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Davis Polk & Wardwell LLP

Trevor Kiviat

Introduction

In 2008, an unknown author publishing under the name Satoshi Nakamoto released a white paper 
describing Bitcoin, a peer-to-peer version of electronic cash, and the corresponding software that facilitates 
online payments directly between counterparties without the need for a financial intermediary.  In the 
17 years that have followed, Bitcoin and countless other open-source, decentralised protocols inspired by 
Bitcoin (for example, Ethereum and Litecoin) have come to represent a $2 trillion-plus market of alternative 
assets, commonly referred to as “digital assets”, which are typically traded over the internet using online 
exchanges.

Digital assets can serve several functions.  Although the following categories are not independent legal 
categories under U.S. law, such distinctions are helpful for understanding and crafting various investment 
strategies involving these assets.  Some digital assets, such as Bitcoin or Litecoin, are widely regarded 
as decentralised stores of value or mediums of exchange due to certain common economic features that 
support these functions; these are sometimes referred to as “pure cryptocurrencies”.  Other digital assets, 
such as Monero or Zcash, are a subset of pure cryptocurrencies that also possess certain features designed 
to enhance transaction privacy and confidentiality (“privacy-focused coins”).

Beyond pure cryptocurrencies and privacy-focused coins, there exists a broad array of general-purpose 
digital assets (“platform coins”), such as Ether, Solana and Algorand, which are designed to facilitate 
various peer-to-peer activities, from decentralised software applications to “smart” contracts to digital 
collectibles, such as CryptoKitties, CryptoPunks and Bored Apes.  Platform coins enable the creation of 
new digital assets called “tokens”, which are typically developed for a specific purpose or application – 
for example: (1) “utility tokens”, which generally are designed to have some consumptive utility within 
a broader platform or service; (2) “non-fungible tokens” or “NFTs”, which are digital assets stamped 
with unique identifiers that enable creative applications like scarce digital art, trading cards and other 
collectibles; and (3) “security tokens”, which are designed to represent more traditional interests like 
equity, debt and real estate with the added benefit of certain features of the digital asset markets, such as 
increased liquidity, more cost-effective fractional interest transfers, more efficient cross-border trading, 
faster and more transparent payment of dividends and other distributions and rapid settlement.

Finally, there is a category of digital assets called “stablecoins”, which, as their name implies, are 
designed to offer 1:1 price stability by typically pegging their market value to an external reference asset, 
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most commonly the U.S. Dollar.  Platform coins and stablecoins provide the foundation for many of the 

protocols in the rapidly growing decentralised finance, or “DeFi”, space.

The digital asset market extends beyond the assets themselves.  Other participants, including online 

exchanges, payment processors and mining companies, compose the broader digital asset industry.  

And as this industry continues to grow, it has captured the attention of retail and institutional investors 

alike, including asset managers seeking to develop investment strategies and products involving these 

emerging assets and companies.  Some strategies resemble early-stage growth strategies, featuring long- 

term investments either directly in certain digital assets or in start-up ventures developing complement- 

ary goods and services for the industry.  Other strategies include hedge fund strategies, such as long/short 

funds, which often use derivatives, or arbitrage strategies, which seek to capitalise on the price fragment- 

ation across the hundreds of global online exchanges.  Additionally, during periods of weak or middling 

performance in the cryptocurrency markets – for example, during the so-called “crypto winter” of 2018–19  

– fund managers began experimenting with novel revenue-generation strategies, such as staking crypto- 

currencies,1 adopting credit fund-type strategies (e.g., distressed debt), engaging in market-making and 

executing venture capital investments.

This chapter outlines the current U.S. regulatory and tax framework applicable to cryptocurrency and 

other digital asset investment funds (“digital asset funds”) offered to U.S. investors and how those 

regulatory and tax considerations affect fund-structuring decisions.

The U.S. regulatory framework generally

Digital asset funds operated in the United States or offered to U.S. investors must contend and comply 

with a complex array of federal statutes and regulations (in addition to state law, which is beyond the 

scope of this chapter).  These include: the Securities Act of 1933 (the “Securities Act”), which regulates the 

offer and sale of securities; the Investment Company Act of 1940 (the “1940 Act”), which regulates pooled 

investment vehicles that invest in securities; the Investment Advisers Act of 1940 (the “Advisers Act”), 

which governs investment advisers to such funds; and the Commodity Exchange Act (the “CEA”), which 

regulates funds and advisers that trade in futures contracts, options on futures contracts, commodity 

options and swaps.  Additionally, many fund-structuring decisions are driven by tax considerations.  This 

section sets out the current U.S. federal regulatory framework applicable to digital asset funds managed 

in the United States or offered to U.S. investors and explores how those regulatory considerations affect 

fund-structuring decisions.

Offering of fund interests

Interests in investment funds are securities.  Under the Securities Act, an offering of securities must be 

registered with the U.S. Securities and Exchange Commission (the “SEC”), as is the case with respect to 

exchange-traded funds (“ETFs”) and other publicly offered funds, or made pursuant to an exemption.  

While there are a few possible exemptions, the most common exemption that private funds rely upon 

is Regulation D, which provides two alternative exemptions from registration: Rule 504 and Rule 506.  

Because most private investment funds intend to raise more than $5 million, Rule 506, which provides 

no limit on the amount of securities that may be sold or offered, is the exemption under Regulation D 

most commonly relied on by such funds, and consequently, this discussion of Regulation D is limited to 

offerings made under Rule 506.2  In order to offer or sell securities in reliance on Rule 506 of Regulation D, 

an investment fund must:

•	 limit sales of its securities to no more than 35 non-accredited investors (unless the offering is made 

pursuant to Rule 506(c), in which case all purchasers must be accredited investors), although 

securities may be sold to an unlimited number of accredited investors;
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•	 ensure that all non-accredited investors meet a sophistication requirement by having such knowledge 
and experience in financial and business matters that they are capable of evaluating the merits and 
risks of the prospective investment;

•	 refrain from general solicitation or advertising in offering or selling securities (unless the offering is 
made pursuant to Rule 506(c));

•	 comply with the information disclosure requirements of Rule 502(b) with respect to any offering to 
non-accredited investors.  There are no specific information requirements for offerings to accredited 
investors;

•	 implement offering restrictions to prevent resales of any securities sold in reliance on Regulation D; and

•	 file a Form D notice of the offering with the SEC within 15 calendar days of the first sale of securities 
pursuant to Regulation D.

There are also some important limitations on the scope of the Regulation D exemption.  For example, 
Regulation D only exempts the initial transaction itself (i.e., resales of securities acquired in an offering 
made pursuant to Regulation D must be either registered or resold pursuant to another exemption from 
registration).  Furthermore, Regulation D is not available for any transaction or series of transactions that, 
while in technical compliance with Regulation D, is deemed to be part of “a plan or scheme to evade the 
registration provisions of the [Securities] Act”.3

If a securities offering is registered with the SEC, conversely, the securities may be freely offered and 
sold to the public.  Such broader distribution is among the reasons that fund sponsors continue to seek 
SEC approval for digital asset ETFs and other publicly offered funds that make SEC-registered securities 
offerings.  Over the past few years, the SEC has considered various registration statements and rule 
change applications4 that would allow for digital asset ETFs of two different varieties: (1) funds intending 
to transact in the digital asset spot market and to hold digital assets directly (“spot-based ETFs”); and (2) 
funds intending to gain digital asset exposure through futures contracts (“futures-based ETFs”).  As of 
the date of this chapter, the approved spot-based ETFs only pertain to Bitcoin and Ether, and the approved 
futures-based ETFs only pertain to Bitcoin, Ether, Solana and XRP.  The approved spot-based ETFs and 
some of the approved futures-based ETFs are registered under the Securities Act, but not the 1940 Act, 
because they do not invest in securities, while some of the approved futures-based ETFs are registered 
under both the Securities Act and the 1940 Act because they invest in securities in addition to investing 
in non-security futures contracts.  Given the additional regulatory burdens imposed by the 1940 Act, 
however, a fund sponsor may prefer funds not registered under the 1940 Act.

The regulatory treatment of cryptocurrencies and other digital assets

As discussed above, interests in investment funds themselves are securities; however, digital asset 
funds may hold a variety of different assets in pursuing their respective strategies – from digital assets 
themselves (e.g., Bitcoin and Ether) to derivatives instruments (e.g., Bitcoin futures contracts) to 
securities (e.g., equity in an emerging growth company or interests in another digital asset fund).  This 
section provides an overview of the regulatory treatment of such assets, particularly with respect to the 
definitions of “securities” under the U.S. securities laws and “commodity interests” under the CEA, before 
explaining how these characterisations impact structuring decisions.  Although some generalisations may 
be inferred about the possible treatment of certain assets based on common features and fact patterns, 
there is no substitute for a careful, case-by-case analysis of each asset, in close consultation with counsel.

In July 2017, in a release commonly referred to as the DAO Report,5 the SEC determined that certain digital 
assets are securities for purposes of the U.S. federal securities laws.  The DAO Report was published in 
response to a 2016 incident in which promoters of an unincorporated virtual organisation (“The DAO”) 
conducted an initial coin offering (“ICO”), a term that generally refers to a sale of tokens to investors in 
order to fund the development of the platform or network in which such tokens will be used.  The DAO was 
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created by a German company called Slock.it, and it was designed to allow holders of DAO tokens to vote 
on projects that The DAO would fund, with any profits flowing to token-holders.  Slock.it marketed The 
DAO as the first instance of a decentralised autonomous organisation, powered by smart contracts on a 
blockchain platform.  The DAO’s ICO raised approximately $150 million (USD) in Ether.

In the DAO Report, the SEC reasoned that The DAO tokens were unregistered securities because they 
were investment contracts, which is one type of security under the U.S. securities laws.  Though it 
declined to take enforcement action against The DAO, the SEC used this opportunity to warn others 
engaged in similar ICO activities that an unregistered sale of digital assets can, depending on the facts 
and circumstances, be an illegal public offering of securities.  The SEC has relied on similar reasoning 
in subsequent actions taken against token issuers that deem certain other digital assets sold in ICOs 
to be securities (such securities, “DAO-style tokens”).6  Many DAO-style tokens are branded by their 
promoters as utility tokens to convey the idea that such tokens are designed to have some consumptive 
utility within a broader platform or service.  However, as noted above, this terminology does not have 
any legal consequence under the U.S. securities laws.  Instead, a proper inquiry must examine the facts 
and circumstances surrounding the digital asset’s offering and sale, including the economic realities 
of the transaction.7  Key factors to consider include: (1) whether a third party – be it a person, entity or 
coordinated group of actors – drives the expectation of a return; and (2) whether the digital asset, through 
contractual or other technical means, functions more like a consumer item and less like a security.8  
Additionally, in April 2019, the SEC staff published new detailed guidance on when a digital asset may be 
considered a security, in the form of two documents: a framework issued by the SEC’s Strategic Hub for 
Innovation and Financial Technology along with a no-action letter from the SEC’s Division of Corporation 
Finance.  The framework reaffirms the staff’s position that digital assets sold to investors to raise capital 
are generally securities, regardless of potential utility, and charts a narrow path for the sorts of digital 
assets that the staff would not consider a security.  Meanwhile, the no-action letter is narrow and unlikely 
to provide meaningful guidance or practical utility for many types of currently available digital assets or 
firms considering issuing digital assets.9  Furthermore, while it is beyond the scope of this chapter, the 
SEC has taken numerous enforcement actions against ICO issuers in cases where it believes that the offer 
and sale of the particular tokens in question amounted to an unregistered offering of securities.10  More 
recently, however, SEC Commissioner Hester Peirce, the leader of a crypto task force launched by the SEC 
following the inauguration of President Donald Trump in 2025, has expressed the view that the “biggest 
category” of digital assets are those that are not securities.11

In addition to DAO-style tokens, some digital assets are explicitly designed to be treated as securities from 
the outset and are meant to represent traditional interests like equity and debt, with the added benefit 
of certain features of the digital asset markets, such as 24/7 operations, fractional ownership and rapid 
settlement.  These digital assets are securities by definition, and although they represent an innovation in 
terms of how securities trade, clear and settle, they are not necessarily a new asset class.

Any cryptocurrencies or other digital assets that are not deemed to be securities under the U.S. securities 
laws may be considered “commodities” under the CEA, due to the broad definition of the term.12  For 
example, the U.S. Commodity Futures Trading Commission (the “CFTC”) appears to be treating Bitcoin 
as an exempt commodity under the CEA, a category that includes metals and energy products,13 but 
does not include currencies or securities, which are classified as excluded commodities.14  Additionally, 
in December 2017, the CFTC permitted the self-certification of futures contracts and binary options on 
Bitcoin by futures exchanges under its rules for listing ordinary futures contracts.15  And although the SEC 
has not taken any action with respect to Bitcoin specifically, the SEC has informally acknowledged, and 
appeared to accept as correct, the CFTC’s designation of Bitcoin as a commodity over which the CFTC has 
anti-fraud jurisdiction.16  Finally, to the extent that a digital asset is a commodity, any derivatives offered 
on that commodity – for example, Bitcoin futures contracts and binary options – fall squarely within the 
definition of commodity interests under the CEA.

http://www.globallegalinsights.com
http://Slock.it
http://Slock.it


Cryptocurrency and other digital asset funds for U.S. investors Davis Polk & Wardwell LLP

GLI – Blockchain & Cryptocurrency Regulation 2026 27 www.globallegalinsights.com

Possible obligations of the manager under the Advisers Act or the CEA

The question of whether a digital asset fund manager must comply with additional regulations under 
either, or both, the Advisers Act and the CEA turns primarily on the characterisation of the assets its funds 
hold.  First, a manager is deemed an “investment adviser” under Section 202(a)(11) of the Advisers Act, and 
thus is subject to the rules and regulations thereunder, if it “for compensation, engages in the business of 
advising others, either directly or through publications or writings, as to the value of securities or as to 
the advisability of investing in, purchasing, or selling securities”, or “for compensation and as part of a 
regular business, issues or promulgates analyses or reports concerning securities”.  So, to the extent that a 
manager of a cryptocurrency or other digital asset fund is advising on “securities” – for example, because 
its funds hold DAO-style tokens or security tokens – it must register as an investment adviser with the SEC 
unless such individual or entity qualifies for an exclusion from the definition or an exemption from the 
registration requirement.17

Registration under the Advisers Act subjects advisers to a host of rules and regulations, including those 
governing advertising, custody, proxy voting, record-keeping, the content of advisory contracts, and 
fees.  For example, the Advisers Act custody rule18 (the “custody rule”) has detailed provisions applicable 
to any SEC-registered investment adviser deemed to have custody, as defined under the rule.  Among 
other requirements, it requires use of a “qualified custodian” to hold client funds or securities, notices to 
clients detailing how their assets are being held, account statements for clients detailing their holdings, 
annual surprise examinations and additional protections when a related qualified custodian is used.  For 
example, investment advisers dealing in digital assets may need to consider whether a bank, registered 
broker-dealer or other firm that meets the definition of a qualified custodian, is willing to take custody of 
the digital assets.

Second, managers of funds that invest or trade in “commodity interests”, whether as an integral part of 
their investment strategy or only in a limited capacity, for hedging purposes or otherwise, are subject to 
regulation under the CEA and the rules of the CFTC thereunder (the “CFTC Rules”).  Commodity interests 
generally include: (1) futures contracts and options on futures contracts; (2) swaps; (3) certain retail foreign 
currency and commodity transactions; and (4) commodity options and certain leveraged transactions.  So, 
to the extent that the activities of a manager of a cryptocurrency or other digital asset fund include trading 
in commodity interests – for example, because it holds Bitcoin futures contracts or binary options – it will 
be subject to registration and regulation as a commodity pool operator (“CPO”) or commodity trading 
advisor (“CTA”), unless it qualifies for an exemption or exclusion under the CEA or the CFTC Rules.

If the activities of an investment fund bring it within the definition of a “commodity pool” under the CEA, 
the manager of the fund is required to register as a CPO with the CFTC, unless such person otherwise 
qualifies for an exclusion from the definition of CPO or an exemption from the registration requirement.  
The CEA also provides for the registration of CTAs, which is in some respects analogous to the treatment 
of investment advisers under the Advisers Act.  It should be noted, however, that numerous requirements 
under the CEA and the CFTC Rules apply to all CPOs and CTAs, even those that are exempt from registration.

Possible obligations of the fund under the 1940 Act or the CEA

Similarly, the fund itself may be subject to additional regulations under either, or both, the 1940 Act and 
the CEA, an analysis that, again, turns primarily on the assets the fund holds.  An investment company 
is defined under Section 3(a)(1)(A) of the 1940 Act as any issuer that “is or holds itself out as being 
engaged primarily, or proposes to engage primarily, in the business of investing, reinvesting or trading 
in securities”.  This subjective test is based generally on how a company holds itself out to the public 
and the manner in which it pursues its business goals, and is designed to capture traditional investment 
companies that are deliberately acting in that capacity.  Additionally, Section 3(a)(1)(C) of the 1940 Act sets 
forth an objective, numerical test that applies to companies that hold a significant portion of their assets 
in investment securities, even if they do not hold themselves out as traditional investment companies.
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Companies that fall within one of these definitions of an investment company must either satisfy an 
exemption from the 1940 Act or register under it.  The 1940 Act is a comprehensive statutory regime that 
imposes strict requirements on registered investment companies’ governance, leverage, capital structure 
and operations.  Consequently, most private equity funds, hedge funds and other alternative investment 
vehicles, which fall squarely within the definition of “investment company”, are structured to satisfy an 
exemption from the 1940 Act.

The 1940 Act provides specific exemptions from the definition of “investment company” for privately 
offered investment funds and certain other types of companies.  For example, Section 3(c)(1) exempts a 
private investment fund from registration if the outstanding securities of such fund (other than short-
term paper) are beneficially owned by not more than 100 persons and such fund does not presently propose 
to make a public offering of its securities.  Further, Section 3(c)(7) exempts a private investment fund from 
registration if all of the beneficial owners of its outstanding securities are “qualified purchasers” and the 
entity does not make or propose to make a public offering of its securities, and it does not limit the number 
of beneficial owners.

The CEA defines “commodity pool” as any investment trust, syndicate or similar form of enterprise 
operated for the purpose of trading in commodity interests.  The CFTC interprets “for the purpose” broadly 
and has rejected suggestions that trading commodity interests must be a vehicle’s principal or primary 
purpose.  As a result, any trading by a fund in swaps, futures contracts or other commodity interests, no 
matter how limited in scope, and regardless of whether undertaken for hedging or speculative purposes, 
generally will bring a fund within the commodity pool definition.

According to the CFTC, a fund that does not trade commodity interests directly but invests in another 
fund that trades commodity interests would itself be a commodity pool.  Thus, in a master-feeder fund 
structure, a feeder fund will be considered a commodity pool if the master fund is a commodity pool.  
Similarly, a fund of funds that invests in commodity pools may itself be considered a commodity pool.

Finally, an investment vehicle can be both an “investment company” under the 1940 Act and a “commodity 
pool” under the CEA, and an exemption from the registration requirements of the 1940 Act does not 
generally imply an exemption from CPO registration under the CEA (or vice versa).  Similarly, an exemption 
from registration under the Advisers Act does not generally imply an exemption from CTA registration 
(or vice versa).  Furthermore, interests in commodity pools are “securities” under the Securities Act, and 
therefore the Securities Act applies to the offer and sale of interests in a commodity pool to the same extent 
as it applies to any other type of security.  Accordingly, offering of interests in a fund that is a commodity 
pool generally will be structured to meet the requirements of a Securities Act exemption (e.g., Regulation 
D, as discussed above), except in the case of registered (i.e., public) funds, such as ETFs, which are offered 
and sold in fully registered securities offerings.

Applying this framework to digital asset funds

Given the regulatory minefield laid out above, managers face a multitude of structuring decisions in 
conceiving, launching and operating digital asset funds aimed at U.S. investors.  These decisions will 
often influence, and be influenced by, the manager’s investment strategy – particularly as it relates to the 
types of assets the fund should be permitted to hold.  This section explores some common structures and 
the strategies they support.  In each of these cases, one should keep in mind that interests in the digital 
asset fund itself are securities, as noted above, that must be offered and sold pursuant to an exemption, 
such as Regulation D, except in the case of registered (i.e., public) funds, which are offered and sold in fully 
registered securities offerings.

First, the manager may decide that the fund should have flexibility to invest in securities.  It may want 
to invest in “traditional” securities like equity or debt in a company within the digital asset industry 
(including through tokenised securities), or DAO-style tokens and other digital assets at risk of being 
deemed investment contracts.  In this case, the adviser will likely need to register under the Advisers Act 
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and comply with the host of rules and regulations thereunder, including those governing advertising, 
custody, proxy voting, record-keeping, the content of advisory contracts, and fees.  Non-U.S. advisers 
to private funds, however, can potentially rely on Advisers Act Rule 203(m)-1 (the “private fund adviser 
rule”).19

Custody poses unique questions in the digital asset context, and it is not clear in all cases whether digital 
assets would be viewed as funds or securities, such that the custody rule would apply.  Currently, most 
qualified custodians do not offer custody services for digital assets.  In 2025, however, the SEC rescinded 
accounting guidance stating that financial institutions should report custodied cryptocurrencies as 
liabilities on their balance sheets, which was considered a barrier to banks offering cryptocurrency 
custody services.20  In any case, the manager should familiarise itself with the operational considerations 
of digital asset custody.  First, what does it mean to have custody of an asset that is not physical and, even in 
digital form, does not exist on a centralised database, but instead on one that is universal and distributed?  
For example, one cannot physically move units of Bitcoin off of the Bitcoin blockchain and store them 
elsewhere.  However, in order to exercise control over one’s Bitcoins, one needs a private and a public key.  
These keys are a series of hexadecimal characters (e.g., 1A1zP1eP5QGefi2DMPTfTL5SLmv7DivfNa), which 
must be stored carefully.  The public key is the identity of the address on the network that has ownership 
and control of those Bitcoins – this key can be shared with anyone, and in fact, it must be shared in order 
to receive Bitcoins.  The private key is essentially a password, and Bitcoins can be transferred out of a 
particular address by anyone with possession of that address’s corresponding private key.  So, in the case 
of a blockchain-based asset like Bitcoin, control of the private key may be tantamount to custody.  As there 
is simply no recourse to retrieve Bitcoins when a private key is lost or stolen, a critical operational point for 
managers is safe and secure private key storage; for example, through “deep cold” storage.21

If the manager believes the digital asset fund may invest in securities, the fund itself would likely be 
structured so as to meet one of the various registration exemptions for entities that would otherwise be 
classified as “investment companies” under the 1940 Act.22  For offshore funds, the requirements of Sections 
3(c)(1) and 3(c)(7), which are discussed above, generally only apply to U.S. investors.  Alternatively, if the 
manager wants a fund that may invest in securities to be more broadly offered, the manager may consider 
structuring the fund as a registered investment company, as discussed below.

Second, the manager may decide that the fund should have flexibility to invest in commodity interests, 
such as futures contracts or binary options, either for hedging or speculative purposes (such as the ETFs 
investing in Bitcoin and Ether futures described below).  Any such trading by a fund, no matter how 
limited in scope, and regardless of the purpose, would generally make such fund a “commodity pool”, as 
discussed above.  In this case, the manager may be required to register as a CPO or CTA with the CFTC, 
although certain exemptions exist for non-U.S. managers and for funds that invest in only limited amounts 
of commodity interests.  Even if the manager decides that such fund should only invest in commodity 
interests and not securities, interests in commodity pools are “securities” under the Securities Act, and 
therefore, the fund would generally be structured to meet the requirements of a Securities Act exemption 
(e.g., Regulation D, as discussed above), except in the case of registered (i.e., public) funds, which are 
offered and sold in fully registered securities offerings.

Third, the manager may decide that the fund should hold neither securities nor commodity interests – in 
other words, a fund (such as the ETFs investing in spot Bitcoin and Ether described below) that holds only 
commodities, or “pure cryptocurrencies”, such as Bitcoin or Ether, and no commodity interests.  Because 
this category does not have independent legal significance under U.S. law, such determinations regarding 
the risk that a given digital asset could be deemed a “security” for U.S. securities laws purposes should be 
made carefully and together with counsel.  In this case, the fund would not be governed by the 1940 Act, 
and the manager’s activities with respect to the fund would not be governed by the Advisers Act, as both 
of these regimes are premised upon the fund holding securities, as discussed above.  Further, because 
the fund does not hold commodity interests, it would likely not be considered a “commodity pool”, and 
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the manager would likely not be required to register as a CPO or CTA with the CFTC.  However, the fund 

and the manager in this case would not be entirely unregulated.  As noted above, interests in the fund 

are securities (regardless of the underlying assets that the fund invests in), the offer and sale of which 

must comply with U.S. securities laws.  Additionally, the CFTC has some, albeit limited, jurisdiction over 

the spot market for commodities pursuant to its anti-fraud and manipulation authority.23  Moreover, the 

manager of such a fund would likely be considered a common law fiduciary to such a fund and thus subject 

to fiduciary duties in its management of the fund.

Finally, the manager may decide that the fund should be publicly offered.  Any publicly offered fund must 

be registered under the Securities Act and, if the fund will invest significantly in securities, also under 

the 1940 Act.  Although the SEC had initially declined to allow any publicly offered digital asset funds, in 

January 2018, the SEC’s Division of Investment Management indicated a willingness to consider digital 

asset funds registered under the 1940 Act when it outlined several questions that sponsors should address 

when proposing funds holding “substantial amounts” of cryptocurrencies or “cryptocurrency-related 

products”.24  The questions, which focus on specific requirements of the 1940 Act, generally fall into one of 

five key areas: valuation; liquidity; custody; arbitrage; and potential manipulation.

Since then, the SEC has gradually permitted certain types of publicly offered digital asset funds to come 

to market.  First, in a May 2021 statement, the SEC staff acknowledged that some non-exchange-traded 

mutual funds were investing in Bitcoin futures, and stated that investment in Bitcoin futures should be 

pursued only by mutual funds with appropriate strategies that support this type of investment and full 

disclosure of material risks.25  The statement noted that the SEC staff would consider whether, in light of 

the experience of mutual funds investing in the Bitcoin futures market, the Bitcoin futures market could 

accommodate ETFs, which, unlike mutual funds, cannot prevent additional investor assets from coming 

into the ETF if the ETF becomes too large or dominant in the market, or if the liquidity in the market starts 

to wane.  Then, in an August 2021 speech, then SEC Chair Gary Gensler suggested that the SEC would 

permit Bitcoin futures-based ETFs registered under the 1940 Act.26  Shortly after the speech, multiple fund 

sponsors filed registration statements for Bitcoin futures-based ETFs that automatically became effective 

after 75 days without the need for affirmative SEC action.  The first such registration statement to become 

effective was for the ProShares Bitcoin Strategy ETF, which began trading in October 2021.27  Then, in 

October 2023, the SEC allowed the first nine Ether futures-based ETFs registered under the 1940 Act to 

begin trading,28 and, in July 2025, the SEC allowed the first Solana and XRP futures-based ETFs registered 

under the 1940 Act to begin trading.29

Next, in April 2022, the SEC approved a rule change application for the first Bitcoin futures-based ETF 

registered under the Securities Act, but not the 1940 Act, to list and trade on NYSE Arca.30  In approving 

the rule change application, the SEC noted the experience of the Bitcoin futures-based ETFs registered 

under the 1940 Act in finding, among other things, that NYSE Arca had entered into a comprehensive 

surveillance-sharing agreement with a regulated market of significant size (the Chicago Mercantile 

Exchange (the “CME”)) related to the ETF’s underlying Bitcoin assets (CME Bitcoin futures contracts).

Although exchanges had likewise sought to list Bitcoin spot-based ETFs registered under the Securities 

Act, but not the 1940 Act, in reliance on their surveillance-sharing agreements with the CME, the SEC 

had not found that an exchange had met its burden of demonstrating that surveillance of the CME Bitcoin 

futures market would detect and deter fraud and manipulation targeting the Bitcoin spot markets.  When, 

in June 2022, the SEC thus denied a proposal for shares of the Grayscale Bitcoin Trust to list and trade on 

NYSE Arca, Grayscale immediately sued the SEC, claiming that the SEC’s denial was arbitrary in light of its 

approval of Bitcoin futures-based ETFs, as described above.31  In August 2023, the U.S. Court of Appeals for 

the D.C. Circuit held that the SEC failed to provide a “coherent explanation” as to why it approved Bitcoin 

futures-based ETFs but not the proposed Bitcoin spot-based ETF, and ordered the SEC to reconsider the 

decision.32  The SEC determined not to appeal the ruling, and, in January 2024, the SEC thus approved the 
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first 11 Bitcoin spot-based ETFs.33  Following the approval of the Bitcoin spot-based ETFs, in July 2024, the 

SEC approved the first nine Ether spot-based ETFs,34 and, in December 2024, the SEC approved the listing 

of the first two spot-based ETFs holding both Bitcoin and Ether.35

A manager seeking public distribution of its digital asset fund is thus currently limited to investing in spot 

Bitcoin and Ether, and Bitcoin, Ether, Solana and XRP futures contracts.  Sponsors, however, have filed 

registration statements with the SEC for public funds that would hold additional types of digital assets, 

such as spot Solana and XRP.36  These registration statements remain under review by the SEC, but to the 

extent that they are approved, managers will have additional options for public digital asset funds.

U.S. federal income tax framework

Tax considerations are often a principal driver for managers when deciding how to structure an invest- 

ment fund.  For managers of funds that invest in or trade digital assets, these structuring decisions are 

particularly complex given the limited guidance and uncertainty that exist with respect to the treatment 

of digital assets for U.S. federal income tax purposes.37

The U.S. federal income tax treatment of cryptocurrencies and other digital assets

Through three pieces of published guidance, the U.S. Internal Revenue Service (the “IRS”) has established 

a limited framework for analysing the U.S. federal income tax consequences of digital asset transactions.  

In Notice 2014-21,38 the IRS established that “virtual currency”, defined as a “digital representation of value 

that functions as a medium of exchange, a unit of account, and/or a store of value”, is treated as “property” 

that is not “currency” and, therefore, that general tax principles applicable to property transactions apply 

to transactions using virtual currency.  Thus, for example, assuming that a taxpayer holds a unit of virtual 

currency as a capital asset (which includes property held for investment purposes), a disposition of that 

virtual currency will result in capital gain or loss to the taxpayer.  In 2019, the IRS simultaneously released 

a revenue ruling39 and a series of “frequently asked questions”40 (the “Ruling & FAQs”) that provide 

additional guidance with respect to the taxation of virtual currency.  The Ruling & FAQs establish the 

IRS’s position that a hard fork of virtual currency will give rise to taxable ordinary income equal to the fair 

market value of the new virtual currency that arises as a result of the fork if a taxpayer is able to exercise 

“dominion and control” over that new virtual currency,41 and provide guidance on a number of other 

ancillary issues relevant to the taxation of virtual currency (including matters relating to basis, holding 

period and certain other tax accounting issues).

Despite this guidance, there are many aspects of the taxation of digital assets that remain unclear, 

including issues that are of particular import to fund managers when considering how to efficiently 

structure a fund that invests in or trades digital assets.  These areas of uncertainty include whether: (i) 

income and gain from digital assets constitutes, for instance, “qualifying income” for purposes of the 

publicly traded partnership rules, or “passive income” for purposes of the “passive foreign investment 

company” (or “PFIC”) rules; (ii) staking rewards42 or income from forks, airdrops or similar occurrences 

(“fork-type income”) constitutes “unrelated business taxable income” (or “UBTI”) for U.S. tax-exempt 

investors; (iii) buying and selling digital assets might rise to the level of a trade or business in the United 

States, such that income from such activities constitutes income that is treated as effectively connected 

with a trade or business in the United States (“effectively connected income”); (iv) engaging in staking 

activities, either directly or via a third-party validator, might rise to the level of a trade or business in the 

United States, such that income from such activities constitutes effectively connected income; (v) any or 

all digital assets are considered “commodities” for certain purposes under the U.S. Internal Revenue Code 

of 1986, as amended (the “Code”); (vi) staking rewards or fork-type income is subject to non-resident alien 

tax withholding;43 and (vii) whether a loan of digital assets is a taxable event.44
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Applying this framework to digital asset funds

Many private investment fund structures consist of at least two vehicles: a vehicle that is treated as a 
partnership for U.S. federal income tax purposes (a “Master Fund”); and a vehicle that invests all or 
substantially all of its funds in the Master Fund, is organised in a non-U.S. jurisdiction45 and is treated as 
a corporation for U.S. federal income tax purposes (an “Offshore Fund”).  U.S. taxable investors generally 
invest (directly or through other partnership fund vehicles) in the Master Fund, and, because partnerships 
receive “pass-through” treatment for U.S. tax purposes, the U.S. investors generally are treated as if they 
directly derived their shares of the Master Fund’s items of taxable income, gains, losses and deductions.  
Non-U.S. and U.S. tax-exempt investors generally invest in the Offshore Fund in order to “block” certain 
types of income that could cause adverse tax consequences to those investors if received directly.  Other 
investment fund structures utilise a single partnership or corporate vehicle.  The choice of fund structure 
for a digital asset investment vehicle may be informed by the manager’s investment strategy and the 
composition of the vehicle’s investor base.

As noted above, many private investment funds include a Master Fund designed to be treated as a partner- 
ship for tax purposes.  In that regard, the “publicly traded partnership” rules of the Code provide that 
if interests in a partnership are traded on an established securities market or are readily tradable on a 
secondary market, a test that takes into account whether partnership units are redeemable on a frequent 
basis, the partnership generally will be treated as a corporation for U.S. federal income tax purposes, 
unless at least 90% of the partnership’s income for each taxable year consists of “qualifying income”.46  
While there are strong arguments, both based on the statutory text of Section 7704 of the Code (as well as 
the relevant Treasury Regulations) and from a tax policy perspective, for treating income and gains from 
investments in digital assets and from certain types of staking activities as “qualifying income”, the lack 
of guidance on this issue has left fund managers facing a trade-off between the tax efficiency of a pass-
through vehicle and liquidity for investors.  To ensure that the Master Fund does not become subject to 
corporate-level U.S. tax (or treatment as a PFIC), managers often restrict the number of persons that may 
invest in the fund or the frequency with which investors are able to transfer or redeem their interests.

Where a partnership is used as a digital asset investment vehicle, the use of an offshore “blocker” corp- 
oration might be necessary to attract non-U.S. and tax-exempt investors.  In particular, although there 
is a statutory safe harbour for investment vehicles that trade in commodities and securities, there is 
uncertainty regarding whether any or all digital assets qualify as commodities (or securities) that 
are within the purview of this safe harbour and whether a fund’s transactions in them meet the other 
requirements of the trading safe harbour.  Other common activities (e.g., relating to staking) conceivably 
might constitute a trade or business in the United States.  Moreover, uncertainty regarding whether fork-
type income and staking rewards constitute UBTI could cause U.S. tax-exempt investors to favour holding 
any investments in digital assets through a “blocker” corporation.47

In addition to using non-U.S. corporations as “blockers”, managers that seek to offer greater liquidity in 
their digital asset funds than might be available through a partnership structure (because of the reasons 
described above) sometimes offer interests in a non-U.S. corporate investment vehicle to taxable U.S. 
investors.  However, the consequences to a taxable U.S. investor of investing in such vehicles are also 
subject to some uncertainty.  In particular, the IRS’s position in the Ruling & FAQs that a hard fork of 
virtual currency can give rise to taxable income suggests that such funds might not be PFICs, but this is 
unclear.48  Classification as a PFIC can result in significant administrative and reporting burdens for the 
corporation and its shareholders and, absent certain elections, U.S. shareholders in a PFIC are generally 
subject to disadvantageous tax consequences.

The preceding discussion addresses but a few of the myriad structuring and other tax considerations 
implicated by investments in digital assets, others of which are similarly subject to uncertainty given the 
nascent state of guidance in the area.  As the tax law applicable to investments in digital assets continues 
to develop, managers and their advisers must carefully consider and plan for these issues.

http://www.globallegalinsights.com


Cryptocurrency and other digital asset funds for U.S. investors Davis Polk & Wardwell LLP

GLI – Blockchain & Cryptocurrency Regulation 2026 33 www.globallegalinsights.com

Conclusion

Over the past 17 years, digital assets have come a long way – from Satoshi’s original Bitcoin white paper 
to today’s broad universe of countless digital assets trading across hundreds of online trading venues.  
As this market and the surrounding industry matures, asset managers will likely continue to identify 
opportunities to either deploy novel investment strategies or adapt their tried-and-true strategies in this 
new context.  As set out above, such managers face a complex array of statutes and regulations in offering 
digital asset funds to U.S. investors and optimising their funds’ tax characteristics.  These considerations, 
together with the investment strategies that the manager desires to pursue, affect fund-structuring 
decisions, and, accordingly, are best addressed together with counsel.
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34	 See SEC Order Granting Accelerated Approval of Proposed Rule Changes, as Modified by Amendments Thereto, to 
List and Trade Shares of Ether-Based Exchange-Traded Products (May 23, 2024), available at https://www.sec.gov/
files/rules/sro/nysearca/2024/34-100224.pdf

35	 See SEC Order Granting Approval of a Proposed Rule Change, as Modified by Amendment No. 1, to List and Trade 
Shares of the Hashdex Nasdaq Crypto Index US ETF and Granting Accelerated Approval of a Proposed Rule Change, 
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as Modified by Amendment No. 1, to List and Trade Shares of the Franklin Crypto Index ETF, a Series of the Franklin 
Crypto Trust (Dec. 19, 2024), available at https://www.sec.gov/files/rules/sro/nasdaq/2024/34-101998.pdf

36	 See CCN, XRP, Solana ETFs Have 95% Chance of SEC Approval This Year, Experts Say ( Jul. 1, 2025), available at 
https://www.ccn.com/news/crypto/xrp-solana-etf-chance-sec-approval-experts

37	 This section sets out the U.S. federal income tax framework applicable to privately offered digital asset funds.  
Different U.S. federal income tax considerations apply to publicly offered digital asset funds.

38	 2014-1 C.B. 938.

39	 Rev. Rul. 2019-24, 2019-44 I.R.B. 1044.  See also IRS Chief Counsel Advice Memorandum 202114020 (April 9, 
2021) (holding that a taxpayer who received Bitcoin Cash as a result of the August 1, 2017 Bitcoin hard fork was 
required to recognise income when the taxpayer obtained dominion and control over the Bitcoin Cash).

40	 Available at https://www.irs.gov/individuals/international-taxpayers/frequently-asked-questions-on-virtual-currency-
transactions .  Positions expressed in “FAQs” published by the IRS are not binding authority and may not be cited as 
precedent in litigation.  However, the positions taken in FAQs are helpful because they demonstrate the reasoned 
views of the IRS with respect to the issues discussed therein.

41	 Notwithstanding this seemingly straightforward proposition, the analysis set forth in Revenue Ruling 2019-24 has 
created confusion among market participants because it refers to “hard forks” and “airdrops” in a manner that does 
not track those terms’ usage in common industry parlance.  Thus, the exact scope of the holdings of Revenue Ruling 
2019-24 remains unclear.

42	 In Revenue Ruling 2023-14, 2023-33 IRB 484, the IRS set forth its position that the receipt of staking rewards gives 
rise to gross income, in an amount equal to the fair market value of the staking rewards, for the taxable year in which 
the taxpayer gains dominion and control over the staking rewards.

43	 Under current law, it is not clear whether fork-type income or income from staking is U.S.- or foreign-source income, 
or whether it constitutes “fixed or determinable annual or periodical income” (or “FDAP”).  Withholding agents, 
which can include investment vehicles (both partnerships and corporations), are generally required to withhold on 
and report payments of U.S.-source FDAP to non-resident aliens.  The source and character of income can otherwise 
affect the reporting and withholding obligations of withholding agents as well.

44	 Managers may seek to organise funds that are permitted to make loans of digital assets held by the fund in order to 
generate additional returns for investors in the form of loan fees and interest.  While many digital asset loans resemble 
market-standard security loans, which generally qualify for the non-recognition provision of Section 1058 of the Code 
(as defined above), it is unclear whether a lender will recognise gain or loss as a consequence of entering into a digital 
asset loan or as a consequence of the receipt of digital assets upon the termination of a digital asset loan because 
Section 1058 applies only to loans of securities (including corporate stock).  Despite the existence of strong policy 
arguments in favour of non-recognition treatment for digital asset loans that resemble market-standard security loans, the 
risk of triggering taxable gain looms as a possible deterrent to lending activities for funds that are U.S. tax-sensitive.

45	 Managers often seek to organise their Offshore Funds or other non-U.S. corporate vehicles in jurisdictions with 
favourable tax regimes, such as the Cayman Islands or the British Virgin Islands.

46	 “Qualifying income” can include income and gain from commodities and income “substantially similar” to income 
from “ordinary and routine investments to the extent determined by the Commissioner”.  See IRC § 7704; Treas. Reg. 
§ 1.7704-3.

47	 Section 511 of the Code taxes UBTI received by U.S. tax-exempt entities at the rates applicable to corporations or 
trusts, depending on the relevant entity’s tax classification.

48	 If 75% or more of the income of a non-U.S. corporation consists of “passive income”, or if 50% or more (by value) of 
its assets are “passive assets”, that corporation generally will be treated as a PFIC.  See IRC § 1297(a).  For purposes 
of the PFIC rules, “passive assets” include assets that do not produce income, and “passive income” includes gain 
from the sale of passive assets.  See IRC §§ 1297(a), (b); 954(c)(1)(B)(iii).  “Passive income” also includes the excess 
of gains over losses from transactions in any “commodities” (as defined for purposes of Section 954 of the Code), 
and therefore any “commodity” as so defined would automatically be a “passive asset”.  See IRC §§ 1297(a), (b); 
954(c)(1)(C).  Strong arguments exist for treating certain digital assets as “commodities” for purposes of various 
Code sections, including Section 954, but this aspect of the taxation of digital assets is likewise uncertain.
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