities?*!

i) Would the introduction of intermediaries potentially result in increased fees for
consumers?

iii) How could the introduction of new digital asset trading technologies provide better
investor protections? How should the Commission consider these potential benefits
as part of any rulemaking?

If intermediaries are not required:

i) How would traditional exchange responsibilities, such as operating as an SRO, apply
in the context of non-broker-dealer (including retail) users?

i) Would more limited regulatory requirements, such as engaging in market surveillance
as an operator of the market, be more appropriate?

24) Would the SEC permit a digital asset security exchange to list digital asset securities that are
also traded on unregulated platforms, notwithstanding its Section 6(b)(5) concerns raised in
the spot Bitcoin ETF context?

a)

If not, and given the ease in operating an unregulated trading platform and supporting
digital asset securities thereon, would such a prohibition have the practical effect of
applying to virtually all digital asset securities, and thereby harm investors by depriving
them of any regulated platforms to acquire such assets?

25) Would the full scope of NSE requirements apply to an exchange trading digital asset
securities? If so:

a)

b)

c)

d)

What would be the appropriate listing standards for digital asset securities? Existing
listing standards typically consider, among other things, quantitative and qualitative
standards that are more relevant for corporate securities than digital asset securities.

Could any national securities exchange grant unlisted trading privileges to a digital asset
security listed on another exchange?

The rules of NSEs generally require that all transactions effected on the exchange be
cleared through a registered clearing agency; would this be required for digital asset
securities? See also Section IV.D.

How would the various NMS plans apply?

i) Should there be different NMS plans specifically designed and more appropriate for
digital asset securities?

i) Would the SROs need to amend their Consolidated Audit Trail rules to contemplate
digital asset securities?

41 See infra Section VI.B.

19

Add. 20



e)

Would Regulation SCI apply? How would its references to “industry standards” be
interpreted—as applying to the traditional securities industry or the digital asset industry?

26) Would digital asset securities traded on an exchange be deemed NMS securities, and
therefore NMS stock? NMS stock is defined as any NMS security (generally all
exchange-listed securities) other than an option. If so:

a)

b)
c)

d)

e)

f)

)

h)

How would the various requirements under Regulation NMS, which are designed for
traditional corporate stock and shares of stock, apply?

Would there be a national best bid and offer (‘NBBO”) for a digital asset security?
Given 24/7 markets, should non-U.S. trading platforms be included in the NBBO?
What would constitute a “round lot” under Regulation NMS, where digital asset securities
are not measured in “shares?” Would all orders for and transactions in digital assets that
are investment contracts be “odd lots” and thus excluded from various aspects of

Regulation NMS?

How would Rule 611—i.e., the Order Protection Rule, which generally prohibits
“trade-throughs”—and the relevant exceptions apply?

What data would be required to be reported to the tape as “core data"?

How would the various other reporting requirements, such as under Rules 605 and 606,
which contemplate shares of stock, apply?

What pricing increment(s) would be permitted under Rule 612, which prohibits sub-penny
quotations for stocks priced at $1.00 or more per share?

27) How would Regulation SHO apply?

a)

b)

IV.

Would exchange-listed digital asset investment contracts be considered equity securities
for purposes of Rule 200(g), Rule 203, and Rule 2047

Would exchange-listed digital asset investment contracts be “covered securities,” by
virtue of being “NMS stocks,” for purposes of Rule 2017?

Custody of Digital Asset Securities

A. Digital Asset Trading Platforms

One of the most significant innovations of digital assets is the ability to conduct “real-time” or T+0
settlement. Existing regulations regarding the custody of securities, however, make it impossible
to realize this considerable benefit. While custody rules for traditional securities are appropriately
motivated by a clear regulatory interest—ensuring that customers can rely on their assets being
held securely—they allow trades to settle on a T+2 timeframe. This delay permits third-party
intermediaries to settle transactions. But if the settlement timeframe is compressed to seconds,
reliance on third parties becomes impossible.
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Traditional securities are typically held on behalf of investors by a custodial bank or broker-dealer
(themselves holding through the Depository Trust Company). This facilitates post-trade
settlement through existing channels and permits an investor to centralize their cash and
securities with third-party custodians, making trading on multiple venues more capital-efficient.
However, it means that real-time settlement (i.e., “t-zero” settlement) is not possible given that the
third-party custodians must facilitate post-trade settlement.

The structure of existing digital asset trading platforms is different. Real-time settlement is
expected because it is inherent to blockchain technology. Transfers of digital assets do not
require intermediaries. But in order to provide real-time settlement off-chain, existing digital asset
trading platforms must settle transactions on their own books—as opposed to the books of
third-party custodians. Digital asset trading platforms can only settle transactions on their own
books if they custody the digital assets themselves, which explains the difference in market
structure.

The need to provide custody services to customers means that digital asset trading platforms
may wish to register as a broker-dealer, or register an affiliate as a broker-dealer.*2 For the
real-time settlement model to work, all users of the platform would in turn be required to custody
their assets with that custodian, through the same broker-dealer. Once again, existing rules
present a roadblock.

First, real-time settlement means that clearing is not necessary. Clearing exists because there is
a risk that, between the time the trade is made and when it settles, one party may fail to deliver
either the money or the assets. That risk diminishes as the time lag disappears. Without the risk
created by the time lag between execution and settlement, many of the rules related to clearing
may not be necessary. On the other hand, new rules may be required to account for a unique
feature of the blockchain—that entries are immutable. Whereas traditional markets can unwind
transactions that are completed in error, fraudulently, or without proper authorization, this is not
possible with digital asset securities. Reversing a transaction would require a new transaction.

The direct-trading model, and its need for exchange-based custody, also raises questions under
Section 6(b)(2) of the Exchange Act, the “fair access” rule. This rule generally requires
exchanges to allow any broker-dealer to become a member. This requirement may prohibit a
digital asset security exchange from limiting membership to that one broker-dealer (i.e., itself or
its affiliate). The alternative, admitting several broker-dealers as members that each separately
handle custody of its own customers’ securities, again prevents real-time settlement because it
would require the introduction of post-trade netting and a clearing agency (to settle all of the
trades of the various brokers). If digital asset platforms register as exchanges, they must, under
current rules, allow other brokers to access the platform. This requirement has the effect of
requiring clearing, and therefore eliminating the ability to effectuate real-time settlement, which
was the purpose of the exchange custodying assets in the first place.

42 Although “mere custody” of securities, on its own, may not itself require a firm to register as a
broker-dealer, the Commission and its Staff have regularly viewed custody combined with transaction
execution or other services as potentially requiring registration under Section 15(a). See, e.g., Transfer
Online, SEC Denial of No-Action Request (May 3, 2000) (transfer agent may be subject to broker-dealer
registration when, in addition to custody services, it brings buyers and sellers of securities together,
receiving a fee based on the completion of a transaction); M&A Brokers, SEC No-Action Letter (Jan. 31,
2014); GlobalTec Solutions, LLP, SEC No-Action Letter (Dec. 28, 2005); Swiss American Securities, Inc.,
Streetline, Inc., SEC No-Action Letter (in each case, granting relief from broker-dealer registration where the
proposed services did not also include custodying investors funds or securities).
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Additionally the SEC has traditionally been hesitant to allow an exchange, or an affiliate of an
exchange, to act as a full-service broker for customers on the exchange because of (i) the
potential unfair advantage that one broker-dealer would have, and (ii) conflicts of interest the
exchange would face in regulating its affiliated broker-dealer member.** When there are only a
handful of large exchanges, these concerns are valid. In the digital assets markets, however,
because trading platforms also serve as custodians and because most trades occur directly,
without an intermediary, the competition for customers is between exchanges, not between
brokers. This structure, in which customers trade directly on the platform, also significantly mutes
any risk that a platform could provide undue advantage to its own broker-dealer; the broker and
the platform operate as one service for the customer. It is a fundamentally different business
model and therefore presents a different set of risks, necessitating a different regulatory regime.

Key questions for the Commission to consider and seek public input on:

28) Can a digital asset securities exchange provide custody of digital asset securities without also
being subject to registration as a broker-dealer?

29) If broker-dealer registration would be required, would a digital asset securities exchange be
permitted to limit membership to one affiliated broker-dealer?

30) Would a digital asset securities exchange be permitted to custody both digital asset securities
and non-security digital assets?

31) Given the differences in business models between traditional securities markets and digital
asset markets, what risks might be presented by a digital securities trading platform that do
not exist for traditional platforms or exchanges? What risks exist for traditional trading
venues that would not exist for digital asset security trading venues?

B. Broker-Dealers

Custody rules present a second major hurdle for digital asset securities markets. As noted
above, custody requirements embrace the traditional intermediated model, and provide detailed
requirements for how intermediaries may safeguard customer assets, making them difficult to
apply to digital asset markets. But these requirements are based on the assumption that
assets—or more accurately the proof that a person holds the asset—takes a certain physical form.
Proof of ownership of digital assets is represented differently. The Commission has not yet put

43 See, e.g., Order Approving Proposed Rule Change by the Pacific Exchange, Inc., as Amended, and
Notice of Filing and Order Granting Accelerated Approval to Amendment Nos. 4 and 5 Concerning the
Establishment of the Archipelago Exchange as the Equities Trading Facility of PCX Equities, Inc., Exchange
Act Release No. 44983 (Oct, 25, 2001) ("The Commission recognizes that the potential for unfair
discrimination may be heightened if a national securities exchange or its affiliate owns or operates a broker
dealer. This is because the financial interests of the national securities exchange may conflict with its
responsibilities as an SRO regarding the affiliated broker-dealer. For this reason, the national securities
exchange must not serve as the self-regulatory organization that is primarily responsible for examining its
affiliated broker-dealer. Moreover, a conflict of interest would arise if the national securities exchange (or an
affiliate) provided advantages to its broker-dealer that are not available to other members, or provided a
feature to all members that was designed to give its broker-dealer a special advantage”). The Commission
has also required national securities exchanges to implement rules prohibiting such exchanges from being
affiliated with a broker-dealer member without prior SEC approval. See, e.g., New York Stock Exchange
Rule 2B; Nasdaqg Stock Market, General Rule 2, Section 4(a); Cboe BZX Exchange Rule 2.10.
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forward a workable means of achieving the regulatory goal of broker-dealer custody rules:
ensuring that customer assets are securely held while facilitating the trading in which customers
wish to engage.

Rule 15¢3-3, known as the “Customer Protection Rule,” is central to this issue. The rule requires
that a broker-dealer maintain “physical possession” or “control” over customers’ fully paid and
excess margin securities in particular ways set out in the rule, such as by holding the paper
security certificate (physical possession) or holding through a bank or clearing agency (control).
Rule 15¢3-3, originally adopted in 1972, does not list holding blockchain private keys as a
permitted method of physical possession or control, and the SEC Staff's general position has
been that holding blockchain private keys does not qualify as good physical possession or
control.*

Rather, the staff has suggested that broker-dealers effectively must avoid becoming subject to the
rule, by only facilitating transactions in digital asset securities that do not involve the broker-dealer
maintaining custody.** Furthermore, even though, by its terms, Rule 15¢3-3 applies to cash and
securities, the Staff has suggested that broker-dealers would be required to comply with the
possession or control obligations even when custodying digital assets that are not securities.

The SEC has attempted to provide a path forward. These attempts, however, are time-limited,
not enshrined in final rules, and have ultimately proved not to be workable. In September 2020,
the SEC Staff approved a process by which ATSs could facilitate transactions in digital asset
securities, where custody is maintained by a third-party custodian (the “Three-Step No-Action
Letter”),*® and in December 2020, the Commission released a time-limited conditional no-action
position related to broker-dealer custody of digital assets (the “Commission No-Action
Position”).” Both documents required significant limitations on the business activities of
broker-dealers who custody digital assets, and do not present a workable solution. We are not
aware of any firms that have sought to rely on the Commission no-action position. As a result,
even if a digital asset security exchange were to adopt a broker-intermediated model, there
appear to be no broker-dealers that could act as members because of Rule 15¢3-3 and the
limitations of the SEC’s current “special purpose” digital asset security custody position.*®

As part of issuing its December 2020 no-action position, the Commission requested comment
from the public on its approach.*® Despite receiving dozens of comment letters in response to its
request, the Commission has not revised its position or used these comments to inform

“SEC, Jomt Staff Statemenr on Broker-Dea!er Custody of D.'grta! Asset Securities (July 8, 2019)

(the ‘Joint Staff Statement ).
45 ."d

b FINRA SEC No-Aciron Letter at 2 (Sept. 25,
2020)

“T Custody of Digital Asset Securities by Special Purpose Broker-Dealers, Exchange Act Release No.
34-90788, 86 Fed. Reg. 11,627 (effective Apr. 27,
2021), hitps://www.sec.gov/rules/policy/2020/34-90788 pdf.
2 See eg Hester M. Pe;rce Staiement In the MatferofPo!omex LLC (Aug. 9, 2021),
= g [ (noting the limited usefulness

of the SEC's no- actlon rellef .

¢ Commission No-Action Position, supra note 46 at 16-17.
23

Add. 24



rulemaking.® We urge the Commission to reengage on this issue to find a workable solution that
provides robust customer protection while also enabling investors to access the digital asset
securities markets.

Broker-dealers are also subject to Rule 15¢3-1, known as the “Net Capital Rule.” The Net Capital
Rule is designed to ensure that broker-dealers maintain sufficient unencumbered, liquid capital
available at all times to satisfy customer claims promptly. A broker-dealer’s net capital is
calculated by starting with its net worth under generally accepted accounting principles
(“GAAP”),5" and then making various adjustments prescribed by the rule, in particular, deducting
non-allowable assets such as those not readily convertible into cash.* While customer assets
custodied by a broker-dealer are typically not recorded on a broker-dealer’s balance sheet, recent
SEC Staff guidance (“SAB 121”)** announced the SEC accounting Staff's view that certain
entities that hold custody of customers’ digital assets should account for their obligation to
safeguard the digital assets by recording (i) a liability on their balance sheet for their obligation to
return the digital assets, and (ii) an offsetting asset “similar in nature to an indemnification asset,”
but “separate and distinct from the crypto-asset itself"—i.e., essentially a “stub” accounting
entry.5

While by its terms aimed at issuers of securities and SEC reporting companies, it is not clear the
extent to which the SEC Staff would view SAB 121 as applicable to broker-dealers that hold
custody of digital asset securities for customers, where those broker-dealers are not issuers or
reporting companies.* If SAB 121 applies to a broker-dealer’s financial accounting, all digital
assets and digital asset securities custodied by a broker-dealer for its customers would be added
to the broker-dealer’s liabilities, thus decreasing the broker-dealer’s net worth under GAAP. And
on the other side of the balance sheet, although the broker-dealer would be able to add some
type of offsetting stub asset entry, such an asset would likely be deemed “not readily convertible
into cash” under the Net Capital Rule, as there is no market for this accounting stub. For
purposes of computing a broker-dealer’s net capital, therefore, its liabilities would increase by the
fair value of the digital asset securities held in custody, while its allowable assets would not
increase by a corresponding amount. Accordingly, for every dollar worth of digital asset securities
custodied, the broker-dealer would have a dollar reduction in its net capital, which the
broker-dealer would need to replace with allowable assets. In effect, the parent company of the
broker-dealer would need to contribute a dollar of cash as additional equity into the broker-dealer
for every dollar worth of digital asset security custodied by the broker-dealer. Such a business
model would, of course, be non-economic and unsustainable, and no broker-dealers would be
able to offer custody services in digital asset securities.

Key questions for the Commission to consider and seek public input on:

32) Is it practical for digital asset security trading platforms to operate in a non-custodial manner
as suggested by the Joint Staff Statement or the Three-Step No-Action Letter?

5% SEC, SEC Policy Statement: Custody of Digital Asset Securities by Special Purpose Broker-Dealers
(last modified May 3, 2022), hitps://www.sec.gov/comments/s7-25-20/s72520.htm.

*1 See Exchange Act Rule 15¢3-1(c)(2) and Interp. /01.

52 See Exchange Act Rule 15¢3-1(c)(2)(iv).

%3 SEC, Staff Accounting Bulletin No. 121, https://www.sec.gov/oca/staff-accounting-bulletin-121.

*1d. at n.8.

% SAB 121 by its terms applies to “crypto-assets,” which would appear to include digital asset
securities, as SAB 121 defines the term broadly as “digital asset[s] that [are] issued and/or transferred using
distributed ledger or blockchain technology using cryptographic techniques.” /d. at n.3.
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33) How should “possession” and “control” be understood with regard to custody of digital asset
securities?

34) Should banks or trust companies, to the extent permitted to provide custody services
pursuant to their applicable regulatory regime, be eligible to act as “good control locations”
through which broker-dealers could maintain custody of their customers’ digital asset
securities (and non-security digital assets) in compliance with Rule 15¢3-3?

a) Under the existing Customer Protection Rule, banks can serve as good control locations
for securities under Rule 15¢3-3; is there any basis to treat digital asset securities
custodied with a bank differently?

35) How should Rule 15¢3-3 be amended to explicitly consider its application to digital assets?

36) What protections or structures would be appropriate to adequately protect customers in the
event of the insolvency of a broker-dealer that custodies digital assets for customers (whether
securities or not)?

37) Should non-security digital assets be subject to Rule 15¢3-3 at all, given that they are neither
cash nor securities?

38) What best practices exist for the custodying of digital assets that should be adopted as
requirements through securities regulation?

39) What benefits does distributed ledger technology offer with respect to transparency of
transaction activity that might address risks addressed through regulation for traditional
securities? What new risks does the technology introduce regarding mistaken or
unauthorized transactions, and how can these risks be mitigated through regulation?

40) How should Rule 15¢3-1 be amended to explicitly consider its application to digital assets,
including with regards to digital assets held by customers, in inventory, or used as collateral?

41) If a broker-dealer holds custody of digital asset securities, would SAB 121 apply to the
broker-dealer’s capital requirement calculations? If SAB 121 does apply:

a) Would the SEC consider adjusting net capital calculations under Rule 15¢3-1 so that
broker-dealers with material custody business are not effectively prevented from meeting
their net capital requirements?

42) Would the SEC permit the offsetting stub asset to be allowable for purposes of a
broker-dealer’s net capital, even though it may not be readily convertible into cash?

C. Requirement for and Role of Transfer Agents

Distributed ledger technology provides an unchangeable record of transactions, visible to all.
This could revolutionize how transfer agents can facilitate securities trades. Before the advent of
blockchain technology, there was no way to ensure that transactions were recorded accurately
and records were properly maintained without the use of third parties. To facilitate the traditional

5% Exchange Act Rule 15¢3-3(c)(5).
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intermediated market structure, transfer agents were established to record changes of ownership,
maintain the issuer’s security holder records, cancel and issue certificates, and distribute
dividends. Some transfer agents are required to be registered with the SEC, or if the transfer
agent is a bank, with a bank regulatory agency. Blockchain technology offers to improve this
process, performing most if not all of these tasks, with limited labor costs, and without the risks of
human error.

It is not clear, however, that existing rules will permit the use of this new technology. We
understand that the Commission has only been willing to approve offerings of securities involving
a transfer agent where that transfer agent has ultimate control over the official stockholder
registry of a security, including the ability to unilaterally make changes to it (e.g., per a court order
or to correct errors).”” Based on structures that have been approved, it appears that the SEC has
not permitted a registered transfer agent to look to a blockchain as its official stockholder registry,
and has required that the transfer agent know the identity of each registered owner.®® This
position prevents the securities markets from realizing the efficiencies offered by the new
blockchain technology, harming investors, markets, and issuers alike.

Key questions for the Commission to consider and seek public input on:

43) Is a transfer agent necessary for digital asset securities, where records of ownership, at least
pseudonymously, are publicly available?

44) How may a person properly act as a transfer agent of a digital asset security, given the nature
of blockchain-based assets?

45) Are there circumstances under which a registered transfer agent should be able to look to the
blockchain as its official records?

D. Clearing Agency Status of Blockchains

There is currently uncertainty surrounding whether the blockchain, the nodes, miners, or
validators on the blockchain, or others involved in facilitating the blockchain, are acting as a
“clearing agency” and subject to registration with the SEC. A person who engages in “clearing”
activities must generally register with the SEC as a clearing agency. A person is a “clearing
agency” if, among other things, it acts as an “intermediary in making payments or deliveries or
both in connection with transactions in securities,” it “acts as a custodian of securities in
connection with a system for the central handling of” fungible securities, or it “otherwise permits or
facilitates the settlement of securities transactions . . . without physical delivery of securities
certificates.”®

L See eg Arca u. S Treasury Fund, Form N-2,

] (“Although
records of peer-to-peer transactions are viewable on Ethereum, record and beneficial ownershlp of the
Fund's shares is reflected on the records of DTAC, LLC, the Fund'’s transfer agent (the ‘Transfer Agent’).
The Transfer Agent is regulated by the Securities and Exchange Commission ('SEC’). The Transfer Agent's
records constitute the official shareholder records of the Fund and govern the record ownership of ArCoins
in all circumstances.”).

%8 See id.
5 Exchange Act § 3(a)(23).
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Given the functionality of various components of blockchain technology, it is possible that any or
all of these components may be erroneously labeled “clearing agencies.” Because a blockchain
and each of its components operates without central control, it is not clear how it or any part of it
could register as a clearing agency. Nor is the relevance or workability of clearing agency rules
evident in the context of digital asset trading occurring on blockchain technology. Many of the
rules applicable to clearing agencies are designed to ensure that there is clarity regarding how
trades are settled, ensuring it operates fairly and in good faith with respect to all parties, and
establishing it as a means of promoting compliance throughout the market. Once again,
blockchain technology is specifically designed to mitigate many of the risks that regulation of
clearing agencies is intended to address, such as ensuring trades settle, in an open, transparent,
and provably final way. Therefore, not only is it unclear how the blockchain or other similar
technology could register, it is not clear that the rules applicable to clearing agencies are needed
with respect to digital asset securities.

Key questions for the Commission to consider and seek public input on:

46) Does the Commission view a blockchain on which digital asset securities may be transferred
to be acting as a clearing agency? What risks does a blockchain present that would justify
the application of these regulations? What risks does a blockchain mitigate that are
presented by traditional clearing agencies? What new risks does blockchain present?

47) If so, who would be required to register? Each node, miner, or validator? A group
representing them? Would this be practical, considering the often highly distributed nature of
nodes, miners, and validators?

a) How would nodes, miners and validators satisfy the requirements to assure fair
representation of their members and participants in the selection of their directors and the
administration of their affairs, particularly where there are no formalized members,
participants, or directors?®

b) Would nodes, miners, and validators be required to become SROs like other clearing
agencies?®" If so, would changes to the network require filings with and approval by the
SEC under Rule 19b-4?

c) Would nodes, miners, and validators be required to establish, implement, maintain and
enforce the detailed written policies and procedures mandated by Exchange Act Rule
17Ad-22(e)?

d) Would Regulation SCI apply to nodes, miners, and validators?% How would its references
to “industry standards” be interpreted—as applying to the traditional securities industry or
the digital asset industry?

e) Would nodes, miners, and validators be subject to examination by the Office of
Compliance Inspections and Examinations’ Office of Clearance and Settlement?

80 Exchange Act § 17A(b)(3)(C).

1 Exchange Act § 3(a)(28).

6217 CFR 242.1000 (including registered clearing agencies in the definition of “SCI SROs").
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48) Given the typical permissionless nature of blockchains, how could registration be effected or
enforced?

49) Could a broker-dealer or exchange facilitate trading of a digital asset security that could, or
must, be settled over a blockchain that is not registered as a clearing agency?

50) In light of the difficulties described above with any potential registration, would the
Commission offer a class exemptive order excluding blockchains from clearing agency
registration? What conditions would be appropriate?

V.  Necessary Preconditions to Rulemaking

The questions and challenges in this petition highlight the difficult and complex legal, policy, and
technical considerations relating to the application of the existing federal securities law regime to
digital asset securities. To properly weigh the costs and benefits raised by digital asset security
activities, and to understand the market, practices, and needs of investors and market
participants, the SEC should engage with all relevant stakeholders to inform the rulemaking we
suggest above. We believe the Commission should take the following steps:

First, the SEC needs to seek input from market participants. The SEC has not yet obtained
widespread public input, as it frequently does for novel and significant rulemakings. Rather, to
date, the SEC has primarily engaged through non-public, bilateral discussions with particular
industry members, or through enforcement investigations. It also does not appear that the SEC
has engaged with, or solicited input from, retail investors. There is also no representation from the
digital asset community on the Investor Advisory Committee or any of the SEC's other advisory
committees.

The Commission has frequently used requests for comment, concept releases, advisory
committees, and public roundtables to obtain useful public input prior to proposing specific
rulemaking items. For example, the SEC first solicited public comment on climate disclosure in
March 2021, a full year before proposing climate disclosure rules and, similarly, the SEC issued a
concept release on the harmonization of securities offering exemptions in 2019, over a year
before adopting rules.%® The SEC has also pursued these forms of public engagement to obtain
information about many other areas of potential rulemaking, including with regard to equity
market structure, fixed income market structure, transfer agent regulation, “proxy plumbing,” and
emerging market considerations, among others. Banking regulators have similarly solicited public
input on digital assets, for example by issuing requests for information.%

53 Acting Chair Allison Herren Lee, Public Input Welcomed on Climate Change Disclosures (Mar. 15,
2021), hitps://www.sec.gov/news/public-statement/lee-climate-change-disclosures; SEC, The Enhancement
and Standardization of Climate-Related Disclosures for Investors (Mar. 21, 2022),
https://www.sec.gov/rules/proposed/2022/33-11042.pdf; SEC, Concept Release on Harmonization of
Securities Offering Exemptions (June 18, 2019), hitps://www.sec.gov/rules/concept/2019/33-10649.pdf
(Concept Release; Request for Comment); SEC, Facilitating Capital Formation and Expanding Investment
Opportunities by Improving Access to Capital in Private Markets (Nov. 2, 2020),
hitps//www.sec.gov/rules/final/2020/33-10884.pdf (Final Rule).

8 FDIC, FDIC Issues Request for Information on Digital Assets (May 17, 2021),
https://www.fdic.gov/news/press-releases/2021/pr21046.html.
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One of the key reasons to conduct public outreach is to ensure that the rules proposed will
actually function as intended when put into practice. Given the considerable differences in how
digital assets operate, such input would help the Commission to understand the risks and how
best to mitigate them. Thoughtful digital asset security rulemaking will require input from
professionals with a deep technical expertise in the operation of digital assets and markets.

Second, the SEC’s approach to digital asset regulation should be informed by ongoing
developments in the executive and legislative branches. The Biden Administration has
commissioned a number of reports on digital assets from various agencies in its March 2022
Executive Order,®® and this work has only just begun. The Commission itself is requested to
contribute to two of these reports, and the knowledge that the Commission gains through this
process will be critical to any Commission rulemaking. Congress is also actively working on
legislation that could materially affect the regulatory landscape.®®

Third, coordination between the SEC and other agencies, most notably the CFTC, is critical.
CFTC Commissioner Pham and SEC Commissioner Peirce have recently recommended such
joint collaboration, noting that “crypto is still early in its development,” and such cooperation
“would benefit the capital markets, not just the crypto markets.””

* * *

The core question is how best to achieve the SEC’s mission and promote the innovation and
application of digital assets and blockchain technology within the capital markets and our
economy more broadly. How best to regulate digital asset securities raises complex and novel
issues, and will require thoughtful and rigorous engagement with all stakeholders. We appreciate
the opportunity to provide input to the Commission on these important matters and hope the
Commission will seek broad public input on how digital asset securities markets can be
appropriately regulated in a manner that facilitates investor protection, capital formation, and
efficient markets with the integrity investors and other market participants have come to expect.
For that reason, we respectfully petition the Commission to solicit broader input from the public to
address all relevant questions and challenges related to the regulation of digital asset securities
with the goal of informing an important rulemaking on this subject. As noted above, we are

5 Biden Administration, Executive Order on Ensuring Responsible Development of Digital Assets

7 Caroline D. Pham and Hester M. Peirce, Making progress on decentralized regulation — It's time to
talk about crypto together (May 26, 2022),
https://thehill.com/blogs/congress-blog/3503277-making-progress-on-decentralized-requlation-its-time-to-tal

- - - ("As an initial step, we are calling on our agencies to hold a joint set of public

roundtables to evaluate recent market events and risks, and to discuss how to regulate crypto responsibly.
These roundtables would be open to the public, and panelists would include crypto users, investor and
customer advocates, industry members, and other regulators. The goal would be to assess whether new
regulations are necessary to protect the public and the markets, how existing regulations might be
modernized to better account for innovation, and how technology is likely to reshape our markets. We could
start with topics such as digital asset trading platforms, crypto derivatives, stablecoins, decentralized
finance, and the balance between privacy and anti-money laundering measures.").
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committed to this endeavor as well, and expect to submit our thoughts on how to address some
of these challenges in a series of follow-up responses to this petition.

We would be pleased to answer any questions the Commission or its Staff may have regarding

our petition. We appreciate the Commission’s continuing attention to this important matter and for
allowing us an opportunity to present our views.

Sincerely,

1 w2 D 7‘} a2

Paul Grewal
Chief Legal Officer

Coinbase Global, Inc.

cc:
Hon. Gary Gensler, Chair

Hon. Hester Peirce, Commissioner

Hon. Caroline Crenshaw, Commissioner
Hon. Mark Uyeda, Commissioner

Hon. Jaime Lizarraga, Commissioner
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Appendix
A Brief Overview of Howey and Reves
Howey

Whether an instrument constitutes an “investment contract” is determined by reference to a test
articulated by the Supreme Court in SEC v. W.J. Howey Co.% In 1946, the Supreme Court
articulated the Howey test in a case involving speculative investments by purely financially
motivated parties in a Florida citrus grove profit-generating enterprise—activity plainly within the
scope of the federal securities laws. The Court held that the investments amounted to
“investment contracts” and thus “securities” because they involved each of the following features:

(1) an investment of money;
(2) in a common enterprise;
(3) made with a reasonable expectation of profits; and

(4) based predominantly upon the entrepreneurial or managerial efforts of the promoter or
other third parties.®®

In analyzing whether a particular instrument is an investment contract, the Supreme Court has
emphasized that “form should be disregarded for substance and the emphasis should be on
economic reality.””® The SEC has adopted a similar position, indicating that “[d]etermining
whether a transaction involves a security does not turn on labelling . . . but instead requires an
assessment of the economic realities underlying a transaction . . . . All of the relevant facts and
circumstances are considered in making that determination.”' An asset must meet each
requirement of the Howey test to be an investment contract.

Reves

The Reves test was articulated by the Supreme Court in 1990 to interpret the term “any note.” It is
unreasonable to think Congress intended to apply federal securities regulation to every
“note”—otherwise a homeowner would have to file a registration statement with the SEC when
signing a mortgage note and could only refinance that note through a broker-dealer. Accordingly,
the Court laid out a test that considers:

(1) the motivations of the buyer and seller;

6 328 U.S. 293, 301 (1946).

8 Id. (“The test [for an investment contract] is whether the scheme involves an investment of money in a
common enterprise with profits to come solely from the efforts of others.”); see also Int'l Bhd. of Teamsters,
Chauffeurs, Warehousemen & Helpers of Am. v. Daniel, 439 U.S. 551, 558-62 (1979); SEC v. Edwards, 540
U.S. 389, 393 (2004).

% United Housing Found., Inc. v. Forman, 421 U.S. 837, 848-49 (1975) (internal quotation marks and
citations omitted).

™ In re Munchee, Inc., Securities Act Release No. 10445, at 9 (Dec. 11, 2017).
A-1
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(2) the plan of distribution of the instrument;
(3) the reasonable expectations of the investing public; and
(4) the presence of an alternative regulatory or other risk-reducing regime.”
Unlike the Howey test, which requires satisfaction of each of its requirements for an asset to be

deemed a security, the Reves test is simply a set of factors that a court should consider in making
its decision, with no one factor being dispositive or entitled to a particular weighting.

2 Reves v. Emst & Young, 494 U.S. 56, 66-67 (1990).
A-2
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December 6, 2022

Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549-1090

Re: Petition for Rulemaking — Digital Asset Issuer Registration and Reporting
Dear Ms. Countryman:

Coinbase Global, Inc. (“Coinbase”) is filing a comment in response to our July 21, 2022 petition
for rulemaking on digital asset securities Regulation (“Petition").

As we explained in our Petition, the U.S. does not currently have a functioning market for crypto
securities, and in particular investment contracts involving digital assets (“ICDAs”). A key
inhibitor to such a market is the lack of a workable set of regulatory requirements for prospective
digital asset issuers to register offerings deemed to involve an investment contract and make
corresponding disclosures in compliance with securities laws. Issuers and investors would
benefit from clear rules adapted to ICDAs that promote compliance and foster safe and
transparent practices, including by providing investors with information material to evaluating
ICDAs.

In our comment today, we propose a framework (attached as an appendix) designed to achieve
this. If implemented, we believe it would create a reasonable and clear path for digital asset
developers to raise capital from U.S. investors, provide a disclosure foundation to make ICDAs
eligible for trading through SEC-registered intermediaries and platforms, and thus create the
necessary economic incentive for a vibrant secondary market in digital asset securities with
strong investor protections.

Our views are based on our extensive work with digital asset development teams and years of
making asset listing decisions based on legal, compliance, and information security
considerations. As we explain in more detail below, the needs of ICDA investors differ
substantially from investors in traditional securities because the purpose of ICDAs and the
manner in which an ICDA issuer typically offers digital assets is substantially different than an
initial public offering of traditional securities. Accounting for these differences in an appropriately
tailored registration and reporting regime would better protect investors, provide workable
guidance to issuers, and give the SEC greater insight into the health and viability of the market
itself.
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Digital Assets — And ICDAs — Are Different

Although federal securities laws have recognized “investment contracts” since 1933, SEC rules
focus primarily on traditional debt and equity, and do not address the unique features of
investment contracts. ICDAs, which incorporate distributions of digital assets, present an
additional layer of new features that do not exist in any other class of securities. Recognizing
that ICDAs are different from traditional securities is critical to establishing a proper regulatory
framework. Below we describe three properties of these assets that need to be accounted for in
order to establish a workable and effective registration and reporting regime.

1. Different information informs investment decisions

Investors in ICDAs require different information than what is found in traditional securities
disclosures for companies issuing debt and equity. Unlike an equity stake in a company, an
ICDA does not give the holder any residual economic interest in the issuer. So, while traditional
securities reflect the value of the issuer as a whole, and depend on the issuer’s financial
well-being, ICDAs reflect the value of a specific digital asset project, which can depend on
factors that are not specifically enumerated in securities disclosure requirements under
regulation S-K. These factors center on the technical details about the protocol or networks on
which the digital asset operates, how the code may be updated or changed, or how transactions
are validated. A principles-based disclosure approach for ICDA-specific disclosures can, to
some extent, accommodate these differences, but there is also an opportunity to organize and
report disclosures as a standardized schedule of decision-useful information. We provide
examples of how this could work in our proposed framework, which calls for disclosure of
information about the ICDA issuer, the investment contract, and the underlying digital asset.

2. Digital Assets Have Intrinsic Utility

An ICDA involves the sale of digital assets that are often designed to be used in exchange for
goods or services on a decentralized network. In contrast, traditional securities represent a
claim on the profitability of the corporate issuer, but otherwise have no intrinsic use or
consumptive value. For example, a share of Apple stock is not needed to operate an iPhone,
while digital assets are often needed to, among other things, execute smart contracts on
blockchain protocols and/or applications. In many cases, continuous operation of blockchain
protocols requires the programmatic distribution of digital assets, for example, as an economic
incentive or reward given to protocol participants for securing or validating transactions on a
blockchain. This utility makes a digital asset an integral part of the operation of the protocol
even if the ICDA separately also has the qualities of an investment. An important implication is
that the intrinsic utility of a digital asset can only be fully realized when they are held and used
outside the confines of a securities dealer, bank, or other qualified custodian. That is, using or
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transferring the underlying digital asset to access or transact over a good or service should not
be viewed as always involving a securities transaction.

3. Control Can Become Decentralized Over Time

One of the primary goals of many digital asset development teams is to eventually relinquish
control over their protocol to a community of users. In practice this means that after the project
is operational and reaches a critical mass of users, the team’s practical control over the live
protocol and digital asset diminishes significantly, if not entirely. An initial sponsor of the protocol
may dissolve or disaffiliate from the protocol initially (e.g., by relinquishing IP rights to a
separately managed and owned, arm’s length entity) or otherwise relinquish control gradually
over time.

Regardless of the path to decentralization, digital assets can live and thrive without their issuer.
In contrast, traditional securities like debt and equity are inextricably tied to the viability of an
issuer as a going concern.

Critically, for an ICDA, there comes a point where the original development team may not have
a unique ability to modify or influence the functionality of the digital asset or protocol and/or
application on which it functions. At this time, the development team is no longer in a position to
be the primary source of decision-useful information to digital asset holders. Indeed, once this
transition occurs, the information asymmetries that existing securities laws are designed to
alleviate disappear. Instead, the value of the digital asset, and implied return on capital from
holding it, flows from the use and efforts of a community of users. Therefore, after this point,
there is limited to no continued benefit to market participants in requiring the ICDA issuer to file
reports with the SEC.

Path to a Workable and Effective Registration and Reporting Framework

The unique features of ICDAs pose certain challenges to the existing securities law frameworks.
But these challenges are not insurmountable. Our proposed disclosure framework provides a
path for sale of ICDAs to the general public and to make the ICDAs eligible for trading through
SEC-registered intermediaries and platforms. Importantly, this framework accounts for the fact
that the goal of many ICDA issuers is to develop protocols or networks that eventually operate
without any ongoing effort on their part.

Our proposed framework for ICDAs depends on some overarching considerations.
e A principles-based approach to disclosures for ICDAs must be augmented with a publicly
disclosed, standardized set of requirements and expectations to facilitate a streamlined

issuance, trading, and reporting process — one that accommodates the practical realities
of small development teams that do not plan to grow into large organizations.
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e The disclosure regime must define an ex ante set of conditions whereby reporting is no
longer required. Without a specified exit process, there will not be sufficient incentive for
the vast majority of ICDA issuers to enter a US registration framework, driving innovation
offshore.

e The criteria for exiting SEC reporting following the issuance of an ICDA must be clear
enough that issuers can reasonably exit through a notice and self-certification process.
The trigger for exit should be the point at which the issuer is no longer exercising
essential managerial control over the project, or its ongoing involvement with the project
otherwise no longer meets the definition of an investment contract security.

e To enable use and consumption of digital assets underlying the ICDA at all times during
the protocol development, an issuance and reporting regime that enables secondary
market trading should not unduly impede the self custody, transfer, or use of the digital
assets.

e While our focus here is on issuer offers and sales of ICDAs and ongoing reporting, we
note that it is equally important for the SEC to develop a workable and effective
regulatory regime for trading platforms to transact in ICDAs, which similarly does not
exist today. Given that the SEC has consistently stated that SEC-registered platforms
cannot facilitate trading in digital asset securities not offered and sold pursuant either to
an effective registration statement or exemption from registration, providing a path
toward registration of ICDA offerings is a necessary prerequisite to compliant secondary
market trading. We refer to our petition on the broader set of issues and questions that
require action.

We are broadly encouraged by the statements the Chair has made about flexibility the
Commission could use to address digital asset disclosures, e.g.,:

“Given the nature of crypto investments, | recognize that it may be appropriate to be
flexible in applying existing disclosure requirements. Tailored disclosures exist elsewhere
— for example, asset-backed securities disclosure differs from that for equities.™

It is in the spirit of this suggestion that we are proposing our framework.

Sincerely,

Fa2 = r‘} ,(.LH-{_—_)

Paul Grewal
Chief Legal Officer
Coinbase Global, Inc.

T hitps://www.sec.gov/news/speech/gensler-sec-speaks-090822# ftnref12
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Appendix

Proposed ICDA Disclosure Framework

The proposal below would apply only to investment contracts involving digital assets (ICDAs)
that are issued on a blockchain or distributed ledger. The proposal is not intended to be
applicable to equity, debt or other types of traditional securities merely issued in digital form.?

ICDA OFFERING DISCLOSURE

An ICDA issuer seeking to offer and sell digital assets to the general public would be required to
file with the SEC an initial disclosure including the following information: (1) Issuer-Related
Disclosures; (2) Investment Contract Disclosures; (3) Digital Asset-Specific Disclosures:

(1) Issuer-Related Disclosure

(Aligned with disclosure requirements in Regulation S-K or AB to elicit comparable but
more appropriately tailored information)

e Security transactional and risk factor information
o Offering summary (S-K 503)
o Intended use of proceeds (S-K 504)
o Determination of offering price (S-K 505)
o Plan of distribution (S-K 508)
o Material risks related to the offering (General and Specific) (S-K 105)
e Business description (e.g., S-K 101 + reg AB)
o Business experience in the digital asset space
o Information related to management and capitalization
o Relationships with affiliated entities and other transactional parties (AB)
o Material roles and responsibilities related to the digital asset, its development
deployment and post-launch supporting activities (AB)
o Permissible and restricted activities related to the protocol and/or digital assets
(AB)
e Digital asset holder information (including lockups and release schedules, pricing, and
discounts)

2 The term ICDA does not include an asset that provides the holder of the asset with any of the following
rights in a business entity: (i) a debt or equity interest in that entity; (ii) liquidation rights with respect to
that entity; (iii) an entitlement to an interest or dividend payment from that entity; (iv) a profit or revenue
share in that entity solely from the entrepreneurial or managerial efforts of others; or (v) any other
financial interest in that entity. These exclusions are consistent with those set forth in the proposed
Lummis-Gillibrand Responsible Financial Innovation Act.
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Issuer digital asset holdings and rights (new)

Digital assets authorized for issuance under compensatory digital asset plans
(S-K 201)

Digital asset holdings (and rights to digital assets) of management and owners
(or affiliated owner groups) of more than 5% of digital assets (S-K 403)

e Representations and warranties (reg AB)

o

Representations and warranties relating to the digital assets, remedies available
against transactional parties for such reps/warranties, and information on how
any transaction agreements can be modified or amended and/or whether there
are any material claims that other parties may have on the digital assets

e Financial disclosures and MD&A

o

To the extent material to the ICDA investment, issuer financial statements
covering the two most recently completed fiscal years or such shorter period as
the issuer has been in existence (reg S-X)

MD&A focused on issuer capital deployed to develop the digital asset and
protocol and/or application over the period covered by the financials (S-K 303)

(2) Investment Contract Disclosure

(Relevant disclosures not specifically elicited by existing rules)

e Description of Investment — Information about the investment opportunity or common
enterprise

o

o

o

Initial and ongoing rights and obligations associated with the investment contract
How investors could expect profits from the issuer’'s managerial efforts

Anticipated future development, including features, integrations, functionality, etc.
("Key Milestones")

e Relevant transactional parties — to the extent applicable and material

e}

O

Any entity (other than the issuer) responsible for significant development efforts
related to the digital asset (AB)

Key digital asset-related service providers material to the asset or offering

(3) Digital Asset-Specific Disclosures

(Information specific to the operation of the digital asset or protocol)

e Digital Asset Functionality — Commercial and operational information about the digital
asset and the protocol on which it will function

O

Technical description of the digital asset and the protocol on which it will function
(e.g. consensus mechanism, on-chain components, smart contracts, etc.)
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o Intended and actual functionality of the digital asset and the protocol on which it
will function

o Calculations underpinning distribution of digital asset rewards, if any, whether
through staking, reallocation of network fees, or some other mechanism

o Results of any third-party security and code audits completed

o Risk factors related to the digital asset or protocol on which it will function that
may materially affect the digital asset’s functionality and/or utility

e Digital Asset Economics (“Tokenomics”) — Digital asset supply and distribution
information, pricing, lockups, and release schedules
o Initial supply and any contemplated or potential changes in digital asset supply
o Digital assets distributed via consensus mechanism
o Digital assets distributed to:
m Issuing entity, sponsor and/or foundation, community, or other

e Schedule Digital Asset (“DA”) — A standardized schedule of common, digital
asset-specific information that is material to understanding the operation of the digital
asset and protocol and/or application in which it functions.® This information provided by
issuers should be comparable across projects and protocols. See example items below.

ICDA SECONDARY MARKET DISCLOSURE

ICDA issuers that previously sold ICDAs other than through the |CDA Offering Disclosure
framework would be required to provide an initial disclosure for the ICDAs to be eligible for
trading through an SEC-registered intermediary or platform, including on a National Securities
Exchange, through a broker-dealer on an alternative trading system (ATS), or OTC quotations.

e Information contained in the ICDA Offering Disclosure would satisfy this requirement.

However, an |CDA Secondary Market Disclosure would not need to include the
disclosures listed under the section “Security Transactional Summary and Risk Factors”.

ONGOING DISCLOSURES
Ongoing disclosures should be a part of any |CDA Offering Disclosure or ICDA Secondary

Market Disclosure framework and would be required until the issuer has filed a Closing
Certification. The following disclosures would be required only to the extent they are material to
a continued understanding of the ICDA:

e Annual updates to the following information from the ICDA Offering Disclosure or ICDA
Secondary Market Disclosure

3 These disclosures could be presented on schedule analogous to Schedule AL, used with offerings
conducted pursuant to Regulation AB.
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o Issuer-Related Disclosures
m Business description
m Digital asset holder information
m Financial disclosures and MD&A
o Investment Contract Disclosures

m Progress towards completing Key Milestones anticipated in Investment
Contract Disclosures and any new anticipated milestones

o Asset-Level Disclosures
m Results of digital asset audits
m Digital asset functionality
m Digital Asset Economics
m Schedule DA

e Material event reporting
o Any fundamental change to the digital asset or protocol or any event impacting
the ongoing viability of the project or issuer
m E.g. hacks, breaches, and other cyber security events; digital asset and/or
protocol mergers; departure of key personnel; material modification to
rights of digital asset holders; issuer change of control
o This would not require disclosure of routine, ministerial changes (e.g., regular
code updates)

PREEMPTION OF STATE LAW

Offers and sales of ICDAs pursuant to any ICDA Offering Disclosure framework are not subject
to state securities laws registration and qualification requirements.

SUFFICIENCY OF INFORMATION

The initial and ongoing disclosure provided pursuant to any ICDA Offering Disclosure or ICDA
Secondary Market Disclosure framework would satisfy the specified information requirements of
Exchange Act Rule 15¢c2-11(b) and adequate current public information requirements of
Securities Act Rule 144(c).
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DISCLOSURE RESPONSIBILITY OF ISSUER-AFFILIATED ENTITIES

Consistent with market practice in certain other asset classes (e.g. asset-backed securities), the
issuance of an ICDA may involve one or more affiliated entities. Only one entity would be
responsible for the required disclosures (referred to herein as the “issuer”) and should be the
entity providing the essential ongoing managerial services related to the digital asset and
protocol and/or application. The ICDA issuer may not necessarily be the same legal entity that
mints or distributes the digital asset.

DIGITAL ASSET TRANSFERABILITY AND USE

Nothing in this disclosure framework should be construed as limiting the ability of a holder of a
digital asset purchased in an ICDA transaction to self custody, freely transfer or use the digital
asset for consumptive or other utility purposes.
e The issuer’s contractual reps and warranties related to the digital asset transfer with the
digital asset to subsequent purchasers

CLOSING CERTIFICATION

In the event an ICDA issuer no longer exercises essential managerial functions for or control
over a digital asset, or the digital asset no longer otherwise meets the definition of a security, the
ICDA issuer may file a Closing Certification with the SEC, attesting that such criteria have been
met.

e The Closing Certification would not affect the remedial rights of any party to an ICDA
transaction.

o Consistent with the requirements of Exchange Act Rule 12g-4:

o An issuer’s duty to file reports with the SEC shall be suspended upon filing of the
Closing Certification

o The SEC would have 90 days to review and respond to a Closing Certification

o If Closing Certification is subsequently withdrawn or denied, the issuer would be
required to file all reports which would have been required had the Certification
not been filed
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SCHEDULE DA

(non exhaustive list of potentially applicable Schedule DA disclosures)

Governance and Control
e Identify parties that:
o Organize and implement protocol features and changes thereto
o Coordinate social media, marketing, and press relations
o Can change digital asset supply and/or release schedules
o Have access to MNPI
o Own IP rights and affiliation with issuer
o Are responsible for code audits
e Description of any decentralized governance over the protocol or digital asset
o Voting eligibility requirements
o Distribution of voting power
o Description of what can be controlled by the decentralized governing body
e Protocol development

o Scope and number of third party contributions to project, including the number of
third party developers and dApps

o Frequency and number of code contributions in code repository
o Process for code change implementation
o Specify ongoing development efforts

Computation

e Number of participants providing hash power to and operating nodes on the protocol
and/or application upon which the digital asset functions

e Measure of computational power (hash rate), including any limit on the number of
transactions that can be verified on a blockchain network in a given block

e Process and eligibility to create How nodes are created and how open access is to node
participation, including estimated costs to operate a node and basis for estimate

e Estimated cost to successfully attack the network and basis for estimate

e Number of blockchain wallet choices available to an end user for purposes of
interactions with the protocol and/or application

e Software licensing information, including whether code base underlying digital asset,
protocol and/or application are published as open source software

Economic considerations
e |Insider, affiliates, early contributor digital asset ownership
e Market capitalization and liquidity of digital asset

10
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e Degree of digital asset in circulation compared to total digital asset supply, digital assets
locked and/or digital assets available for staking

e Description of network transaction fees
e Funding releases or rewards for developers, employees, contributors, etc.
e Efforts for exchange listing(s), market making, airdrops, etc.

e Number and list of known exchanges where digital asset is listed (centralized or
decentralized)

Potential additional information
o Network layers and cross-chain integrations
e Number of network forks

11
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March 20, 2023

Vanessa A. Countryman

Secretary

U.S. Securities and Exchange Commission
100 F Street NE

Washington, DC 20549-1090

RE: Petition for Rulemaking — “Proof-of-Stake” Blockchain Staking Services
Dear Ms. Countryman:

Coinbase Global, Inc. (“Coinbase”™) 1s filing a comment in response to our July 21, 2022, petition
for rulemaking on digital asset securities regulation (the “Petition”). In this letter we focus on the
securities law treatment of services related to the validation of proof-of-stake protocols
(“staking™).

As we recognized in the Petition and in a previous comment on issuer disclosures, the regulatory
questions around practices in the digital asset ecosystem can be “complex,” but we believe that
the public is best served by the U.S. Securities and Exchange Commission (the “SEC” or
“Commission™) when it acknowledges such complexities’ and proactively seeks market
participant input in developing and conveying clear policies and guidelines to address them.’
Indeed, the essence of the Administrative Procedure Act is to promote reasoned decision making
by administrative agencies, like the SEC, by requiring agencies to follow a sound rulemaking
process that 1s inclusive of stakeholder input.

Our comment today is in response to a recent and surprising Commission action suggesting that
the Commission may now view some staking services as constituting an investment contract and
therefore a security.” In describing the SEC’s recent settlement with Kraken regarding its staking
services, the current SEC Chair stated:

! See Transcript of Hearing at 24, In re Vovager Digital Holdings Inc., No. 22-10943 (Bankr. SDNY Mar. 2, 2023)
(SEC Staff Attorney William Uptegrove acknowledging that the cryptocurrency-related securities laws issues at play
in the Voyager bankruptcy case are “complex™).

2Id. at 24 (Judge Wiles expressing frustration that SEC Staff Attorney William Uptegrove’s objection to the Voyager
bankruptcy plan was not an official Commission position stating, among other things, “I’m sort of unaccustomed to
objections to things that may be wrong,” and that the SEC being a “[d]eliberative [body] is one thing. Absent is
another.”).

* See, e.g., SEC Rel. No. 33-5325 (Oct. 27, 1972) (establishing the Advisory Committee on Investment Management
Services for Individual Investors (the “Advisory Committee™)).

* Complaint, Sec. & Exch. Comm 'n v. Payward Ventures, Inc. (d/b/a Kraken) & Payward Trading, Ltd. (d/b/a
Kraken), No. 3:23-Cv-00588 (N.D. Cal. Feb. 9, 2023), Litigation Release No. 25637 (Feb. 13, 2023); Olga Kharif et
al., “What Is Crypto Staking and Why Is the SEC Cracking Down?” The Washington Post (Feb. 11, 2023), available
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Today s action should make clear to the marketplace that staking-as-a-service providers
must register and provide full, fair, and truthful disclosure and investor protection.’

Until this settlement, the Commission had not conveyed that it might consider staking services to
constitute an investment contract and therefore a securities offering requiring registration with
the SEC.® And the SEC had not previously made this position known despite ample opportunity
to engage the crypto industry and its participants with its concerns. Indeed, Coinbase began
providing detailed presentations on what staking services are and how they work as early as
December 18, 2019,” and Coinbase repeatedly explained its own staking services throughout its
S-1 process when becoming a public company nearly two years ago.”

The Chair’s assertion that the Commission has expressed a new policy position and legal
determination about a widespread industry practice through a single enforcement action, rather
than through any formal guidance, is creating unnecessary uncertainty for market participants.
The action against one company’s embodiment of a staking service provides no guidance about
what aspects of that embodiment or other embodiments of staking services may be of concern to
the Commission nor provides a path for remediation if needed.

Staking services are not a monolith. A number of different models exist and while some might be
categorized as offering an investment contract, core staking services that we describe in this
letter are not. These services do not fit the definition of a securities offering when applying the
analysis laid out in the Supreme Court case, SEC v. W. J. Howey Co. and as refined over the
years.” Considering both the black letter law of the “Howey test” as well as the policy and
regulatory concerns underlying that analysis we find that core staking services neither meet the
test as a matter of law, nor present the risks the federal securities laws were designed to mitigate.

5 SEC Press Release, Kraken to Discontinue Unregistered Offer and Sale of Crypto Asset Staking-As-A-Service
Program and Pay $30 Million to Settle SEC Charges, (Feb. 9, 2023), available at

3 WWW.SeC. g0V NeEWs/ Press- ase/2023- .

® Although the Chair has previously provided his personal view that some lending services labeled “staking” might
be securities offerings, those services were not core staking services. Additionally, there was no action by the
Commission nor any statement or other indication from the staff expressing a view that staking services were being
offered in contravention of the securities laws. The statement of one commissioner during a media interview is
generally understood as reflecting only the views of that individual and not of the commission as a whole (as
commissioners typically state at the start of speeches and interviews). Interview by David Ignatius with Garry
Gensler (Sept. 21, 2021),

hitps://www.washingtonpost.com/washington-post-live/2021/09/2 1/transcript-path-forward-cryptocurrency-with-gar
y-gensler/.

” For its part in helping the SEC understand the nature of staking services, Coinbase has repeatedly discussed its own
staking services with the Commission, including explanations of how those services operate and why they do not
constitute securities. Specifically, on December 18, 2019, again on July 14, 2020, and again on August 20, 2020,
Coinbase presented detailed information to the Commission regarding its staking services. Also on January 10,
2020, Coinbase, with the Proof of Stake Alliance, submitted a detailed White Paper to FinHub on staking generally,
and the relevant securities analysis. Then one month later, on February 12, 2020, Coinbase presented to the
Commission on these same topics.

¥ Throughout Coinbase’s S-1 process in 2020 and 2021, Coinbase provided substantial information to the
Commission regarding its retail staking services—and the relevant legal analysis—including in letters dated
December 21, 2020, and February 12, 2021.

2328 U.S. 293 (1946).
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For those staking services that may constitute an investment contract, the SEC should provide a
path to workable registration. Today there is no established process. As we described in our July
21, 2022, petition and explained in greater detail in our December 6, 2022, comment on our
petition, there are features of investment contracts involving digital assets that do not squarely fit
within existing regulation. In developing a regulatory framework for the offering of investment
contracts involving digital assets, we would encourage the SEC to also consider how that
framework should apply to any staking services that do constitute an offering of securities.

In the meantime, we ask the Commission to clarify how it views various aspects of staking
services, and also to solicit input from the public on those views. Engaging in a public process
would require the Commission to articulate its view on how securities law applies to staking
services, including which elements of the service render it an offering of securities. This would
afford us and others an opportunity to respond and demonstrate which staking services do not fit
within the definition of a securities offering and how those that do could best be regulated by the
SEC. And where the Commission believes action might be appropriate, processes and precedents
already exist that provide a template on how the Commission could address the perceived
concerns in the SEC’s action.

It is important to get the regulatory treatment of staking services right. Consensus mechanisms
form the backbone of the digital asset ecosystem. The inappropriate application of securities laws
to the transaction validation process could unnecessarily stifle financial innovation and harm the
20 percent of American who own crypto and the three-quarters of Americans who believe that
the current financial system is unfair and needs an update.'® This is our mission at Coinbase — to
support more economic freedom by making financial products and services more accessible,
faster, and cheaper. We are advancing this purpose by building the most trusted products, tools,
and services, here in the US, with a commitment to help transform our current system, designed
before the computer even existed, into one that is digitally native.

The risk of getting regulation wrong is that innovation moves offshore to jurisdictions that do get
it right. The U.S. is competing with the EU, UK, Hong Kong, Singapore, UAE, and a host of
other countries that are racing to establish crypto hubs by proposing clear regulatory frameworks.
Letting critical infrastructure migrate to other jurisdictions — the validators that are paid through
staking services — because rules in the U.S. are inappropriate is unnecessary. We believe it is
possible for the SEC to constructively engage on these issues without compromising protections
in a way that preserves U.S. innovation. This would ensure that U.S. capital markets remain the
gold standard of the world.

I.  Description of Blockchain Consensus Mechanisms and Staking Services

Cryptocurrencies like Bitcoin and Ethereum are powered by a technology called a blockchain.
Blockchains are peer-to-peer computer networks running open-source software that records a list

1 Morning Consult, “Cryptocurrency Perception Study,” February 24, 2023, found at
https://assets.ctfassets.net/cSbd0wqjc7v0/WvuOkBwNXZsqhd6 EWtkEL/7f9418b61bb222f3faf4d0346e473012/Mor
ning_Consult_Cryptocurrency Perception_Study Feb2023 Memo_ 1 .pdf
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of all transactions that anyone can view and verify. Its power is the people, so to speak. This
database of transactions is updated across all or many computers in the network. Generally, new
transactions are added to the database in sets called “blocks™ and each block and its constituent
transactions must adhere to the protocol rules agreed to by a majority of the network’s
computers.

Blockchains are the basic underlying technology for many cryptocurrencies and other forms of
digital assets that have proliferated globally over the past decade. In recent years, the rapid
growth, issuance, and adoption of digital assets designed to function as media of exchange,
stores of value or other units of account on blockchain-based platforms, along with the
emergence of marketplaces for digital assets, has resulted in a nascent yet large industry with a
market value of over $1 trillion and an estimated 420 million participants worldwide." And,
while the promise of digital assets and related continued technological developments has yet to
be fully realized, many believe that these emerging technologies are likely to result in, among
other things, a fundamental shift away from traditional financial services businesses and
intermediaries to an increasingly digitally native, peer-to-peer financial ecosystem.

The protocol rules of a blockchain are often referred to as its “consensus mechanism” and they
dictate how the computers in the network reach agreement on what transactions and blocks to
add to the blockchain. These consensus mechanisms prevent cryptocurrencies from being
“double-spent” and protect a blockchain from attack and manipulation. The most
commonly-known consensus mechanisms are based on what are called “proof-of-work™ and
“proof-of-stake” protocols.

a. Shift from Proof of Work to Proof of Stake Validation

In proof-of-work, participants in the network compete to add new blocks to the blockchain in a
process called “mining.” The participant who is first to solve a special math puzzle that confirms
a block of transactions — verifiable by all miners — is the winner and receives a small amount of
newly-minted cryptocurrency as a reward and incentive. The mining process is not considered
“green,” in that it entails a large number of competing miners who use specialized, expensive
computer hardware that consumes a very large amount of computing power and electricity.

Proof-of-stake is generally considered to be faster and less resource-intensive. In proof-of-stake,
participants must lock up, or “stake,” their cryptocurrency in order to validate transactions and
add new blocks to the blockchain. These “validators™ receive rewards from the protocol for their
contribution to securing the blockchain. Locking up the crypto currency creates trust. If
validators behave dishonestly, proof-of-stake blockchains like Ethereum incorporate penalties,
which include the destruction, or “slashing,” of the validator’s stake.

I See, e.g., CoinMarketCap (noting that the current global crypto market value is $1.16 trillion) (accessed Mar. 18,
2023), available at https://coinmarketcap.com; Triple.a Ownership Data (accessed Mar. 20, 2023), available at

https://triple-a.io/crypto-ownership-data/; See also Faryar Shirzad, “Digital Asset Policy Proposal: Safeguarding
Amenca S Fmanmal Leadershlp," Combase {Oct 24, 202 l), ava:fab[e ar
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In addition to not requiring miners to engage in more energy intensive processes, proof-of-stake
also offers the advantage of not requiring expensive specialized hardware. Proof-of-stake can
often be run on average computers with a minimum amount of cryptocurrency to stake.
Moreover, the software to operate a validator node is typically available for free and can be
installed without any special expertise. This makes participating in proof-of-stake blockchain
networks much more accessible to individuals who want to participate.

b. Efficiencies Derived From Staking Services

While it is generally easier to participate in proof-of-stake networks than proof-of-work
networks, and this participation does not require specialized skill or efforts, operating a validator
node nonetheless imposes costs. It typically requires a dedicated computer with a highly reliable
Internet connection as inadvertent downtime can result in lost rewards. Additionally, running a
node securely requires frequent attention to ensure software is up to date, all hardware is
functioning correctly, and that signing keys have not been compromised.

These operational chores, combined with the significant proliferation of proof-of-stake
blockchains over the past few years, have contributed to the development of various services that
facilitate participation in staking cryptocurrency on proof-of-stake blockchains. Customers
choose to use core staking services for their convenience and security. The operations performed
by the services are routine ministerial functions, including executing customers’ staking requests,
operating all of the computer hardware and software related to a proof-of-stake blockchain, and
ensuring that the underlying protocol requirements are observed. Users do not obtain more
rewards through the use of a service than they would if they staked independently. The services
perform a pass-through function, taking a fee from users to pay for the service provided. These
services do not require managerial efforts to allow users to stake, but provide routine
administrative services that are key to blockchain infrastructure because they allow more people
to stake, adding more validating capabilities.

Core staking services are fundamentally a form of cloud computing services (CCS): a traditional
technology concept where shared data centers are made available to users over the Internet, often
with open-source preinstalled software packages. Users of CCS avoid the time, cost and
complexity of running hardware and managing software updates. Instead, they obtain this
functionality by paying a fee to the CCS operator who performs these IT tasks on their behalf.
Moreover, CCS operators are often able to obtain economies of scale, for example by building
larger data centers, sharing unused compute time across multiple customers, and batch
processing certain routine tasks.

Similar to CCS, core staking service providers operate blockchain software for use by customers
who hold cryptocurrency over the internet and manage the underlying security, technology and

availability of the service. Staking rewards come from the underlying protocol, not the staking
service provider.

II.  Core Staking Services are Not a Securities Offering
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In offering core staking services, these providers are not offering a security. When determining
whether a scheme or set of services is a security, the SEC and the courts generally look at the
catch-all category of “investment contract.” The test for determining whether a contract for
services could be an “investment contract” was first set out by the Supreme Court in its 1946
case, SEC v. W.J. Howey Co., and the SEC has used it as a touchstone for addressing the novel
structures created by the development of crypto and blockchain technology.

Although staking involves new technology, the analysis in this case, if applying Howey, is fairly
straightforward. As refined over the years, it involves four prongs:

e The investment of money (or value);

e Ina common enterprise;

e With the reasonable expectation of profits;

e Derived from the managerial efforts of others.

In order to be an investment contract, a set of services must meet all four elements, and core
staking as a service meets none. Additionally, an investigation into the economic reality of these
staking services, when overlaid on the risks that the securities laws are designed to
mitigate—and that underpin the Howey Court’s reasoning—further confirms the fact that this
type of staking service is a software service, and not an investment contract.

a. Investment of Money
Core staking services do not involve an investment of money

At the heart of the “investment of money” prong is financial risk. Whether an investment of cash
or of other assets, the courts have agreed that there must be risk of financial loss. The
“investment of money” prong narrows the forms of financial risk that concern the securities
laws. This risk, moreover, must be the sort of loss that accompanies an investment and not the
risk that every party to a contract faces when depending on the other party to perform its
agreed-upon role. That kind of investment risk 1s simply absent from the use of core staking
services, and therefore there is no investment contract, just a plain contract for services.

Although staking customers use the assets they own, and give up alternative uses of those assets
during the time they are staked, the opportunity cost of staking is not an investment. Unlike
investors in an enterprise, stakers who use these services retain full ownership over their assets at
all times, which means, by definition, there cannot be an investment of money. What these users
are giving up—the temporary alternative use of their assets—is the same whether they use this
type of service or stake on their own and cannot therefore be an investment in the staking service
as an enterprise. While users of core staking services instruct the service to stake their assets, and
may sacrifice other potential uses of those assets for the time being, this process does not involve
the kind of investment of money that concerned the Howey court.

By contrast, in Howey, although the investors entered into a services contract with W. J. Howey
Co., the primary risk they faced was not breach of contract, but the financial risk of a failed
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enterprise. If the company failed in its agricultural efforts, or if other risks, such as poor weather
or a depressed orange market, intervened, there would be msufficient oranges to sell to make up
the investors’ losses. The investors were making a bet on the ability of the company to
successfully grow and sell oranges at a profit, the company could perform every promised action
and yet the investors could still face a loss.

This analog does not exist in this model of staking services. Users of these staking services are
not making a bet on the success of the staking service provider as an enterprise. They are using
existing staking protocols to reap a benefit, which they could do directly, or through the service
provider as a convenience. While there is a risk that the service could fail to achieve the
promised capabilities, that failure would be a breach of contract, not a failed investment. Any
rewards the users receive are not investment gains. Reward payouts are simply the results of the
successful performance of compliant validation services, and are dictated by the protocol, not the
service provider. There is neither the risk that the service provider will fail to make good choices
about staking, nor that the provider failed to accurately predict and adjust for market events.
There is only the risk that the provider did or did not comply with a prescribed set of rules. That
is simple contractual risk—no different than the risk a car owner faces when trusting a vehicle to
a mechanic, or a homeowner in trusting the completion of renovations to a contractor—and is not
a risk the securities laws were intended to address.

b. Common Enterprise

There is no common enterprise among stakers or between stakers and service providers in core
staking services

Investors in a common enterprise need the protections of the federal securities laws because the
fate of their investment is tied to the fate of the enterprise—either through the seller, promoter, or
third party, or through one another—such that no investor can act independently to affect the
outcome of the investment. This vulnerability is categorically different from the kind of routine
counterparty risk that can be mitigated by ordinary commercial due diligence, and that is entirely
independent of the counterparty risk faced by other customers of a provider. In the context of
core staking services, while there may be a gathering together of assets, there is no joining of
fortunes and therefore no “common enterprise.”

Users of this kind of staking service retain full authority over their assets, with the ability to
unstake them, sell, hypothecate, vote, or pledge them or otherwise dispose of them independent
of the service provider and its other customers. In fact, because the assets belong to the user
throughout, the failure of the entire staking service provider has little effect on the user’s
property rights. The user will need only to find a new provider, or create the necessary set-up to
engage in staking as an individual.

The rewards that customers of core staking services receive are the same whether the customers
are using a service or staking on their own, and are unrelated to the performance of the service
provider. The rewards are consideration for the performance of validation tasks, and are
generated and earned based on the blockchain protocol’s rules, once a validator node
successfully completes its validation task. In other words, users holding identical assets can
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expect similar staking rewards because the protocol sets the rewards rates, but this is also the
case if they each stake on their own. Staking through this kind of service provider only increases
convenience, not rewards allocated by the blockchain protocol. Protocol-imposed reward rates
do not change whether assets are pooled together or not, or whether a validator node is operated
by a user or a service. Nor does the amount of assets staked by a particular node increase the
reward rate per asset—i.e., the protocol does not pay escalating rewards for staking more
assets.'?

A brief example illustrates the difference between the kind of non-security fee-for-service
arrangement that stockbrokers use (and that is analogous to the commissions received by staking
service providers) and the arrangements of investment managers. Courts have repeatedly
distinguished between the compensation of investment managers based on profits on the
appreciation of value of speculative assets—which satisfy vertical commonality—and fees
collected by stockbrokers “for every consummated transaction”—which do not. Why? Because
the former makes choices that affect the fortunes of the customer, and receive compensation
based on the value they create for their customers, whereas the latter only executes the actions
the customer has requested. Investment managers’ fortunes rise and fall with the choices they
make, as do the fortunes of their customers. Stockbrokers have no such relationship with their
customers. Similarly, the fortunes of core staking service providers and those of their customers,
are independent of one another and no common enterprise exists.

¢. Reasonable Expectation of Profit
Payment for services is not an expectation of profit

Core staking services also fail the “expectation of profit” prong because the rewards the users
receive are just payment for services rendered. As described above, the purpose of staking is to
provide a validation mechanism for a network or protocol. The rewards are consideration paid
for the validation services the asset owner provides by staking the assets. Those rewards are not
returns on investment; instead, they are service fees, set by the blockchain protocol, and are the
same whether the customer stakes on her own or through a service. However you stake, whether
on your own or through this type of service, the consideration you receive for services provided
1s not a reasonable expectation of a return on investment; it is just a fee paid for performing a
job.

The reason that “expectation of profit” is one of the prongs of Howey is once again financial risk.
An investor in a security needs information about the issuer and the planned enterprise to know
whether that enterprise is likely to produce a profit. The investor takes a risk on the
enterprise—ideally an informed one, thanks to mandated disclosures—and hopes that the risk
pays off. Users of this model of staking service take no such enterprise risk. There is no need to
evaluate the likely success or failure of a business plan. And there is no need for the securities

12 There is a common misperception that staking more assets earns a higher rate of reward. This is not true. While a
larger stake will produce larger rewards on some protocols, on a per foken basis the overall rate of return is typically
flat or declining with size. To our knowledge, no protocol pays escalating per token rewards based on the amount
staked. Such a feature would create economic incentives towards staker centralization, which could compromise the
security of a Proof of Stake network.
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laws. These staking rewards are not the “profits” the Howey court envisioned, and do not meet
this prong of the test.

d. Efforts of Others
Core staking services entail ministerial efforts and not the managerial efforts of others

While all four prongs of the Howey test must be met for an arrangement to constitute an offering
of an investment contract, it is the last prong—profits derived from the efforts of others—that
has typically required the closest analysis. Satisfying this prong requires that the investor rely on
the “efforts of others™ and, as later courts have held, those efforts must be characterized as
“undeniably significant ones, those essential managerial efforts which affect the failure or
success of the enterprise.”" Those that are merely ministerial or administrative do not rise to the
level required to satisfy this prong.'*

Core staking service providers exert no discretion and have no authority to deviate from the
terms of the service. There is no obligation or discretion for the service provider to seek out the
best opportunities and there is no need to build trust through disclosures mandated by the
securities laws. There is therefore no need for the types of disclosures securities laws require for
an investor to understand how discretion would be used, such as the key people making the
decisions, their backgrounds, the result of their decisions thus far, and their plans for the future.
This type of information, designed to help investors decide whether to trust individuals to make
good use of their money and generate profit, is not relevant in the context of core staking
services. Any protections consumers may need, such as clear terms of service and recourse under
contract law if the terms are violated, fall outside the remit of the SEC and outside the scope of
the securities laws.

I1I. How Past Commission Actions Can Inform The Treatment of Staking Services

Over the years, many market practices have emerged that raised novel questions, and led the
SEC to question the orthodoxy of its established regulatory positions. As with staking services
today, past Commissions have faced similar opportunities to establish preferred market practices
through the courts, and instead wisely pursued more measured and careful approaches. We offer
three past examples that could serve as a guide for this Commission.

a. 1973 Committee on Special Investment Advisory Services (SIAS)

Fifty years ago the Commission was faced with a similar question of how to determine whether
an emerging technology-based service is, in fact, an offering of a security. At that time, the SEC

3 SEC v. Glenn W. Turner Enters., Inc., 474 F.2d 476, 482 (9th Cir.), cert. denied, 414 U.S. 821 (1973).

14 SEC Strategic Hub for Innovation and Financial Technology, Framework for “Investment Contract” Analysis of
Digital Assets (April 3, 2019) at section I1.C.1 (stating that purchasers of digital assets do not rely on the “efforts of
others when those efforts are mmlsterlal in nature“), avallab]e at

; // : sets; S.E.C. v. Life Partners, Inc., 87
F.3d 536 545 (D C. Cir. 1996) {notmg that “purer mmxsterlal“ functions do not meet the threshold for managerial
efforts under the Howey test, and “[i]ndeed, quite the opposite is true™).
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evaluated the emerging use of computer technology in providing investment services to
individual clients. Some believed the provision of such services—which, given advances in
computer technology could be provided to customers at scale—might constituted an offering of
an investment contract, thus resulting in violations of the Securities Act of 1933 (the “Securities
Act”) and the Investment Company Act of 1940 (the “Investment Company Act”).

The genesis of this debate was the “uncertainty about the applicability of the [Securities Act and
the Investment Company Act]” that had arisen as a result of the SEC’s action in First National
City Bank (Citibank) and Merrill Lynch, Pierce, Fenner and Smith, Inc."” In this action, the SEC
claimed that, under Citibank’s SIAS, a customer's limited power of attorney giving Citibank
investment discretion and authorizing Merrill Lynch to accept instructions from Citibank
constituted an investment contract offered and sold in violation of the registration requirements
of the Securities Act. The issuance of such securities also, according to the SEC, resulted in the
creation of an investment company in violation of the Investment Company Act.'® As in the
Kraken matter, this was a settled action with no precedential value, but the SEC recognized that
it could nonetheless create uncertainty that merited clarifying action by the SEC.

The SEC created an Advisory Committee to help dispel the uncertainty First National created for
SIAS providers and to inform its regulatory process moving forward.'” In establishing the
Advisory Committee, then-Chairman Casey highlighted the SEC’s concern that the absence of
clear standards was actually inhibiting the provision of services and market activity that did not
implicate the securities laws.'® The aim of the Advisory Committee was to assist the SEC with
“developing clearer policies and guidelines” with respect to SIAS programs."” Its work was a
high priority for the SEC in order to help the Commission determine, among other things, how it
could embrace technology in a manner that would accommodate the needs of smaller market
participants.”

Based on the Advisory Committee’s recommendations, the SEC eventually adopted Rule 3a-4
under the Investment Company Act, which provides investment advisory programs with a
nonexclusive safe harbor exemption from the registration requirements of both the Securities Act
and the Investment Company Act.”' In the lengthy series of SEC rulemakings leading up to the
adoption of Rule 3a-4, the SEC expressly acknowledged that the law was unclear and could
result in inconsistent treatment of service providers on the issue of whether discretionary SIAS

13 SEC v. First Nat'l City Bank, SEC Lit. Rel. No. 4534 (Feb. 6, 1970) (“First National™).

'* Alan Rosenblat, Chief Counsel, SEC Division of Investment Management, and Staff Liaison to the Advisory
Committee, Some Thoughts on the Federal Securities Laws Regulating External Investment Management
Arrangements and the ALI Federal Securities Code Project, 124 U. Pa. L. Rev. 587, 667 (Jan. 1976).

'" See supra note 3.

' See SEC Rel. No. 33-5321 (Oct. 12, 1972) (announcing the formation of the Advisory Committee in tandem with
SEC Rel. No. 33-5325).

¥ Advisory Committee Report at 1.

2 SEC Chairman William J. Casey, “Where Are We Going?.” Address by Chairman Casey before the Economic Club
of Detroit (Sept. 18, 1972), at 10-11.

' SEC Rel. No. IC-22579 (Status of Investment Advisory Programs under the Investment Company Act of 1940)
(Mar. 24, 1997), available at https://www.sec.gov/rules/final/ic-22579.txt. This release also highlighted the SEC’s
Division of Corporation Finance indication that, if Rule 3a-4 were to be adopted, it would not recommend that the
Commission take enforcement action if interests in an investment advisory program operated in accordance with the
proposed rule's requirements were not registered under the Securities Act.
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programs involved a “common enterprise” under the Howey test and could therefore be
considered investment contracts.”” No such uncertainty existed for similar programs conducted
on nondiscretionary basis. In the intervening time between the issuance of the Advisory
Committee report and the adoption of Rule 3a-4, market participants were left to operate on the
basis of what guidance they could glean from a series of SEC staff no-action letters regarding
investment advisory programs.”

Almost fifty years later, this example offers a just-as-relevant approach to addressing the novel
legal issues around staking services. As was the case then, the SEC is facing a new technology
and would benefit from public engagement to both understand the issues and evaluate the best
way to consider regulation, while acknowledging where its oversight is unnecessary. Equally
important, the specific conclusions of the SEC in relation to SIAS services—that a lack of
discretion points to a lack of a securities offering—provide a useful analogy to the question of
how to consider staking services.

b. 2000 Regulation Fair Disclosure

In the 1990s, the SEC again faced uncertainty in the market about how the securities laws should
apply to a common industry practice. At that time, public companies would often share
information with a select group of analysts and investors in advance of making full disclosures to
the general public. The Commission was concerned that this was leading to a loss of investor
confidence in the integrity of our capital markets. In response, the Commission adopted
Regulation Fair Disclosure, and explained in its 2000 adopting release:

Issuer selective disclosure bears a close resemblance in this regard to ordinary “tipping”
and insider trading. In both cases, a privileged few gain an informational edge -- and the
ability to use that edge to profit -- from their superior access to corporate insiders, rather
than from their skill, acumen, or diligence.*

Importantly, rather than pursue potentially viable enforcement actions to make policy, the SEC
explicitly rejected that path and instead chose rulemaking as the more prudent course, stating:

While we have considered this approach -- and of course we remain free to bring such
cases where a selective disclosure does violate insider trading laws -- we do not agree
that this is the appropriate response to the legal uncertainties posed by current insider
trading law. In other contexts, we have been criticized for attempting to “make new law”

2 SEC Rel. No. IC-11391 (Individualized Inv. Mgmt. Servs.) (Oct. 10, 1980).

4 See, e.g., Shearson/American Express Incorporated, SEC No-Action Letter (July 13, 1983); Scudder Fund
Management Service, SEC No-Action Letter (Aug. 17, 1988); Westfield Consultants Group, Inc., SEC No-Action
Letter (Dec. 13, 1991). See also SEC Rel. No. 15292 (Nov. 2, 1978) (addressing reporting and filing requirements
for certain institutional investment managers and the scope of “investment discretion” under the Securities Exchange
Act of 1934); In re Clarke Lanzen Skalla Investment Firm, Inc., SEC Rel. No. IA-7180, at n.1 (June 16, 1995)
(noting that where asset holders take part in managed discretionary account programs but retain the indicia of
individual asset ownership, “[T]here is no common enterprise and, therefore, the programs are not issuing securities.
Because they are not ‘issuers,’ these programs are also not investment companies under Section 3(a) of the
Investment Company Act.”).

# SEC Rel. No. 33-7881 (Selective Disclosure and Insider Trading) (Aug. 15, 2000), available at:
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in an uncertain area by means of enforcement action and urged instead to seek to change
the law through notice-and-comment rulemaking. We believe that this rulemaking is the
more careful and considered response to the problem presented by selective disclosure.”

The Commission went on to explain that the more careful and considered approach that
rulemaking offered would prevent far greater damage to the marketplace by stating:

We note, in addition, that if we were successful in enforcement actions charging selective
disclosures as a form of fraudulent insider trading, the in terrorem effect of that success
(and the consequent chilling effect on issuers) would certainly be far greater than the
impact of the more measured approach we adopt today.*

This approach illustrates how rulemaking is a better path to market regulation, even when a
series of enforcement actions may be the faster and easier choice. The SEC’s treatment of staking
services similarly represents an uncertain area of securities regulation with the Commission
potentially holding beliefs that are at odds with common industry practices. Rather than selective
enforcement actions that require industry to infer how the Commission believes the law should
apply to other market participants, the market would be better served by a public dialogue on the
issues.

¢. 2017 The DAO Section 21(a) Report

The Commission has more recently in the context of crypto assets followed a similarly restrained
approach to deferring enforcement action over a widespread market practice. In 2017, the
Commission issued a Section 21(a) Investigative report on whether “The DAO,” an
unincorporated organization, had violated securities laws by conducting what is colloquially
called an Initial Coin Offering (ICO).”” The Commission made the determination that the DAO
tokens were securities and could have taken enforcement action, but instead issued the report as
an educational opportunity for market participants, making the marketplace aware of the types of
activity that would lead to an enforcement action. In their report, Commission staff stated:

In light of the facts and circumstances, the agency has decided not to bring charges in
this instance, or make findings of violations in the Report, but rather to caution the
industry and market participants: the federal securities laws apply to those who offer and
sell securities in the United States, regardless whether the issuing entity is a traditional
company or a decentralized autonomous organization, regardless whether those
securities are purchased using U.S. dollars or virtual currencies, and regardless whether
they are distributed in certificated form or through distributed ledger technology.*

The investigative report put the industry on notice about the Commission’s concern and
developing views around [ICO practices, and provided an opportunity for the industry to engage

Bd.
* Id. atn.16.
2T SEC Rel. No. 81207 (Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934:

The DAO) (July 25, 2017), available at https://www.sec.gov/litigation/investreport/34-81207.pdf.
* SEC Press Release, SEC Issues Investigative Report Concluding DAO Tokens, a Digital Asset, Were Securities,

(July 25, 2017), available at https://www.sec.gov/news/press-release/2017-131.
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with the SEC on potential paths forward, including by establishing shortly thereafter a new
strategic hub for innovation and financial technology (“FinHub”).>” Given the nascent state of the
market, this was the right approach at the time, and illustrates how a regulator can begin to set

guardrails while allowing innovation to proceed.

However, more than five years later, and despite the market having developed more fully, the
Commission has yet to propose rules that would permit the activity addressed in the report. As
we have separately advocated for,”® rulemaking is now the most appropriate next step to provide
a more durable framework, and to incorporate the best practices that have organically developed
for issuers of digital asset tokens that may implicate securities laws. Nonetheless, we believe that
the SEC started on the right path and could continue with actions that would provide an
appropriate registration and reporting framework for these issuers.

IV. Investment Company Act Rule 3a-4 Lessons for Staking Services

While the SEC’s process ultimately leading to the adoption of Rule 3a-4 provides a useful
example of a path that could be followed again today, the SEC’s statements made in its Rule 3a-4
adopting release already provide clear and unambiguous support for the fact that core staking
services do not constitute an offering of securities. In particular, as the SEC noted in its Rule
3a-4 adopting release, non-discretionary programs will not, among other things, result in the
issuance of “securities that are required to be registered under Section 5 of the Securities Act,
regardless of whether the program is operated in accordance with the provisions of [R]ule
3a-4.”" As discussed above, the staking services described herein do not involve any discretion
on the part of the staking service provider and, as such, do not result in the issuance of securities.

Nevertheless, and despite the fact that core staking services are not investment related and do not
involve the provision of investment advice, it is worth noting that the staking services described
in this letter are otherwise consistent with the provisions of the safe harbor.* In particular, every
core staking service customer “has the ability to impose reasonable restrictions on the
management of their respective accounts,” including the designation of particular assets that the
staking service provider should deploy.”” The staking service provider has no power, ability,
discretion or authority to unilaterally deploy customer assets into staking on behalf of its
customers. Further, each staking service customer receives real-time account information
containing a description of all relevant account activity,** and retains, with respect to all assets in

* SEC Press Release, SEC Launches New Srrategtc Hubfm Innovation and Financial Technology, (Oct. 18,
2018), available at https:// c

3 See Coinbase Global, Inc. Comment on SE(‘ Rulemakmg Petition No 4-789 (requesting that the Commission
propose and adopt rules to govern the regulation of securities that are offered and traded via digitally native
methods, including potential rules to identify which digital assets are securities) (Dec. 6, 2022) available at
https://www.sec.gov/comments/4-789/4789-20152418-320297.pdf.

1 SEC Rel. No. IC-22579 at Section 11.A, available at htips://www.sec.gov/rules/final/ic-22579.txt.
* Notably, IC Act Rule 3a-4 is available for any “sponsor” of an investment advisory program, regardless of their
status as an investment advisor. See id. at n.25; see also SEC, Division of Examinations, Risk Alert, Observations
from Examinations of Advisers that Provide Electronic Investment Advice, at n.2 (Nov. 9, 2021), available at
https://www.sec.gov/exams/announcement/risk-alert-electronic-investment-advice.
* Investment Company Act Rule 3a-4(a)(3). Note that the rule is drafted to apply to the provision of investment
advisory services related to securities, which are not applicable to the staking programs described herein.
* See id. at (a)(4).
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their respective account, to the same extent as if the client held the assets outside the program,
the right to:

e Withdraw his/her assets;
e Vote his/her assets, or delegate the authority to vote assets to another person;

e Be provided in a timely manner with a written confirmation or other notification of each
asset transaction, and all other documents required by law to be provided to asset holders;
and

e Proceed directly as an asset holder against the issuer of such asset in the client's account
and not be obligated to join any person involved in the operation of the program, or any
other client of the program, as a condition precedent to initiating such proceeding.™

While this rule may not be directly applicable to staking services that may constitute investment
contracts, the underlying principles provide a valuable precedent for the SEC in considering how
to address staking services. Additionally, we refer the SEC back to our December 6, 2022,
comment in which we provided detailed recommendations for how the SEC might approach a
workable registration process for investment contracts involving digital assets.

V.  Unintended Consequences of the Improper Application of Securities Laws

As markets become digitally native, it is critical that we get the relevant regulation right. This is
especially true for the proof-of-stake consensus mechanisms that enable Layer 1 blockchains to
record transactions and maintain the public ledgers in the digital asset ecosystem. The validation
process underlying the proof-of-stake consensus mechanism relies on the community of
blockchain users to ensure that network operations run efficiently and securely, and for their
participation they earn rewards. The computing services that support staking introduce efficiency
gains that enable broader participation by the user community.

As we explain throughout this letter, users of core staking services enter into contractual
arrangements and the investor protection concerns underlying securities laws do not exist in the
context of these services. Applying securities laws to these services does not improve the
operation, performance, security, or safety of the proof-of-stake validation process or distribution
of rewards. To the extent that a staking service model does constitute an investment contract,
there is currently no established path to registration or other means of ensuring the offering
complies with federal securities laws.

The SEC’s recent enforcement action against a staking provider could have significant economic
consequences to the digital asset ecosystem. In particular, the assertion by the SEC Chair that its
enforcement action “should make clear to the marketplace that staking-as-a-service providers
must register” creates strong economic incentive to leave the U.S. because (1) the SEC has not
offered a workable remediation path for registration, and, more importantly, (2) there is
widespread belief that there is no basis for registration for core staking service providers, as we
have articulated throughout this letter. Leaving or avoiding the U.S. as a domicile for economic

3% See id. at (a)(5).
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activity is a rational response to potential injunctions and financial penalties from unclear and
Inappropriate regulatory responsibilities.

Pushing legitimate business activity offshore undermines the mandate set forth by President
Biden in his executive order, which stated:

We must reinforce United States leadership in the global financial system and in
technological and economic competitiveness, including through the responsible
development of pavment innovations and digital assets. The United States has an interest
in ensuring that it remains at the forefront of responsible development and design of
digital assets and the technology that underpins new forms of payments and capital flows
in the international financial system.*®

The costs of offshoring the critical infrastructure of a nascent industry that already exceeds $1
trillion in value with an estimated 420 million participants®’ far outweighs any perceived benefit
that can be achieved by applying securities laws to the proof-of-stake consensus mechanism for
blockchains. Yet, this is the path we are on given the lack of industry recourse to the recent SEC
action.

The federal rulemaking process is designed to protect individuals and businesses against bad
customs such as these. Rulemaking requirements under the Administrative Procedure Act entail
public notice and comment, while other legislative requirements and executive orders stipulate
the cost benefit analysis of proposed rules. Of course, the public cannot compel the SEC to write
rules subject to these requirements, such as in response to our petition for rulemaking, but the
Commission should nonetheless adhere—in all of its actions—to the underlying responsibility
articulated by Congress and the President to ensure that its actions entail benefits to society that
outweigh the costs.

What problem is being solved?

The SEC could look to its own guidance on how to conduct an appropriate economic analysis in
pursuit of an appropriate regulatory outcome. The SEC published this guidance in 2012 to
improve its internal processes after losing in the courts for failing to adequately address the
economic effects of a new rule. The guidance recognizes the SEC’s statutory requirements and
directs staff to the following best practices in assessing the merit of a regulatory action:

It is widely recognized that the basic elements of a good regulatory economic analysis
are: (1) a statement of the need for the proposed action, (2) the definition of a baseline
against which to measure the likely economic consequences of the proposed regulation;
(3) the identification of alternative regulatory approaches,; and (4) an evaluation of the

-development-of-digital-assets/.
T Cryptocurrency Ownership Data, TripleA (Jan. 4, 2023),
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benefits and costs—both quantitative and qualitative—of the proposed action and the
main alternatives identified by the analysis.™

These best practices are based on the long adhered-to executive order issued in 1993 by
President Clinton and updated by subsequent administrations that directs federal agencies to
enact a regulatory system that:

...improves the performance of the economy without imposing unacceptable or
unreasonable costs on society, regulatory policies that recognize that the private sector
and private markets are the best engine for economic growth, regulatory approaches that
respect the role of State, local, and tribal governments, and regulations that are effective,
consistent, sensible, and understandable. *°

Implementation of these principles was formally adopted in the Office of Management and
Budget’s Circular A-4, which, among other key elements highlighted for federal agencies,
included the recommendation to solicit expert opinion, particularly early in the deliberative
process, stating:

As you design, execute, and write your regulatory analysis, you should seek out the
opinions of those who will be affected by the regulation as well as the views of those
individuals and organizations who may not be affected but have special knowledge or
insight into the regulatory issues. Consultation can be useful in ensuring that your
analysis addresses all of the relevant issues and that you have access to all pertinent
data. Early consultation can be especially helpful. You should not limit consultation to
the final stages of your analytical efforts.”

Finally, the National Markets Securities Improvement Act expressly directs the SEC to ensure
that an action is solving a problem in the public’s interest. Importantly, the Commission must do
this by including factors that go beyond just investor protection, such as whether the actions will
promote efficient and competitive markets.

Whenever pursuant to this title the Commission is engaged in rulemaking and is required
to consider or determine whether an action is necessary or appropriate in the public
interest, the Commission shall also consider, in addition to the protection of investors,
whether the action will promote efficiency, competition, and capital formation.*!

The Commission’s recent action fails to address any of these recommendations. The Commission
has not (1) identified a problem that securities laws can solve, (2) engaged the public, (3)

#* Memorandum from the Division of Risk, Strategy, and Financial Innovation and the Office of the General
C ounsel Current Guldance on Economlc Analy51s in SEC Rulemakings (Mar. 16 2012) at 21, available

' Pub. L. No. 104-290 (Oct. 11, 1996), available at
https://www.congress.gov/104/plaws/publ290/PLAW-104publ290.pdf
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solicited experts, (4) described the economic impact from its action, or (5) explained the societal
benefits that will result from it. Most importantly, the Commission has entirely failed to explain
how these actions, in addition to the protection of investors, will promote efficiency, competition,
and capital formation in the U.S. economy.

In promulgating an enforcement action that serves to enact policy on a widespread market
practice, the SEC has circumvented a rulemaking process that has served the American public
well for decades. And by circumventing the reasoned decision making process promoted by the
Administrative Procedure Act and other enacting statutes, the SEC is endangering America’s
competitiveness on the global stage. As digital asset markets develop, participants are
increasingly steering clear of the U.S. in favor of jurisdictions that are seeking to establish
themselves as crypto hubs by engaging with them through public consultations and viable
registration paths.

The consequence of offshoring digital asset activity will be felt most heavily by small businesses
and entrepreneurs who represent the backbone of the emerging digital asset ecosystem. The
initial innovation wave started with them, with today’s large companies like Coinbase having
their origins with humble beginnings and small development teams. Many of the small
development teams launching today are choosing to launch in jurisdictions with a more favorable
regulatory climate. As history has shown, innovation hubs are sticky and hard to displace once
they land, and persistent regulatory uncertainty in the U.S. could help to ensure that the next
innovation wave lands outside of its shores.

VI. Path Forward

We urge the Commission to take a different approach on the treatment of staking services. We
recognize that new technologies and practices can cause agencies like the SEC to feel a sense of
urgency in finding a way to fit them into existing regulatory frameworks, but pursuing public
engagement instead of using enforcement actions to impose regulatory requirements across a
new industry is the more prudent approach.

Enforcement actions that target one market participant but otherwise implicate all market
participants put industry in an untenable position. The Commission has previously recognized
the importance of not “making new law” in this way, and instead pursued notice and comment
rulemaking as the more careful and considered response to new technologies and market
practices. As we discussed in this letter, the Commission has also previously treated analogous
developments by engaging the public through Advisory Committees and by issuing an
investigative report, both which can be important precursors to rulemaking.

To learn more about staking and other digital asset technologies, the Commission could engage
with the public through its two standing SEC Committees—the Investor Advisory Committee
and Small Business Capital Formation Advisory Committee. The Commission could
alternatively host an industry roundtable, a tool commonly used by past Commissions when
interested in learning from industry about market practices. Commission staff could more
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generally make themselves available in public forums, by speaking at industry, academic, and
government events, to share views and solicit feedback.

Collaborative engagements such as these would put the SEC and its staff in a position to better
understand digital asset technology and its potential implication on securities laws. This would in
turn help the Commission and SEC better assess an appropriate path to addressing any residual
market concerns, which for staking services we believe would have been better addressed, if at
all, through notice and comment rulemaking.

The SEC’s role in protecting investors, ensuring fair, orderly and efficient markets, and
facilitating capital formation is key to preserving our exemplary capital markets. We encourage
the Commission to consider how our recommendations can help it to continue its work while
also identifying those areas over which its supervision is not needed, the better to conserve its
resources for its vital mission.

Sincerely,

P«w_5 e

Paul Grewal
Chief Legal Officer
Coinbase Global, Inc.
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States that the public is entitled to the fullest practica-

TITLE 5—GOVERNMENT ORGANIZATION AND EMPLOYEES

§ 564

HISTORICAL AND REVISION NOTES

ble information regarding the decisionmaking proc
of the Federal Government. It is the purpose of this Act
[see Short Title note set out above] to provide the public
with such information while protecting the rights of in-
dividuals and the ability of the Government to carry out
its responsibilities.””

§ 553. Rule making

(a) This section applies, according to the provi-
sions thereof, except to the extent that there is
involved—

(1) a military or foreign affairs function of
the United States; or

(2) a matter relating to agency management
or personnel or to public property, loans, grants,
benefits, or contracts.

(b) General notice of proposed rule making shall
be published in the Federal Register, unless per-
sons subject thereto are named and either person-
ally served or otherwise have actual notice there-
of in accordance with law. The notice shall in-
clude—

(1) a statement of the time, place, and nature
of public rule making proceedings;

(2) reference to the legal authority under which
the rule is proposed; and

(3) either the terms or substance of the pro-
posed rule or a description of the subjects and
issues involved.

Except when notice or hearing is required by stat-
ute, this subsection does not apply— '
(A) to interpretative rules, general statements
of policy, or rules of agency organization, pI 0-
cedure, or practice; or
(B) when the agency for good cause finds (and
incorporates the finding and a brief statement
of reasons therefor in the rules issued) that no-
tice and public procedure thereon are impracti-
cable, unnecessary, or contrary to the public in-
terest.

(c) After notice required by this section, the
agency shall give interested persons an opportu-
nity to participate in the rule making through
submission of written data, views, or arguments
with or without opportunity for oral presentation.
After consideration of the relevant matter present-
ed, the agency shall incorporate in the rules adopt-
ed a concise general statement of their basis and
purpose. When rules are required by statute to be
made on the record after opportunity for an agency
hearing, sections 556 and 557 of this title apply in-
stead of this subsection.

(d) The required publication or service of a sub-
stantive rule shall be made not less than 30 days
before its effective date, except—

(1) a substantive rule which grants or recog-
nizes an exemption or relieves a restriction;

(2) interpretative rules and statements of pol-
icy; or

(3) as otherwise provided by the agency for
good cause found and published with the rule.

(e) Each agency shall give an interested person
the right to petition for the issuance, amendment,
or repeal of a rule.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 383.)

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §4, 60
Stat. 238,

Dertvation US. Code

.| 5 U.S.C. 1003.

In subsection (a)(1), the words ‘‘or naval’” are omitted
as included in “‘military’’.

In subsection (b), the word “when"
“in any situation in which'".

In subsection (c¢), the words *‘for oral presentation’’ are
substituted for ““to present the same orally in any man-
ner”’. The words ‘‘sections 556 and 557 of this title apply
instead of this subsection’” are substituted for ‘“‘the re-
quirements of sections 1006 and 1007 of this title shall
apply in place of the provisions of this subsection'.

Standard changes are made to conform with the defi-
nitions applicable and the style of this title as outlined
in the preface to the report.

CODIFICATION

Section 553 of former Title 5, Executive Departments
and Government Officers and Employees, was transferred
to section 2245 of Title 7, Agriculture.

is substituted for

EXECUTIVE ORDER No. 12044
Ex. Ord. No. 12044, Mar. 23, 1978, 43 F.R. 12661, as amend-
ed by Ex. Ord. No. 12221, June 27, 1980, 45 F.R. 44249,
which related to the improvement of Federal regulations,
was revoked by Ex. Ord. No. 12291, Feb. 17, 1981, 46 F.R.
13193, formerly set out as a note under section 601 of this
title.

§ 564. Adjudications

(a) This section applies, according to the provi-
sions thereof, in every case of adjudication re-
quired by statute to be determined on the record
after opportunity for an agency hearing, except
to the extent that there is involved—

(1) a matter subject to a subsequent trial of
the law and the facts de novo in a court;

(2) the selection or tenure of an employee, ex-
cept a'® administrative law judge appointed un-
der section 3105 of this title;

(3) proceedings in which decisions rest solely
on inspections, tests, or elections;

(4) the conduct of military or foreign affairs
functions;

(5) cases in which an agency is acting as an
agent for a court; or

(6) the certification of worker representatives.

(b) Persons entitled to notice of an agency hear-
ing shall be timely informed of—
(1) the time, place, and nature of the hearing;
(2) the legal authority and jurisdiction under
which the hearing is to be held; and
(3) the matters of fact and law asserted.

When private persons are the moving parties, other
parties to the proceeding shall give prompt no-
tice of issues controverted in fact or law; and in
other instances agencies may by rule require re-
sponsive pleading. In fixing the time and place for
hearings, due regard shall be had for the conven-
ience and necessity of the parties or their repre-
sentatives.

(c) The agency shall give all interested parties
opportunity for—

(1) the submission and consideration of facts,
arguments, offers of settlement, or proposals of
adjustment when time, the nature of the pro-
ceeding, and the public interest permit; and

150 in original.
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§ 655

(2) to the extent that the parties are unable

so to determine a controversy by consent, hear-

_ing and decision on notice and in accordance
with sections 556 and 557 of this title.

(d) The employee who presides at the reception
of evidence pursuant to section 556 of this title
shall make the recommended decision or initial
decision required by section 557 of this title, un-
less he becomes unavailable to the agency. Except
to the extent required for the disposition of ex
parte matters as authorized by law, such an em-
ployee may not—

(1) consult a person or party on a fact in is-
sue, unless on notice and opportunity for all
parties to participate; or

(2) be responsible to or subject to the super-
vision or direction of an employee or agent en-
gaged in the performance of investigative or
prosecuting functions for an agency.

An employee or agent engaged in the performance
of investigative or prosecuting functions for an
agency in a case may not, in that or a factually
related case, participate or advise in the decision,
recommended decision, or agency review pursuant
to section 557 of this title, except as witness or
counsel in public proceedings. This subsection does
not apply—

(A) in determining applications for initial li-
censes;

(B) to proceedings involving the validity or
application of rates, facilities, or practices of
public utilities or carriers; or

(C) to the agency or a member or members of
the body comprising the agency.

(e) The agency, with like effect as in the case of
other orders, and in its sound discretion, may is-
sue a declaratory order to terminate a controver-
sy or remove uncertainty.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 384; Pub. L.
95-251, §2(a)(1), Mar. 27, 1978, 92 Stat. 183.)

HISTORICAL AND REVISION NOTES

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §5, 60
Stat. 239.

Derivation US. Code

5 U.S.C. 1004.

In subsection (a)(2), the word “‘employee’’ is substituted
for “‘officer or employee of the United States" in view of
the definition of “employee’’ in section 2105.

In subsection (a)(4), the word ‘‘naval’’ is omitted as in-
cluded in **military’’.

In subsection (a)(5), the word ‘‘or’’ is substituted for
“and’’ since the exception is applicable if any one of the
factors are involved.

In subsection (a)(6), the word “‘worker’’ is substituted
for ‘““‘employee’’, since the latter is defined in section 2105
as meaning Federal employees.

In subsection (b), the word “When'' is substituted for
“In instances in which".

In subsection (c)(2), the comma after the word '‘hear-
ing’’ is omitted to correct an editorial error.

In subsection (d), the words “The employee'’ and - ‘such
an employee’’ are substituted in the first two sentences
for ““The same officers' and ‘‘such officers’ in view of
the definition of “employee’” in section 2105. The word
“officer’ is omitted in the third and fourth sentences as
included in “‘employee’’ as defined in section 2105. The
prohibition in the third and fourth sentences is restated
in positive form. In paragraph (C) of the last sentence,
the words ‘‘in any manner’ are omitted as surplusage.
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Standard changes are made to conform with the defi-
nitions applicable and the style of this title as outlined
in the preface to the report.

CODIFICATION

Section 554 of former Title 5, Executive Departments
and Government Officers and Employees, was transferred
to section 2246 of Title 7, Agriculture.

AMENDMENTS

1978—Subsec. (a)(2). Pub. L. 95-251 substituted *“‘admin-
istrative law judge’’ for “‘hearing examiner”.

§ 5556. Ancillary matters

(a) This section applies, according to the provi-
sions thereof, except as otherwise provided by this
subchapter.

(b) A person compelled to appear in person be-
fore an agency or representative thereof is enti-
tled to be accompanied, represented, and advised
by counsel or, if permitted by the agency, by other
qualified representative. A party is entitled to ap-
pear in person or by or with counsel or other duly
qualified representative in an agency proceeding.
So far as the orderly conduct of public business
permits, an interested person may appear before
an agency or its responsible employees for the pres-
entation, adjustment, or determination of an is-
sue, request, or controversy in a proceeding, wheth-
er interlocutory, summary, or otherwise, or in con-
nection with an agency function. With due regard
for the convenience and necessity of the parties
or their representatives and within a reasonable
time, each agency shall proceed to conclude a
matter presented to it. This subsection does not
grant or deny a person who is not a lawyer the
right to appear for or represent others before an
agency or in an agency proceeding.

(c¢) Process, requirement of a report, inspection,
or other investigative act or demand may not be
issued, made, or enforced except as authorized by
law. A person compelled to submit data or evi-
dence is entitled to retain or, on payment of law-
fully prescribed costs, procure a copy or tran-
script thereof, except that in a nonpublic inves-
tigatory proceeding the witness may for good cause
be limited to inspection of the official transcript
of his testimony.

(d) Agency subpenas authorized by law shall be
issued to a party on request and, when required
by rules of procedure, on a statement or showing
of general relevance and reasonable scope of the
evidence sought. On contest, the court shall sus-
tain the subpena or similar process or demand to
the extent that it is found to be in accordance
with law. In a proceeding for enforcement, the
court shall issue an order requiring the appear-
ance of the witness or the production of the evi-
dence or data within a reasonable time under pen-
alty of punishment for contempt in case of con-
tumacious failure to comply.

(e) Prompt notice shall be given of the denial in
whole or in part of a written application, petition,
or other request of an interested person made in
connection with any agency proceeding. Except
in affirming a prior denial or when the denial is
self-explanatory, the notice shall be accompanied
by a brief statement of the grounds for denial.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 385.)
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HISTORICAL AND REVISION NOTES

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §6, 60
Stat. 240.

U.S. Code

5 1.8.C. 1005.

In subsection (b), the words *‘is entitled” are substitut-

ed for “‘shall be accorded the right’’. The word ‘‘officers’™

is omitted as included in “employees’ in view of the defi-
nition of “‘employee’’ in section 2105. The words “With
due regard for the convenience and necessity of the par-
ties or their representatives and within a reasonable time'’
are substituted for “with reasonable dispatch’” and ‘“‘ex-
cept that due regard. shall be had for the convenience and
necessity of the parties or thelr representatives'’. The
prohibition in the last sentence is restated in positive
form and the words ‘““This subsection does not'' are sub-
stituted for ““Nothing herein shall be construed either
to'.

In subsection (c¢), the words ““in any manner or for any
purpose’’ are omitted as surplusage.

In subsection (e), the word “brief'’ is substituted for
“‘simple’’. The words ‘‘of the grounds for denial’’ are sub-
stituted for “‘of procedural or other grounds’ for clarity.

Standard changes are made to conform with the defi-
nitions applicable and the style of this title as outlined
in the preface to the report.

CODIFICATION

Section 555 of former Title 5, Executive Departments
and Government Officers and Employees, was transferred
to section 2247 of Title 7, Agriculture.

§ 556. Hearings; presiding employees; powers and
duties; burden of proof; evidence; record as
basis of decision

(a) This section applies, according to the provi-
sions thereof, to hearings required by section 553
or 554 of this title to be conducted in accordance
with this section.

(b) There shall preside at the taking of evi-
dence—

(1) the agency;

(2) one or more members of the body which
comprises the agency; or

(3) one or more administrative law judges ap-
pointed under section 3105 of this title.

This subchapter does not supersede the conduct of
specified classes of proceedings, in whole or in
part, by or before boards or other employees spe-
cially provided for by or designated under statute.
The functions of presiding employees and of em-
ployees participating in decisions in accordance
with section 557 of this title shall be conducted in
an impartial manner. A presiding or participating
employee may at any time disqualify himself. On
the filing in good faith of a timely and sufficient
affidavit of personal bias or other disqualification
of a presiding or participating employee, the agency
shall determine the matter as a part of the record
and decision in the case.

(c) Subject to published rules of the agency and
within its powers, employees presiding at hear-
ings may—

(1) administer oaths and affirmations;

(2) issue subpenas authorized by law;

(3) rule on offers of proof and receive relevant
evidence;

(4) take depositions or have depositions taken
when the ends of justice would be served;

(5) regulate the course of the hearing;

(6) hold conferences for the settlement or sim- -

plification of the issues by consent of the par-
ties or by the use of alternative means of dis-

TITLE 5—GOVERNMENT ORGANIZATION AND EMPLOYEES

§ 656

pute resolution as provided in subchapter IV of
this chapter;

(7) inform the parties as to the availability of
one or more alternative means of dispute reso-
lution, and encourage use of such methods;

(8) require the attendance at any conference
held pursuant to paragraph (6) of at least one
representative of each party who has authority
to negotiate concerning resolution of issues in
controversy;

(9) dispose of procedural requests or similar
matters;

(10) make or recommend decisions in accord-
ance with section 557 of this title; and

(11) take other action authorized by agency
rule consistent with this subchapter.

(d) Except as otherwise provided by statute, the
proponent of a rule or order has the burden of
proof. Any oral or documentary evidence may be
received, but the agency as a matter of policy
shall provide for the exclusion of irrelevant, im-
material, or unduly repetitious evidence. A sanc-
tion may not be imposed or rule or order issued
except on consideration of the whole record or
those parts thereof cited by a party and support-
ed by and in accordance with the reliable, proba-
tive, and substantial evidence. The agency may,
to the extent consistent with the interests of jus-
tice and the policy of the underlying statutes ad-
ministered by the agency, consider a violation of
section 557(d) of this title sufficient grounds for a
decision adverse to a party who has knowingly
committed such violation or knowingly caused such
violation to occur. A party is entitled to present
his case or defense by oral or documentary evi-
dence, to submit rebuttal evidence, and to con-
duct such cross-examination as may be required
for a full and true disclosure of the facts. In rule
making or determining claims for money or bene-
fits or applications for initial licenses an agency
may, when a party will not be prejudiced therehby,
adopt procedures for the submission of all or part
of the evidence in written form.

(e) The transcript of testimony and exhibits,
together with all papers and requests filed in the
proceeding, constitutes the exclusive record for
decision in accordance with section 557 of this
title and, on payment of lawfully prescribed costs,
shall be made available to the parties. When an
agency decision rests on official notice of a mate-
rial fact not appearing in the evidence in the record,
a party is entitled, on timely request, to an op-
portunity to show the contrary.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 386; Pub. L.
94-409, §4(c), Sept. 13, 1976, 90 Stat. 1247; Pub. L.
95-251, §2(a)(1), Mar. 27, 1978, 92 Stat. 183; Pub. L.
101-552, §4(a), Nov. 15, 1990, 104 Stat. 2737.) .

HISTORICAL AND REVISION NOTES

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §7, 60
Stat. 241,

US. Code

5 U.8.C. 1006.

In subsection (b), the words “hearing examiners’” are
substituted for “‘examiners’ in paragraph (3) for clarity.
The prohibition in the second sentence is restated in posi-
tive form and the words ‘‘This subchapter does not'” are
substituted for ‘‘but nothing in this chapter shall be deemed
to", The words “employee’ and ‘“‘employees'’ are substitut-
ed for “‘officer’’ and “‘officers’ in view of the definition of
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effective date of an agency action or to preserve
status or rights pending conclusion of the review
proceedings.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 393.)

HISTORICAL AND REVISION NOTES

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §10(d),
60 Stat. 243.
Standard changes are made to conform with the defi-
nitions applicable and the style of this title as outlined
in the preface of this report.

§ 706. Scope of review

To the extent necessary to decision and when
presented, the reviewing court shall decide all rel-
evant questions of law, interpret constitutional
and statutory provisions, and determine the mean-
ing or applicability of the terms of an agency ac-
tion. The reviewing court shall—

(1) compel agency action unlawfully withheld
or unreasonably delayed; and

(2) hold unlawful and set aside agency action,
findings, and conclusions found to be—

(A) arbitrary, capricious, an abuse of dis-
cretion, or otherwise not in accordance with
law;

(B) contrary to constitutional right, power,
privilege, or immunity;

(C) in excess of statutory jurisdiction, author-
ity, or limitations, or short of statutory right;

(D) without observance of procedure required
by law;

(E) unsupported by substantial evidence in
a case subject to sections 556 and 557 of this
title or otherwise reviewed on the record of
an agency hearing provided by statute; or

(F) unwarranted by the facts to the extent
that the facts are subject to trial de novo by
the reviewing court.

In making the foregoing determinations, the court
shall review the whole record or those parts of it
cited by a party, and due account shall be taken
of the rule of prejudicial error.

(Pub. L. 89-554, Sept. 6, 1966, 80 Stat. 393.)

HISTORICAL AND REVISION NOTES

Derivation US. Code

.| 5 U.S.C. 1009(d).

Revised Statutes and
Statutes at Large

June 11, 1946, ch. 324, §10(e),
60 Stat. 243

Derivation U8 Code

.| 5 U.8.C. 1009(e).

Standard changes are made to conform with the defi-
nitions applicable and the style of this title as outlined
in the preface of this report.

ABBREVIATION OF RECORD

Pub. L. 85-791, Aug. 28, 1958, 72 Stat. 941, which author-
ized abbreviation of record on review or enforcement of
orders of administrative agencies and review on the origi-
nal papers, provided, in section 35 thereof, that: “This
Act [see Tables for classification] shall not be construed
to repeal or modify any provision of the Administrative
Procedure Act [see Short Title note set out preceding
section 551 of this title].”

CHAPTER 8—CONGRESSIONAL REVIEW OF
AGENCY RULEMAKING

Sec,
801. Congressional review.

TITLE 5—GOVERNMENT ORGANIZATION AND EMPLOYEES

§ 801

BC.
802. Congressional disapproval procedure.
803. Special rule on statutory, regulatory, and ju-
dicial deadlines.
804. Definitions.
805. Judicial review.
806. Applicability; severability.
807. Ezemption for monetary palicy.
808. Effective date of certain rules.

§ 801. Congressional review

(a)(1)(A) Before a rule can take effect, the Fed-
eral agency promulgating such rule shall submit
to each House of the Congress and to the Comp-
troller General a report containing—

(i) a copy of the rule;

(ii) a concise general statement relating to
the rule, including whether it is a major rule;
and

(iii) the proposed effective date of the rule.

(B) On the date of the submission of the report
under subparagraph (A), the Federal agency pro-
mulgating the rule shall submit to the Comptrol-
ler General and make available to each House of
Congress—

(i) a complete copy of the cost-benefit anal-
ysis of the rule, if any;

(ii) the agency’s actions relevant to sections
603, 604, 605, 607, and 609;

(iii) the agency’s actions relevant to sections
202, 203, 204, and 205 of the Unfunded Mandates
Reform Act of 1995; and

(iv) any other relevant information or require-
ments under any other Act and any relevant Ex-
ecutive orders.

(C) Upon receipt of a report submitted under
subparagraph (A), each House shall provide copies
of the report to the chairman and ranking mem-
ber of each standing committee with jurisdiction
under the rules of the House of Representatives or
the Senate to report a bill to amend the provision
of law under which the rule is issued.

(2)(A) The Comptroller General shall provide a
report on each major rule to the committees of
jurisdiction in each House of the Congress by the
end of 15 calendar days after the submission or
publication date as provided in section 802(b)(2).
The report of the Comptroller General shall in-
clude an assessment of the agency’s compliance

.with procedural steps required by paragraph (1)(B).

(B) Federal agencies shall cooperate with the
Comptroller General by providing information rel-
evant to the Comptroller General's report under
subparagraph (A).

(3) A major rule relating to a report submitted
under paragraph (1) shall take effect on the latest
of—

(A) the later of the date occurring 60 days af-
ter the date on which—
(i) the Congress receives the report submit-
ted under paragraph (1); or
(ii) the rule is published in the Federal Reg-
. ister, if so published;

(B) if the Congress passes a joint resolution of
disapproval described in section 802 relating to
the rule, and the President signs a veto of such
resolution, the earlier date—

(i) on which either House of Congress votes
and fails to override the veto of the Presi-

dent; or .
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effectiveness or enforcement of the order, and
the court shall have jurisdiction to enter such
an order. A respondent served with a temporary
cease-and-desist order entered without a prior
Commission hearing may not apply to the court
except after hearing and decision by the Com-
mission on the respondent’s application under
paragraph (1) of this subsection.

(3) No automatic stay of temporary order

The commencement of proceedings under para-
graph (2) of this subsection shall not, unless
specifically ordered by the court, operate as a
stay of the Commission’s order.

(4) Exclusive review

Section 77i(a) of this title shall not apply to a
temporary order entered pursuant to this sec-
tion.

(e) Authority to enter order requiring accounting
and disgorgement

In any cease-and-desist proceeding under sub-
section (a), the Commission may enter an order
requiring accounting and disgorgement, including
reasonable interest. The Commission is author-
ized to adopt rules, regulations, and orders con-
cerning payments to investors, rates of interest,
periods of accrual, and such other matters as it
deemns appropriate to implement this subsection.

(f) Authority of the Commission to prohibit per-
sons from serving as officers or directors

In any cease-and-desist proceeding under sub-
section (a), the Commission may issue an order
to prohibit, conditionally or unconditionally, and
permanently or for such period of time as it shall
determine, any person who has violated section
T7a(a)(1) of this title or the rules or regulations
thereunder, from acting as an officer or director
of any issuer that has a class of securities reg-
istered pursuant to section 78! of this title, or
that is required to file reports pursuant to sec-
tion 780(d) of this title, if the conduct of that per-
son demonstrates unfitness to serve as an officer
or director of any such issuer.

(g) Authority to impose money penalties
(1) Grounds

In any cease-and-desist proceeding under sub-
section (a), the Commission may impose a civil
penalty on a person if the Commission finds, on
the record, after notice and opportunity for hear-
ing, that—

(A) such person—

(i) is violating or has violated any provi-
sion of this subchapter, or any rule or regu-
lation issued under this subchapter; or

(ii) is or was a cause of the violation of
any provision of this subchapter, or any rule
or regulation thereunder; and

(B) such penalty is in the public interest.
(2) Maximum amount of penalty
(A) First tier

The maximum amount of a penalty for each
act or omission described in paragraph (1) shall
be $7,500 for a natural person or $75,000 for
any other person.

(B) Second tier

Notwithstanding subparagraph (A), the max-
imum amount of penalty for each such act or
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omission shall be $75,000 for a natural person
or $375,000 for any other person, if the act or
omission described in paragraph (1) involved
fraud, deceit, manipulation, or deliberate or
reckless disregard of a regulatory requirement.

(C) Third tier

Notwithstanding subparagraphs (A) and (B),
the maximum amount of penalty for each such
act or omission shall be $150,000 for a natural
person or $725,000 for any other person, if—

(i) the act or omission described in para-
graph (1) involved fraud, deceit, manipula-

tion, or deliberate or reckless disregard of a

regulatory requirement; and

(ii) such act or omission directly or indi-
rectly resulted in—

(I) substantial losses or created a sig-
nificant risk of substantial losses to other
persons; or

(IT) substantial pecuniary gain to the
person who committed the act or omis-
sion.

(3) Evidence concerning ability to pay

In any proceeding in which the Commission
may impose a penalty under this section, a re-
spondent may present evidence of the ability of
the respondent to pay such penalty. The Com-
mission may, in its discretion, consider such
evidence in determining whether such penalty
is in the public interest. Such evidence may re-
late to the extent of the ability of the respond-
ent to continue in business and the collectabil-
ity of a penalty, taking into account any other
claims of the United States or third parties upon
the assets of the respondent and the amount of
the assets of the respondent.

(May 27, 1933, ch. 38, title I, § 8A, as added Pub. L.
101-429, title I, §102, Oct. 15, 1990, 104 Stat. 933;
amended Pub. L. 107-204, title XI, §1105(b), July
30, 2002, 116 Stat. 809; Pub. L. 111-203, title IX,
§929P(a)(1), July 21, 2010, 124 Stat. 1862.)

AMENDMENTS

2010—Subsec. (g). Pub. L. 111-203 added subsec. (g).
2002—Subsec. (f). Pub. L. 107-204 added subsec. (f).

EFFECTIVE DATE OF 2010 AMENDMENT

Amendment by Pub. L. 111-203 effective 1 day after
July 21, 2010, except as otherwise provided, see section 4
of Pub. L. 111-203, set out as an Effective Date note un-
der section 5301 of Title 12, Banks and Banking.

EFFECTIVE DATE

Section effective Oct. 15, 1990, with provisions relating
to civil penalties and accounting and disgorgement, see
section 1(c)(1) and (2) of Pub. L. 101-429, set out in an
Effective Date of 1990 Amendment note under section 77g
of this title.

§ 77i. Court review of orders

(a) Any person aggrieved by an order of the
Commission may obtain a review of such order in
the court of appeals of the United States, within
any circuit wherein such person resides or has his
principal place of business, or in the United States
Court of Appeals for the District of Columbia, by
filing in such Court, within sixty days after the
entry of such order, a written petition praying
that the order of the Commission be modified or
be set aside in whole or in part. A copy of such
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petition shall be forthwith transmitted by the clerk
of the court to the Commission, and thereupon
the Commission shall file in the court the record
upon which the order complained of was entered,
as provided in section 2112 of title 28. No objection
to the order of the Commission shall be consid-
ered by the court unless such objection shall have
been urged before the Commission. The finding of
the Commission as to the facts, if supported by
evidence, shall be conclusive. If either party shall
apply to the court for leave to adduce additional
evidence, and shall show to the satisfaction of the
court that such additional evidence is material
and that there were reasonable grounds for fail-
ure to adduce such evidence in the hearing before
the Commission, the court may order such addi-
tional evidence to be taken before the Commis-
sion and to be adduced upon the hearing in such
manner and upon such terms and conditions as to
the court may seem proper. The Commission may
modify its findings as to the facts, by reason of
the additional evidence so taken, and it shall file
such modified or new findings, which, if support-
ed by evidence, shall be conclusive, and its rec-
ommendation, if any, for the modification or set-
ting aside of the original order. The jurisdiction
of the court shall be exclusive and its judgment
and decree, affirming, modifying, or setting aside,
in whole or in part, any order of the Commission,
shall be final, subject to review by the Supreme
Court of the United States upon certiorari or cer-
tification as provided in section 1254 of title 28.

(b) The commencement of proceedings under sub-
section (a) shall not, unless specifically ordered
by the court, operate as a stay of the Commi-
ssion's order.

(May 27, 1933, ch. 38, title I, §9, 48 Stat. 80; Pub. L.
85-791, §9, Aug. 28, 1958, 72 Stat. 945; Pub. L. 100-181,
title 11, §206, Dec. 4, 1987, 101 Stat. 1252.)

AMENDMENTS

1987—Subsec. (a). Pub. L. 100-181 substituted *‘court of
appeals’” for ‘“Circuit Court of Appeals’, ““United States
Court of Appeals for the District of Columbia, by filing
in such Court’ for ‘‘Court of Appeals of the District of
Columbia, by filing in such court”, and ‘“‘section 1254 of
title 28" for “*sections 239 and 240 of the Judicial Code, as
amended (U.8.C., title 28, secs. 346 and 347)"".

1958—Subsec. (a). Pub. L. 85-791, in second sentence,
substituted ‘‘transmitted by the clerk of the court to"
for “served upon’, struck out ‘‘certify and’’ before ‘‘file
in the court’, struck out ‘‘a transcript of’’ after '‘file in
the court’, and inserted ‘‘as provided in section 2112 of
title 28",

TRANSFER OF FUNCTIONS

For transfer of functions of Securities and Exchange
Commission, with certaln exceptions, to Chairman of
such Commission, see Reorg. Flan No. 10 of 1950, §§1, 2,
eff. May 24, 1950, 15 F.R. 3175, 64 Stat. 1265, set out under
section 78d of this title.

§ 77j. Information required in prospectus

(a) Information in registration statement; docu-
ments not required
Except to the extent otherwise permitted or re-
quired pursuant to this subsection or subsections
(¢), (d), or (e)—

(1) a prospectus relating to a security other
than a security issued by a foreign government
or political subdivision thereof, shall contain
the information contained in the registration
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statement, but it need not include the documents
referred to in paragraphs (28) to (32), inclusive,
of schedule A of section T7aa of this title;

(2) a prospectus relating to a security issued
by a foreign government or political subdivision
thereof shall contain the information contained
in the registration statement, but it need not
include the documents referred to in paragraphs
(13) and (14) of schedule B of section 77aa of
this title;

(3) notwithstanding the provisions of paragraphs
(1) and (2) of this subsection when a prospectus
is used more than nine months after the effec-
tive date of the registration statement, the in-
formation contained therein shall be as of a
date not more than sixteen months prior to such
use, so far as such information is known to the
user of such prospectus or can be furnished by
such user without unreasonable effort or expense;

(4) there may be omitted from any prospectus
any of the information required under this sub-
section which the Commission may by rules or
regulations designate as not being necessary or
appropriate in the public interest or for the pro-
tection of investors.

(b) Summarizations and omissions allowed by
rules and regulations

In addition to the prospectus permitted or re-
quired in subsection (a), the Commission shall by
rules or regulations deemed necessary or appro-
priate in the public interest or for the protection
of investors permit the use of a prospectus for
the purposes of subsection (b)(1) of section 77e of
this title which omits in part or summarizes in-
formation in the prospectus specified in subsec-
tion (a). A prospectus permitted under this sub-
section shall, except to the extent the Commis-
sion by rules or regulations deemed necessary or
appropriate in the public interest or for the pro-
tection of investors otherwise provides, be filed
as part of the registration statement but shall
not be deemed a part of such registration state-
ment for the purposes of section 77k of this title.
The Commission may at any time issue an order
preventing or suspending the use of a prospectus
permitted under this subsection, if it has reason
to believe that such prospectus has not been filed
(if required to be filed as part of the registration
statement) or includes any untrue statement of a
material fact or omits to state any material fact
required to be stated therein or necessary to make
the statements therein, in the light of the cir-
cumstances under which such prospectus is or is
to be used, not misleading. Upon issuance of an
order under this subsection, the Commission shall
give notice of the issuance of such order and op-
portunity for hearing by personal service or the
sending of confirmed telegraphic notice. The Com-
mission shall vacate or modify the order at any
time for good cause or if such prospectus has been
filed or amended in accordance with such order.

(¢) Additional information required by rules and
regulations
Any prospectus shall contain such other infor-
mation as the Commission may by rules or regu-
lations require as being necessary or appropriate
in the public interest or for the protection of in-
vestors.
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out as a note under section 5301 of Title 12, Banks and
Banking.

DEFINITION

For definition of “Commission’ as used in this section,
see section 5301 of Title 12, Banks and Banking.

§ 78d-9. Report on oversight of national securi-
ties associations

(a) Report required

Not later than 2 years after July 21, 2010, and
every 3 years thereafter, the Comptroller General
of the United States shall submit to the Commit-
tee on Banking, Housing, and Urban Affairs of
the Senate and the Committee on Financial Serv-
jces of the House of Representatives a report that
includes an evaluation of the oversight by the Com-
mission of national securities associations regis-
tered under section 780-3 of this title with respect
to—

(1) the governance of such national securities
associations, including the identification and man-
agement of conflicts of interest by such nation-
al securities associations, together with an anal-
ysis of the impact of any conflicts of interest
on the regulatory enforcement or rulemaking
by such national securities associations;

(2) the examinations carried out by the na-
tional securities associations, including the ex-
pertise of the examiners;

(3) the executive compensation practices of such
national securities associations;

(4) the arbitration services provided by the
national securities associations;

(5) the review performed by national securi-
ties associations of advertising by the members
of the national securities associations;

(6) the cooperation with and assistance to State
securities administrators by the national secu-
rities associations to promote investor protec-
tion;

(7T) how the funding of national securities as-
sociations is used to support the mission of the
national securities associations, including—

(A) the methods of funding;

(B) the sufficiency of funds;

(C) how funds are invested by the national
securities association pending use; and

(D) the impact of the methods, sufficiency,
and investment of funds on regulatory enforce-
ment by the national securities associations;

(8) the policies regarding the employment of
former employees of national securities associa-
tions by regulated entities;

(9) the ongoing effectiveness of the rules of
the national securities associations in achiev-
ing the goals of the rules;

(10) the transparency of governance and ac-
tivities of the national securities associations;
and

(11) any other issue that has an impact, as de-
termined by the Comptroller General, on the ef-
fectiveness of such national securities associa-
tions in performing their mission and in deal-
ing fairly with investors and members;®

18 in original. The semicolon probably should be a period.
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(b) Reimbursements for cost of reports
(1) Reimbursements required

The Commission shall reimburse the Govern-
ment Accountability Office for the full cost of
making the reports under subsection (a), as billed
therefor by the Comptroller General.

(2) Crediting and use of reimbursements

Such reimbursements shall—

(A) be credited to the appropriation account
“*Salaries and Expenses, Government Account-
ability Office’’ current when the payment is
received; and

(B) remain available until expended.

(Pub. L. 111-203, title IX, §964, July 21, 2010, 124
Stat. 1910.)

CODIFICATION

Section was enacted as part of the Investor Protection
and Securities Reform Act of 2010 and also as part of the
Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act, and not as part of the Securities Exchange Act
of 1934 which comprises this chapter.

EFFECTIVE DATE

Section effective 1 day after July 21, 2010, except as
otherwise provided, see section 4 of Pub. L. 111-203, set
out as a note under section 5301 of Title 12, Banks and
Banking.

DEFINITIONS

For definitions of terms used in this section, see sec-
tion 5301 of Title 12, Banks and Banking.

§ 78e. Transactions on unregistered exchanges

It shall be unlawful for any broker, dealer, or
exchange, directly or indirectly, to make use of
the mails or any means or instrumentality of inter-
state commerce for the purpose of using any fa-
cility of an exchange within or subject to the ju-
risdiction of the United States to effect any trans-
action in a security, or to report any such trans-
action, unless such exchange (1) is registered as
national securities exchange under section 78f of
this title, or (2) is exempted from such registra-
tion upon application by the exchange because, in
the opinion of the Commission, by reason of the
limited volume of transactions effected on such
exchange, it is not practicable and not necessary
or appropriate in the public interest or for the
protection of investors to require such registra-
tion.

(June 6, 1934, ch. 404, title I, §5, 48 Stat. 885.)

TRANSFER OF FUNCTIONS
For transfer of functions of Securities and Exchange
Commission, with certain exceptions, to Chairman of
such Commisgion, see Reorg. Plan No. 10 of 1930, §§1, 2,
eff. May 24, 1950, 15 F.R. 3175, 64 Stat. 12656, set out under
section 78d of this title.

§ 78f. National securities exchanges

(a) Registration; application

An exchange may be registered as a national
securities exchange under the terms and condi-
tions hereinafter provided in this section and in
accordance with the provisions of section 78s(a)
of this title, by filing with the Commission an ap-
plication for registration in such form as the Com-
mission, by rule, may prescribe containing the
rules of the exchange and such other information
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viding for written objection to public disclosure of infor-
mation, was struck out.

CHANGE OF NAME

Section 203(a) of act Aug. 23, 1935, substituted ‘‘Board

of Governors of the Federal Reserve System’’ for ‘“‘Fed-
eral Reserve Board".

EFFECTIVE DATE OF 2010 AMENDMENT

Amendment by Pub. L. 111-203 effective 1 day after

July 21, 2010, except as otherwise provided, see section 4
of Pub. L. 111-203, set out as an Effective Date note un-
der section 5301 of Title 12, Banks and Banking.

EFFECTIVE DATE OF 1975 AMENDMENT
Amendment by Pub. L. 9429 effective June 4, 1975, see

section 31(a) of Pub. L. 94-29, set out as a note under sec-
tion 78b of this title.

TRANSFER OF FUNCTIONS

For transfer of functions of Securities and Exchange
Commission, with certain exceptions, to Chairman of
such Commission, see Reorg. Plan No. 10 of 1950, §§1, 2,
eff. May 24, 1950, 15 F.R. 3175, 64 Stat. 1265, set out under
section T8d of this title.

§ 78y. Court review of orders and rules

(a) Final Commission orders; persons aggrieved;
petition; record; findings; affirmance, modifi-
cation, enforcement, or setting aside of or-
ders; remand to adduce additional evidence

{1) A person aggrieved by a final order of the
Commission entered pursuant to this chapter may
obtain review of the order in the United States
Court of Appeals for the circuit in which he re-
sides or has his principal place of business, or for
the District of Columbia Circuit, by filing in such
court, within sixty days after the entry of the or-
der, a written petition requesting that the order
be modified or set aside in whole or in part.

(2) A copy of the petition shall be transmitted
forthwith by the clerk of the court to a member
of the Commission or an officer designated by
the Commission for that purpose. Thereupon the
Commission shall file in the court the record on
which the order complained of is entered, as pro-
vided in section 2112 of title 28 and the Federal
Rules of Appellate Procedure.

(3) On the filing of the petition, the court has
jurisdiction, which becomes exclusive on the fil-
ing of the record, to affirm or modify and enforce
or to set aside the order in whole or in part.

(4) The findings of the Commission as to the
facts, if supported by substantial evidence, are
conclusive.

() If either party applies to the court for leave
to adduce additional evidence and shows to the
satisfaction of the court that the additional evi-
dence is material and that there was reasonable
ground for failure to adduce it before the Com-
mission, the court may remand the case to the
Commission for further proceedings, in whatever
manner and on whatever conditions the court con-
siders appropriate. If the case is remanded to the
Commission, it shall file in the court a supple-
mental record containing any new evidence, any
further or modified findings, and any new order.
(b) Commission rules; persons adversely affected;

petition; record; affirmance, enforcement, or
setting aside of rules; findings; transfer of
proceedings

(1) A person adversely affected by a rule of the
Commission promulgated pursuant to section 78f,
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T8i(h)(2), 78k, T8k-1, T80(c)(5) or (6), T80-3, T8q, TBg-1,
or 78s of this title may obtain review of this rule
in the United States Court of Appeals for the cir-
cuit in which he resides or has his principal place
of business or for the District of Columbia Cir-
cuit, by filing in such court, within sixty days af-
ter the promulgation of the rule, a written peti-
tion requesting that the rule be set aside.

(2) A copy of the petition shall be transmitted
forthwith by the clerk of the court to a member
of the Commission or an officer designated for
that purpose. Thereupon, the Commission shall
file in the court the rule under review and any
documents referred to therein, the Commission’s
notice of proposed rulemaking and any documents
referred to therein, all written submissions and
the transcript of any oral presentations in the
rulemaking, factual information not included in
the foregoing that was considered by the Com-
mission in the promulgation of the rule or prof-
fered by the Commission as pertinent to the rule,
the report of any advisory committee received
or considered by the Commission in the rulemak-
ing, and any other materials prescribed by the
court.

(3) On the filing of the petition, the court has
jurisdiction, which becomes exclusive on the fil-
ing of the materials set forth in paragraph (2) of
this subsection, to affirm and enforce or to set
aside the rule.

(4) The findings of the Commission as to the
facts identified by the Commission as the basis,
in whole or in part, of the rule, if supported by
substantial evidence, are conclusive. The court shall
affirm and enforce the rule unless the Commi-
ssion’s action in promulgating the rule is found to
be arbitrary, capricious, an abuse of discretion,
or otherwise not in accordance with law; contrary
to constitutional right, power, privilege, or immu-
nity; in excess of statutory jurisdiction, author-
ity, or limitations, or short of statutory right; or
without observance of procedure required by law.

(6) If proceedings have been instituted under
this subsection in two or more courts of appeals
with respect to the same rule, the Commission
shall file the materials set forth in paragraph (2)
of this subsection in that court in which a pro-
ceeding was first instituted. The other courts shall
thereupon transfer all such proceedings to the
court in which the materials have been filed. For
the convenience of the parties in the interest of
justice that court may thereafter transfer all the
proceedings to any other court of appeals.

(¢) Objections not urged before Commission; stay
of orders and rules; transfer of enforcement
or review proceedings

(1) No objection to an order or rule of the Com-
mission, for which review is sought under this
section, may be considered by the court unless it
was urged before the Commission or there was
reasonable ground for failure to do so.

(2) The filing of a petition under this section
does not operate as a stay of the Commission’s or-
der or rule. Until the court’s jurisdiction becomes
exclusive, the Commission may stay its order or
rule pending judicial review if it finds that jus-
tice so requires. After the filing of a petition un-
der this section, the court, on whatever condi-
tions may be required and to the extent neces-
sary to prevent irreparable injury, may issue all
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necessary and appropriate process to stay the or-
der or rule or to preserve status or rights pending
its review; but (notwithstanding section 705 of title
5) no such process may be issued by the court be-
fore the filing of the record or the materials set
forth in subsection (b)(2) of this section unless:
(A) the Commission has denied a stay or failed to
grant requested relief, (B) a reasonable period has
expired since the filing of an application for a
stay without a decision by the Commission, or (C)
there was reasonable ground for failure to apply
to the Commission.

(3) When the same order or rule is the subject of
one or more petitions for review filed under this
section and an action for enforcement filed in a
district court of the United States under section
78u(d) or (e) of this title, that court in which the
petition or the action is first filed has jurisdic-
tion with respect to the order or rule to the exclu-
sion of any other court, and thereupon all such
proceedings shall be transferred to that court;
but, for the convenience of the parties in the in-
terest of justice, that court may thereafter trans-
fer all the proceedings to any other court of ap-
peals or district court of the United States, wheth-
er or not a petition for review or an action for en-
forcement was originally filed in the transferee
court. The scope of review by a distriet court un-
der section 78u(d) or (e) of this title is in all cases
the same as by a court of appeals under this sec-
tion.

(d) Other appropriate regulatory agencies

(1) For purposes of the preceding subsections of
this section, the term ‘“‘Commission’ includes the
agencies enumerated in section 78c(a)(34) of this
title insofar as such agencies are acting pursuant
to this chapter and the Secretary of the Treas-
ury insofar as he is acting pursuant to section
T80-5 of this title.

(2) For purposes of subsection (a)(4) of this sec-
tion and section 706 of title 5, an order of the
Commission pursuant to section 78s(a) of this title
denying registration to a clearing agency for which
the Commission is not the appropriate regulatory
agency or pursuant to section 78s(b) of this title
disapproving a proposed rule change by such a
clearing agency shall be deemed to be an order of
the appropriate regulatory agency for such clear-
ing agency insofar as such order was entered by
reason of a determination by such appropriate
regulatory agency pursuant to section 78s(a)(2)(C)
or 78s(b)(4)(C) of this title that such registration
or proposed rule change would be inconsistent with
the safeguarding of securities or funds.

(June 6, 1934, ch. 404, title I, § 25, 48 Stat. 901; June
7, 1934, ch. 426, 48 Stat. 926; June 25, 1948, ch. 646,
§32(a), 62 Stat. 991; May 24, 1949, ch. 139, §127, 63
Stat. 107; Pub. L. 85-791, § 10, Aug. 28, 1958, 72 Stat.
945; Pub. L. 94-29, §20, June 4, 1975, 89 Stat. 158;
Pub. L. 99-571, title I, §102(k), Oct. 28, 1986, 100
Stat. 3220; Pub. L. 101432, §6(b), Oct. 16, 1990, 104
Stat. 975.)

REFERENCES IN TEXT

This chapter, referred to in subsecs. (a)(1) and (d)1),
was in the original “‘this title’’. See References in Text
note set out under section 78a of this title.

The Federal Rules of Appellate Procedure, referred to
in subsec, (a)(2), are set out in the Appendix to Title 28,
Judiciary and Judicial Procedure.

TITLE 15—COMMERCE AND TRADE
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AMENDMENTS

1990—Subsec. (b)(1). Pub. L. 101432 inserted “78i(h)(2),”
after “‘section 78f,".

1986—Subsec. (d)(1). Pub. L. 99-571 inserted ‘“‘and the
Secretary of the Treasury insofar as he is acting pursu-
ant to section 7805 of this title'’.

19756—Subsec. (a). Pub. L. 94-29 revised existing prowvi-
sions into five numbered paragraphs.

Subsec. (b). Pub. L. 94-29 substituted provisions per-
mitting persons adversely affected by any rule promul-
gated by the Commission pursuant to sections 78f, 78k,
T8k-1, T8o(c)(b) or (6), T80-3, TBq, T8g-1, or 78s of this title
to obtain direct review in an appropriate Court of Ap-
peals for provisions that commencement of proceedings
under subsec. (a) shall not, unless specifically ordered by
the court, operate as a stay of the Commission’s order.

Subsecs. (c), (d). Pub. L. 94-29 added subsecs. (¢) and
(d).

1958—Subsec. (a). Pub. L. 85-791, in second sentence,
substituted ‘“‘transmitted by the clerk of the court to”
for “served upon'’, struck out *‘certify and’ before “‘file
in the court’’, struck out ‘‘a transcript of’ after ‘‘file in
the court”, and inserted “‘as provided in section 2112 of
title 28", and, in third sentence, substituted ‘‘petition"
for “‘transcript’’, and “‘jurisdiction, which upon the filing
of the record shall be exclusive' for “‘exclusive jurisdic-
tion".

CHANGE OF NAME

Act June 25, 1948, eff. Sept. 1, 1948, as amended by act
May 24, 1949, substituted ‘‘court of appeals’ for *‘circuit
court of appeals’.

Act June 7, 1934, substituted “‘United States Court of
Appeals for the District of Columbia’’ for “‘Court of Ap-
peals for District of Columbia’,

EFFECTIVE DATE OF 1986 AMENDMENT

Amendment by Pub. L. 99-571 effective 270 days after
Oct. 28, 1986, see section 401 of Pub. L. 99-571, set out as
an Effective Date note under section 780-5 of this title.

EFFECTIVE DATE OF 1975 AMENDMENT

Amendment by Pub. L. 94-29 effective June 4, 1975, see
section 31(a) of Pub. L. 94-29, set out as a note under sec-
tion 78b of this title.

TRANSFER OF FUNCTIONS

For transfer of functions of Securities and Exchange
Commission, with certain exceptions, to Chairman of
such Commission, see Reorg. Plan No. 10 of 1950, §§1, 2,
eff. May 24, 1950, 15 F.R. 3175, 64 Stat. 1265, set out under
section T8d of this title.

§ 78z. Unlawful representations

No action or failure to act by the Commission
or the Board of Governors of the Federal Reserve
System, in the administration of this chapter shall
be construed to mean that the particular author-
ity has in any way passed upon the merits of, or
given approval to, any security or any transac-
tion or transactions therein, nor shall such ac-
tion or failure to act with regard to any state-
ment or report filed with or examined by such au-
thority pursuant to this chapter or rules and reg-
ulations thereunder, be deemed a finding by such
authority that such statement or report is true
and accurate on its face or that it is not false or
misleading. It shall be unlawful to make, or cause
to be made, to any prospective purchaser or sell-
er of a security any representation that any such
action or failure to act by any such authority is
to be so construed or has such effect.

(June 6, 1934, ch. 404, title I, §26, 48 Stat. 902; Pub.

L. 105-353, title III, §301(b)(5), Nov. 3, 1998, 112
Stat. 3236.)
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Sec.

1657. Priority of civil actions.

1658. Time limitations on the commencement of civil
actions arising under Acts of Congress.

1659. Stay of certain actions pending disposition of

related proceedings before the United States
International Trade Commission.

AMENDMENTS

1994—Pub. L. 103-465, title III, § 321(b)(1)(B), Dec. 8, 1994,
108 Stat. 4946, added item 1659.

1990—Pub. L. 101-650, title III, § 313(b), Dec. 1, 1990, 104
Stat. 5115, added item 1658.

1984—Pub. L. 98-620, title IV, §401(b), Nov. 8, 1984, 98
Stat. 3357, added item 1657.

§ 1651. Writs

(a) The Supreme Court and all courts estab-
lished by Act of Congress may issue all writs nec-
essary or appropriate in aid of their respective
jurisdictions and agreeable to the usages and prin-
ciples of law.

(b) An alternative writ or rule nisi may be is-
sued by a justice or judge of a court which has
jurisdiction.

(June 25, 1948, ch. 646, 62 Stat. 944; May 24, 1949,
ch. 139, §90, 63 Stat. 102.)

HISTORICAL AND REVISION NOTES

1948 AcT

Based on title 28, U.S.C., 1940 ed., §§ 342, 376, 377 (Mar. 3,
1811, ch. 231, §§234, 261, 262, 36 Stat. 1156, 1162).

Section consolidates sections 342, 376, and 377 of title
28, U.8.C,, 1940 ed., with necessary changes in phraseol-
OgY.

Such section 342 provided:

““The Supreme Court shall have power to issue writs of
prohibition to the district courts, when proceeding as
courts of admiralty and maritime jurisdiction; and writs
of mandamus, in cases warranted by the principles and
usages of law, to any courts appointed under the author-
ity of the United States, or to persons holding office un-
der the authority of the United States, where a State, or
an ambassador, or other public minister, or a consul, or
vice consul is a party.””

Such section 376 provided:

“Writs of ne exeat may be granted by any justice of
the Supreme Court, in cases where they might be grant-
ed by the Supreme Court; and by any district judge, in
cases where they might be granted by the district court
of which he is a judge. But no writ of ne exeat shall be
granted unless a suit in equity is commenced, and satis-
factory proof is made to the court or judge granting the
same that the defendant designs quickly to depart from
the United States.”

Such section 377 provided:

“The Supreme Court and the district courts shall have
power to issue writs of scire facias. The Supreme Court,
the circuit courts of appeals, and the district courts
shall have power to issue all writs not specifically pro-
vided for by statute, which may be necessary for the ex-
ercise of their respective jurisdictions, and agreeable to
the usages and principles of law.”

The special provisions of section 342 of title 28, U.S.C.,
1940 ed., with reference to writs of prohibition and man-
damus, admiralty courts and other courts and officers of
the United States were omitted as unnecessary in view
of the revised section.

The revised section extends the power to issue writs in
ald of jurisdiction, to all courts established by Act of
Congress, thus making explicit the right to exercise pow-
ers implied from the creation of such courts.

The provisions of section 376 of title 28, U.S.C., 1940 ed.,
with respect to the powers of a justice or judge in is-
suing writs of ne exeat were changed and made the basis
of subsection (b) of the revised section but the condi-

TITLE 28—JUDICIARY AND JUDICIAL PROCEDURE

§ 1654

tions and limitations on the writ of ne exeat were omit-
ted as merely confirmatory of well-settled principles of
law. v

The provisjon in section 377 of title 28, U.S.C., 1940 ed.,
anthorizing issuance of writs of scire facias, was omit-
ted in view of rule Bl(b) of the Federal Rules of Civil
Procedure abolishing such writ. The revised section is
expressive of the construction recently placed upon such
section by the Supreme Court in US. Alkali Export Assn.
v. UIS., 65 8.Ct. 1120, 325 U.S. 196, 89 L.Ed. 1554, and De
Beers Consol. Mines v. U.S., 65 S.Ct. 1130, 325 U.S. 212, 89
L.Ed. 1566,

1849 Act

This section corrects a grammatical error in subsec-
tion (a) of section 1651 of title 28, U.S.C.

AMENDMENTS

1M9—Subsec. (a). Act May 24, 1949, inserted ‘“‘and’’ af-
ter “‘jurisdictions’’.

WRIT OF ERROR

Act Jan. 31, 1928, ch. 14, § 2, 45 Stat. 54, as amended Apr.
26, 1928, ch. 440, 45 Stat. 466; June 25, 1948, ch. 646, §23, 62
Stat. 990, provided that: “All Acts of Congress referring
to writs of error shall be construed as amended to the
extent necessary to substitute appeal for writ of error.””

§1652. State laws as rules of decision

The laws of the several states, except where the
Constitution or treaties of the United States or
Acts of Congress otherwise require or provide, shall
be regarded as rules of decision in civil actions in
the courts of the United States, in cases where
they apply.

(June 25, 1948, ch. 646, 62 Stat. 944.)

HisTorICAL REVISION NOTES
Based on title 28, U.S.C., 1940 ed., §725 (R.S. §721).
“'Civil actions’ was substituted for “‘trials at common
law’’ to clarify the meaning of the Rules of Decision Act
in the light of the Federal Rules of Civil Procedure.
Such Act has been held to apply to suits in equity.
Changes were made in phraseology.

§ 1653. Amendment of pleadings to show jurisdic-
tion

Defective allegations of jurisdiction may be

amended, upon terms, in the trial or appellate
courts.

(June 25, 1948, ch. 646, 62 Stat. 944.)

HISTORICAL AND REVISION NOTES

Based on title 28, U.S.C., 1940 ed., §399 (Mar. 3, 1911, ch.
231, §274c, as added Mar. 3, 1915, ch. 90, 38 Stat. 956).

Section was extended to permit amendment of all ju-
risdictional allegations instead of merely allegations of
diversity of citizenship as provided by section 399 of title
28, U.8.C., 1940 ed.

Changes were made in phraseology.
§ 1654. Appearance personally or by counsel

In all courts of the United States the parties
may plead and conduct their own cases personal-
ly or by counsel as, by the rules of such courts,
respectively, are permitted to manage and con-
duct causes therein,

(June 25, 1948, ch. 646, 62 Stat. 944; May 24, 1949,
ch. 139, §91, 63 Stat. 103.)
HISTORICAL REVISION NOTES

1948 AcT

Based on title 28, U.S.C., 1940 ed., §394 (Mar. 3, 1911, ch.
931, §272, 36 Stat. 1164).

-
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§201.191

accordance with orders of the Commis-
sion.

(d) Public availability of orders. Any
final order of the Commission denying
or sustaining an application for con-
fidential treatment shall be made pub-
lic. Any prior findings or opinions re-
lating to an application for confiden-
tial treatment under this section shall
be made public at such time ag the ma-
terial as to which confidentiality was
requested is made public.

[60 FR 32796, June 23, 1995, as amended at 76
FR 71875, Nov. 21, 2011]

§201.191 Adjudications not required to
be determined on the record after
notice and opportunity for hearing.

(a) Scope of the rule. This rule applies
to every case of adjudication, as de-
fined in 5 U.S.C. 551, pursuant to any
statute which the Commisgion admin-
isters, where adjudication is not re-
quired to be determined on the record
after notice and opportunity for hear-
ing and which the Commisgion has not
chosen to determine on the record after
notice and opportunity for hearing.

(b) Procedure. In every case of adju-
dication under paragraph (a) of this
gection, the Commission shall give
prompt notice of any adverse action or
final disposition to any person who has
requested the Commission to make (or
not to make) any such adjudication,
and furnish to any such person a writ-
ten statement of reasons therefor. Ad-
ditional procedures may be specified in
rules relating to specific types of such
adjudications. Where any such rule
provides for the publication of a Com-
mission order, notice of the action or
disposition shall be deemed to be given
by such publication.

(¢) Contents of the record. If the Com-
mission provides notice and oppor-
tunity for the submission of written
comments by parties to the adjudica-
tion or, as the case may be, by other
interested persong, written comments
received on or before the closing date
for comments, unless accorded con-
fidential treatment pursuant to statute
or rule of the Commissgion, become a
part of the record of the adjudication.
The Commission, in its discretion, may
accept and include in the record writ-
ten comments filed with the Commis-
sion after the closing date.

17 CFR Ch. Il (4-1-22 Edition)

§201.192 Rulemaking: Issuance,
amendment and repeal of rules of
general application.

(a) By petition. Any person desiring
the issuance, amendment or repeal of a
rule of general application may file a
petition therefor with the Secretary.
Such petition shall include a statement
setting forth the text or the substance
of any proposed rule or amendment de-
gired or specifying the rule the repeal
of which is desired, and stating the na-
ture of his or her interest and his or
her reasons for seeking the issuance,
amendment or repeal of the rule. The
Secretary shall acknowledge, in writ-
ing, receipt of the petition and refer it
to the appropriate division or office for
consideration and recommendation.
Such recommendations shall be trans-
mitted with the petition to the Com-
mission for such action as the Commis-
gion deems appropriate. The Secretary
sghall notify the petitioner of the action
taken by the Commissgion.

(b) Notice of proposed issuance, amend-
ment or repeal of rules. Except where the
Commission finds that notice and pub-
lic procedure are impracticable, unnec-
essary, or contrary to the public inter-
est, whenever the Commission proposes
to issue, amend, or repeal any rule or
regulation of general application other
than an interpretive rule; general
statement of policy; or rule of agency
organization, procedure, or practice; or
any matter relating to agency manage-
ment or personnel or to public prop-
erty, loans, grants, benefits, or con-
tracts, there shall first be published in
the FEDERAL REGISTER a notice of the
proposed action. Such notice shall in-
clude:

(1) A statement of the time, place,
and nature of the rulemaking pro-
ceeding, with particular reference to
the manner in which interested persons
shall be afforded the opportunity to
participate in such proceeding:;

(2) Reference to the authority under
which the rule is proposed: and

(3) The terms or substance of the pro-
posed rule or a description of the sub-
jects and issues involved.

§201.193 Applications by barred indi-
viduals for consent to associate.

(a) Preliminary note. This gection gov-
erns applications to the Commission by

144

Add. 73



From: Countryman, Vanessa A.

Sent: Tue, 18 Jan 2022 11:23:58 -0500

To: Willingham, Donna

Subject: RE: 4-782 Petition for Rulemaking: Prof. J.W. Verret, GMU Antonin Scalia School
of Law...

Attachments: 4-782 acknowledgment letter.pdf

Thanks so much!

From:|(b){5) | {b)e) [@SEC.GOV>

Sent: Tuesday, January 18, 2022 11:20 AM
To: Countryman, Vanessa A. {b)6) ~ [@SEC.GOV>
Subject: 4-782 Petition for Rulemaking: Prof. J.W. Verret, GMU Antonin Scalia School of Law...

Attached are (1) a draft acknowledgment letter to the submitter, and (2) a PDF of submitter’s initial
petition.

| will request that the web group post the petition today and will forward it to the appropriate divisions
for consideration.

If necessary, please maximize your screen to see both attachments.

Thanks,

|(b){6) |

Office of the Secretary
U.S. Securities and Exchange Commission

Direct: Fb)(ﬁ) |

(b)(B) asec.cov




UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

OFFICE OF
THE SECRETARY

January 18, 2022
via Email

Professor |.W. Verret

Associate Protessor

George Mason University Antonin Scalia
School of Law

jverret@gmu.edu

Re: Rulemaking Petition File No. 4-782
Dear Professor Verret:

Pursuant to 15 U.S.C. § 78s(c) and Rule 192(a) of the Securities Exchange
Commission Rules of Practice (17 C.F.R. 201.192(a)), this letter acknowledges receipt by this
office on January 18, 2022, of a petition for rulemaking from J.W. Verret, Associate
Professor, George Mason University School of Law, in the form of a request that the
Commission issue an open call for comment from the public regarding the need for
flexibility in the application of the federal securities laws to digital assets in order to initiate
an open-sourced redesign of regulations enforced pursuant to the Securities Act of 1933, the
Securities Exchange Act of 1934, the Investment Advisers Act of 1940, and the Investment
Company Act of 1940, and other laws enforced by the SEC.

The petition has been assigned the file number noted above and has been referred to
the appropriate Commission divisions. The Office of the Secretary will notify you of any
pertinent action taken by the Commission.

Sincerely,

1 | P

I -"/ v .
\..":u.,a-u;),%iww "uc,a,{j:{:?jq WALLA

Vanessa A. Countryman
Secretary



From: (b)6) |

Sent: Fri, 20 Jan 2023 15:37:41 +0000

To: DelesDernier, J. Matthew; Park, Simon

Cc: Countryman, Vanessa A.;

Subject: RE: Digital Asset Issuer Registration and Reporting

That is awesome. Thanks Matt!

|(b)(5} |

Office of the Secretary

U.S. Securities and Exchange Commission
Direct: [b)(6) |

Eb){ﬁ) ta)sec,gov

From: DelesDernier, J. Matthew 4b)6)  |@SEC.GOV>

Sent: Friday, January 20, 2023 10:37 AM

To:[®)E) | <[o)®) |@SEC.GOV>; Park, Simon {P®)|@sEc.covs

Cc: Countryman, Vanessa A. <{b)®) [@SEC.GOV>;[b)(®6) <1(b)(6) @5EC.GOV>

Subject: FW: Digital Asset Issuer Registration and Reporting
Hi, Donna and Simon,

Thanks for flagging the question, Donna! I believe this should be regarded as a comment on file 4-789,
the Coinbase petition. Simon, I’'m handing this off to you—thanks!

Matt

From: Secretarys-Office <Secretarys-Office @SEC.GOV>
Sent: Thursday, January 19, 2023 5:13 PM

To: DelesDernier, J. Matthew <Fb)(6) @SEC.GOW
Cc:[b)®) | 0)(6) !@SEC.GOV>
Subject: FW: Digital' Asset Issuer Registration and Reporting

Hi Matt, would you consider the Chamber of Commerce’s email below and attachment as a comment in
support of the 4-789 petition or should this be processed as a new petition?

Thanks so much,

(0)(6)

Office of the Secretary



U.S. Securities and Exchange Commission
Direct: |0)(6)

From: Mullins, Matthew <MMullins@USChamber.com>

Sent: Thursday, January 19, 2023 4:26 PM

To: Secretarys-Office <Secretarys-Office @SEC.GOV>

Cc: Hulse, Bill <bhulse@USChamber.com>; Quaadman, Tom <TQuaadman@USChamber.com>
Subject: Digital Asset Issuer Registration and Reporting

CAUTION: This email originated from outside of the organization. Do not click links or open
attachments unless you recognize the sender and know the content is safe.

Good Afternoon —

Please find attached a letter from Tom Quaadman, Executive Vice President, Center for Capital Markets
Competitiveness at the U.S. Chamber of Commerce. The U.S. Chamber of Commerce urges the Securities
& Exchange Commission to propose rules that would clarify the regulatory landscape governing the
issuance of digital assets deemed to involve investment contracts.

Please let me know if | can answer any questions. I'd appreciate acknowledgement of receipt.
Thank you,

Matthew Mullins

Coalitions Manager, Center for Capital Markets Competitiveness
U.S. Chamber of Commerce

mmullins@uschamber.com

202-754-1705




