Reprinted with permission from Futures and Derivatives Law Report, Vol-
ume 42, Issue 3, ©2022 Thomson Reuters. Further reproduction without
permission of the publisher is prohibited. For additional information about
this publication, please visit https://legal.thomsonreuters.com/.

(2]
o=
(3]
=3
O
(=}
S
o
et
[
[«}}
=
[})
(=2]
@
<
©
=
=
2
oc
o3
et
[
(4}
£
o=
(/2]
Q
>
=
Y
o
=
©
-
(¢}
=
=]
<
o
@
<
Lo
=
o
-
(4}
=
-

THE CFTC’S FOCUS
ON RETAIL MARKETS

By Daniel J. Davis'

Financial regulators constantly consider
retail market participants. A growing num-
ber of people engage with the financial
markets and their engagement has broad-
ened in scope. These participants look not
only to traditional stocks and mutual funds
to seek returns, but also to the more com-
plex products regulated by the Commod-
ity Futures Trading Commission (CFTC).
These products include various commodi-
ties, such as precious metals and the new-
est class of commodities—digital assets
such as Bitcoin and Ethereum—as well as
products known as binary options. These
products are offered to retail market par-
ticipants in different packages. Sometimes
the product is relatively straightforward,
such as the ability to purchase gold on a
spot market. Sometimes the products are
offered with leverage and the opportunity
(and risk) to multiply gains and losses.
These products are here to stay and the
CFTC has always sought to prevent ma-
nipulative and fraudulent practices that
can harm retail market participants. Chair-
man Behnam recently remarked that he is
“committed to ensuring that the rise of
retail participation and the exchanges,
intermediaries and innovators who are ea-

March 2022 - Volume 42 - Issue 3

ger to meet demand for products and ser-
vices are appropriately brought into the
regulatory fold.”?

In approaching the issue of retail mar-
ket participants, the CFTC operates with
several key statutory objectives. The
CFTC, for example, has a statutory re-
sponsibility to “deter and prevent price
manipulation” in the markets that it
regulates.® The CFTC must also “protect
all market participants from fraudulent or
other abusive sales practices and misuses
of customer assets.”* At the same time, the
agency must “promote responsible in-
novation and fair competition among
boards of trade, other markets and market
participants.”®
blance to how they operated 20 years ago.

Markets bear little resem-

One can only imagine what changes and
developments can occur in the next 20
years to enhance the transparency, reduce
trading costs, and bring more options to
retail market participants. The CFTC con-
tinues to balance these various priorities
regarding retail market participants.

Indeed, the CFTC has a renewed op-
portunity to assess its various roles regard-
ing retail market participants. In January
2022, Rostin Behnam was sworn in as the
permanent Chairman of the CFTC, after
serving for the past year as Acting
Chairman.® Commissioner Dawn Stump,

1Partner, Financial Markets and Funds, Katten
Muchin Rosenman LLP, Washington DC. From 2017-
2021, Mr. Davis served as General Counsel of the Com-
modity Futures Trading Commission.
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the only other currently serving Commissioner at
the CFTC, has announced that she will not seek
an additional term after her current term expires
in April of this year.” In the meantime, President
Biden has nominated four individuals to fill the
four CFTC Commissioner spots that will be
available once Commissioner Stump concludes
her term: Kristin Johnson, Christy Goldsmith
Romero, Summer Mersinger, and Caroline
Pham.? Although it is always a risky business
knowing if and when these four nominees will
receive Senate confirmation and take their places
at the Commission, it seems likely that they may
make it through the confirmation process by this
summer. Thus, the CFTC will go through nearly
a complete change in its composition in the
course of the past year. When in place, this newly
constituted Commission will have to continue as-
sessing what role it will play in the development,
regulation, and monitoring of markets for retail
participants, balancing the need to deter market
abuses with encouraging responsible innovation.
This article will discuss three areas where the
CFTC must perform this balancing act: retail
commodity transactions, social media, and binary
options and some of the key regulatory provi-
sions and background regarding each area and
discuss the CFTC'’s recent activity in each.

RETAIL COMMODITY
TRANSACTIONS

The CFTC has
manipulation authority over swaps, futures, and

anti-fraud and anti-

“any commodity in interstate commerce.”® The
CFTC’s regulatory authority—the authority to
require registration, subject entities to core
principles, and conduct exams—does not extend
as far as its anti-fraud and anti-manipulation
authority. The agency, however, has long asserted
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that it has regulatory authority over retail com-
modity transactions that are leveraged or
margined. The argument goes that these types of
transactions are functionally similar to, and
directly compete with, the futures transactions
that are at the core of the CFTC’s jurisdiction.
After court cases regarding this question,'® Con-
gress as part of the Dodd-Frank Act formally
extended the CFTC’s regulatory authority to
certain “retail commodity transactions.” In other
words, the CFTC could apply certain registration
requirements to commodity transactions involv-
ing margin, leverage, or financing that were of-
fered to retail persons."

The CFTC has been active in the retail com-
modity transaction space. On the regulatory
front, in 2020 the agency published “final inter-

pretive guidance”'?

on one key aspect of retail
commodity transactions—actual delivery of
digital assets. Under the CEA, a “retail commod-
ity transaction” does not come within CFTC
regulatory jurisdiction if the sale “results in
actual delivery within 28 days or such other lon-
ger period as the Commission may determine . .
"% In the context of digital assets, the Commis-
sion suggested in the Final Interpretive Guidance
that “actual delivery” would occur only if (1) the
customer secures possession and control of the
commodity; (2) the customer can use the entire
quantity of the commodity freely in commerce;
and (3) the offeror and counterparty seller do not
retain any interest in or legal right over the
commodity."

The agency’s guidance relied in part on two
recent and informative cases regarding the mean-
ing of actual delivery with respect to precious
metals commodities: CFTC v. Hunter Wise Com-
modities, LLC, (“Hunter Wise”)" and CFTC v.
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Monex Credit Company, (“Monex”)."® In Hunter
Wise, the defendants ran a precious metals trad-
ing enterprise in which retail customers could
trade metals on margin, i.e., they “typically made
a down payment of 25% and then received a loan
for the balance of the purported purchase price.”"”
The CFTC brought an enforcement action and a
preliminary injunction claiming that the precious
metals trading enterprise was within CFTC juris-
diction and that the defendants should have
registered with the CFTC. The district court
granted the preliminary injunction, concluding
that the transactions “were subject to the Com-
mission’s enforcement authority under 7 U.S.C.
§ 2(c)(2)(D) because they were financed com-
with  retail

transactions made

9918

modity
customers.

The defendants appealed the district court’s
decision and the Eleventh Circuit affirmed. The
court first rejected the defendants’ arguments
claiming the transactions were not leveraged or
margined or financed. The court explained that
“leveraging refers generally to the ability to
control high-value amounts of a commodity or a
security with a comparatively small value of
capital, known as the margin,”"® and that the
district court did not err in concluding that the
defendants’ business model involved leverage.?

Furthermore, the court agreed with the CFTC
that the defendants had not satisfied the actual
delivery exception. The court began by looking
to the dictionary definition of those terms:

“Delivery” is “[t]he formal act of transferring
something”; it denotes a transfer of possession
and control. Black’s Law Dictionary 494 (9th ed.
2009). “Actual delivery” denotes “[t]he act of
giving real and immediate possession to the
buyer or the buyer’s agent.” Id. “Actual” is that
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which “exist[s] in fact” and is “real,” rather than
constructive.” Id. at 40.2!

The Eleventh Circuit agreed with the district
court that “the electronic transfer of documents
indicating control or possession . . . without
physical transfer of the commodity” did not

satisfy the actual delivery standard.

The Ninth Circuit addressed similar issues in
Monex. In that case, the defendants also offered
retail customers precious metals—such as gold,
silver, platinum, and palladium—through
leverage.?® As relevant here for this article, the
district court dismissed the CFTC’s complaint in
part because Monex met the terms of the actual
delivery exception.?® The Ninth Circuit, however,
reversed the district court on this point, building

off the rationale in Hunter Wise:

Thus, the plain language tells us that actual
delivery requires at least some meaningful degree
of possession or control by the customer. It is
possible for this exception to be satisfied when
the commodity sits in a third-party depository,
but not when, as here, metals are in the broker’s
chosen depository, never exchange hands, and
are subject to the broker’s exclusive control, and
customers have no substantial, non-contingent
interests.?*

The Ninth Circuit found that other canons of
statutory construction supported that view, and
sent the case back to district court.

The combination of Hunter Wise, Monex, and
the Final Interpretive Guidance suggest that if a
business wants to offer retail commodity transac-
tions on leveraged basis, and it does not want to
register with the CFTC, it will need to consider
strongly the actual delivery exception. If it wishes
to use the exception, it will need to give the retail
customer full possession and control of the com-
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modity and not retain any interest or legal right
to the commodity. Constructive delivery is not
sufficient. The Commission’s approach in its
enforcement strategy (discussed further below)
and the Final Interpretive Guidance suggests that
it thinks these limitations on leveraged retail
commodity transactions mitigates the risk of
manipulating retail customers while promoting
innovation.

The CFTC has advanced its view of retail com-
modity transactions through enforcement actions.
For example, in September 2021, the CFTC
settled a case with a digital asset platform for al-
legedly offering margined retail commodity
transactions in digital assets (particularly
Bitcoin).?® Of note, the CFTC did not rely on the
Actual Delivery Final Interpretive Guidance in
resolving this enforcement action. As Commis-
sioner Stump explained in a concurring state-
ment, the guidance itself could not be enforced.
The CFTC would first need “to undertake a
rulemaking proceeding to supersede the [Actual
Delivery Final Interpretive] Guidance by adopt-
ing binding and enforceable rules that will pro-
vide certainty to the marketplace and a shared
understanding of the ‘rules of the road.” ’? Thus,
it would not be surprising if the agency decides
to take up this and other issues of guidance in a
rulemaking process to make the Commission’s
specific views on actual delivery enforceable.

SOCIAL MEDIA

Retail market participants also increasingly
look to social media as part of the mix of infor-
mation they consider when making investment
decisions. As a result, promoting digital assets on
social media has also drawn the interest of the
CFTC.*# In March 2021, the CFTC brought a
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complaint in federal court against two individu-
als who allegedly engaged in a social media
“pump and dump” scheme regarding digital
assets.?® The complaint alleges that the
defendants:

(1) “identified digital assets with respect to
which they believed that [a defendant’s]
promotional efforts could move the mar-
ket;”

(2) “secretly accumulated positions in the
digital assets in anticipation of decep-
tively promoting the digital assets online
in order to cause price spikes;”

(3) “falsely and misleadingly endorsed the
digital assets via Twitter and other media
as recommended long-term investments
that would ‘change the world,’ thereby
exploiting the broad reach of [one defen-
dant’s] public Twitter account, while
concealing Defendants’ true holdings and
plan to liquidate the digital assets
quickly;” and

(4) “secretly sold off most or all of Defen-
dants’ holding in these digital assets as
prices rose sharply following [one defen-
dant’s] endorsements.”2?

The complaint seeks an injunction, civil mon-
etary penalties and disgorgement of any benefits
received from the allegedly improper activity.*
This case suggests that the CFTC is concerned
about the impact of social media on retail inves-
tors and is monitoring social media activity with
activity in CFTC markets to assess whether any
fraudulent or manipulative conduct is occurring.

BINARY OPTIONS

The CFTC has also taken an interest in entities
offering “binary options” based on foreign cur-
rencies and cryptocurrencies to retail customers.
Binary options, as the name suggests, is an invest-
ment with a yes/no outcome, such as, on Febru-
ary 1, 2022, will the price of Bitcoin be above
$50,000? “The payoff to a winning investment is
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a fixed monetary amount or an announced per-
centage of the initial investment.”®' A losing
outcome, however, usually results in the total loss
of the investment.* Binary options offered in the
United States can be done only by registered enti-
ties (called Futures Commission Merchants, or
“FCMs”)* and must be traded on a regulated
exchange (called Designated Contract Markets,
or “DCMs”). The CFTC has raised concerns
about binary options being traded through online
trading platforms,® and in September 2021 the
CFTC brought actions against 14 entities for fail-
ing to register as FCMs or falsely claiming to be
registered as an FCM with the CFTC.* The
CFTC recently settled another important action
in this space against Blockatize, Inc., d/b/a
Polymarket.com.®

As described in the settlement order:

Polymarket is an online trading platform that of-
fers binary options in the form of winner-take-all
“event contracts,” allowing customers to bid on
whether a given event will occur. During the Rel-
evant Period, Polymarket has offered over 900
event-based binary option contract markets and,
at any given time, offers dozens of such markets
on its website that are operated from the U.S.
and/or are accessible for trading to U.S.
persons.¥”

“To operate its markets, Polymarket deploys so-
called smart contracts, which are hosted on a
blockchain.”®® Since June 2020, Polymarket has
generated over $130 million in trading volume.*

In the settlement order, the CFTC concluded
that “[t]he products traded on Polymarket are
swaps as defined by Section 1a(47) of the Act.”*
Because Polymarket failed to register as a desig-
nated contract market or a swap execution facil-
ity, the CFTC concluded that Polymarket had of-
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fered contracts in violation of the CEA.*' As a
result, the CFTC ordered Polymarket to pay a
civil monetary of $1.4 million, to cease and desist
from violating the CEA, and that Polymarket, by
January 14, 2022, “cease offering access to trad-
ing in markets displayed on Polymarkets.com,
unless such offering, solicitation or trading
complies with the [Commodity Exchange] Act
and applicable Commission Regulations.”* Poly-
market must certify to the CFTC by January 24,
2022, that it has complied with these conditions.*

Although Polymarket may have tried to posi-
tion itself as a decentralized finance (“DeFi”)
platform, the presence of the website and the
manner in which traffic flowed through that
website would have likely made it difficult for
Polymarket to argue that it was a pure decentral-
ized application. Previous CFTC Commissioners
have expressed concerns about such applications
and their compliance with the CEA.** One would
expect that the CFTC will continue to monitor
closely the development of the DeFi space with
binary options and other products that may be
derivatives as it seeks to interact with the retail
investing public.

CONCLUSION

These are just some of the areas in which the
CFTC has taken actions to protect retail investors.
One can expect that the CFTC will continue to
diligently pursue claims when entities have ei-
ther failed to register or are making material
misrepresentations to the investing public. Chair-
man Behnam has recently said as much. In re-
marks to the ABA in January, he noted that the
“Commission’s exercise of enforcement author-
ity and resulting judicial interpretation has pro-
vided a meaningful, albeit sometimes imperfect,
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means of protecting customers and market
integrity.”*® Retail investors themselves can be
aware of signs of improper conduct or suspicious
investments and act accordingly.*

At the same time, the CFTC must be aware that
with technological development comes the op-
portunity for markets to better serve the retail
investing public. Chairman Behnam noted that
his “goal in this regard is to work collaboratively
with all stakeholders to establish appropriate
principles and structures in furtherance of well-
reasoned and targeted regulation.”® The agency
must be ever cognizant of its statutory obligation
to “promote responsible innovation” so more ef-
ficient and beneficial markets can thrive in the
United States.
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