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Prediction products in the form of binary options that settle based on the occurrence of discrete events have experienced a rapid
expansion on U.S. derivatives exchanges. Once limited to conventional economic variables such as weather or macroeconomic
indicators, these products now encompass elections, sporting events, and elements of popular culture. This overview provides
an account of the regulatory challenges posed by this expansion, focusing on (a) jurisdictional issues between gambling and
derivatives activity, (b) manipulation, and (c) insider trading.

Introduction

Event contracts are binary options that settle based on whether an event occurs or not. In the U.S,,
derivatives exchanges have come to offer these contracts on varied events ranging from whether an
economic index achieves a certain level to whether a team wins a sporting match. The Commodity Futures
Trading Commission (CFTC) regulates these exchanges as designated contract markets (DCMs). As
discussed in this overview, a Cambrian explosion in the range of event contracts that DCMs offer has
challenged the preexisting regime for derivatives regulation.

Background on Event Contracts

Through issuing and hosting trading in event contracts, DCMs harness the wisdom of the crowd. As an
illustrative example, consider an event contract on an election between two candidates: Candidate A and
Candidate B. On the primary market, the DCM would issue a bundle of two contracts in exchange for
$1.01. The first contract would pay $1.00 if Candidate A won and zero otherwise, and the second contract
would pay $1.00 if Candidate B won and zero otherwise. Together, these two contracts are worth $1.00.
The spare penny is internalized by the DCM as a fee. The DCM then enables purchasers of the bundles to
sell individual contracts through the facilities of the exchange. If contracts for Candidate A’s victory were
trading at forty cents and someone believes there is a fifty percent chance that Candidate A would win,
that person would buy Candidate A’s contracts until the market price reached forty-nine or so cents. In
this Hayekian manner, pricing for event contracts comes to aggregate market information. So long as
information about the likelihood of an event is dispersed across a significant number of participants, such
markets have been shown to provide relatively high-quality predictions. For this reason, event contracts
are sometimes referred to as “prediction products” and DCMs where they trade are sometimes referred
to as “prediction markets.”

The Commodity Exchange Act (CEA) is the legislation that governs the CFTC and U.S. derivatives markets.
The CFTC is authorized to implement the CEA through rulemakings, and enjoys substantial discretion in
doing so. The CFTC also enforces the CEA. Under Section 2(a)(1) of the CEA, products such as event
contracts traded on derivatives exchanges are subject to the “exclusive jurisdiction” of the CFTC.
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Historically, this has prevented the regulation of exchange listed products under state law, such as state
tax laws and state gambling regulation. Within the regulatory scheme, DCMs have substantial latitude in
launching new products so long as they satisfy the CEA.

Five years ago, the only event contracts that had been commercially available to U.S. traders were
contracts on sober economic variables such as asset prices, insurance coverage outcomes, weather trends
or macro-economic variables. A startup DCM, Kalshi, however, has revolutionized the space, and other
derivatives exchanges have followed. Kalshi’s strategy blurs the line between derivatives trading and
entertainment. Since 2021, Kalshi has launched over 2,500 different derivatives products. There were a
total of 5,589 exchange products launched in that period, and Kalshi is responsible for approximately 45%
of them. Rather than pursue product development through engaging with businesses to understand their
risk management demands, Kalshi scours the popular media for issues of interest to readers and
crowdsources topics for contracts from its participants. Generally, contracts trade on its secondary market
for under a dollar.

Figure 1
New Kalshi Contracts
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Questions about the Scope of Permissible Event Contracts

In the runup to the November 2024 election in the U.S., Kalshi launched contracts settling on the basis of
which party would control the two houses of Congress. The CFTC exercised its authority under CEA Section
5¢(c)(5)(C), which allows it to prohibit as contrary to public interest contracts that involve (a) “activity
unlawful under any Federal or State law”, (b) “terrorism”, (c) “assassination”, (d) “war”, (e) “gaming”, or (f)
certain similar activities. The CFTC argued that the political control contracts involve both gaming and
activity unlawful under State law, namely gambling on election outcomes. Kalshi challenged the
prohibition in D.C. District Court. In September 2024, the District Court held for Kalshi. Kalshi launched a
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variety of event contracts on the November election in the ensuing weeks. During the Christmas holiday
in the last days of Biden’s term, contracts on NFL games were filed with the CFTC. After Trump entered
office, the CFTC chose not to challenge those contracts and to drop its appeal of the case it lost to Kalshi.

Sports betting has now become the predominant source of revenue for Kalshi and other exchanges
targeting retail traders through prediction products. New leadership at the CFTC has promoted these
commercial efforts. However, opposition has emerged among traditional participants in the gambling
ecosystem. State gambling commissions have sued Kalshi and other exchanges for operating unlicensed
sports books, although in some cases, the exchanges sued first for injunctive relief to prevent enforcement
of state gambling regulation. In some jurisdictions, the DCMs have lost and in others they have won; it is
likely that intervention from the Supreme Court or Congress will be needed to settle law.

It is both an article of faith among derivatives lawyers that exchange traded products are exempt from
state regulation and well accepted that states govern sports gambling. Growth in derivative product
offerings has led to this conflict in jurisdiction. While sports event contracts on DCMs are distinguishable
in some respects from gambling through a traditional sports book, those distinctions may not add up to
an appreciable difference. At the outset, odds on DCMs tend to be better for traders, but this is partly
because the DCMs do not pay state taxes or licensing fees. Another difference is that positions can be
traded into and out of on a DCM, whereas it is hard to close a bet after making it and before it resolves as
the odds change. Another difference is that on a DCM, the contract is generally purchased from another
trader rather than the house. To some, these kinds of distinctions mean that DCM traded contracts are
not gambling instruments. But many people (including judges) look at event contracts on sporting events
and recognize that they are little different from wagers on sports games that are under state regulatory
authority. There is also active debate as to the extent to which event contracts are used for entertainment
as distinct from risk management purposes.

It does not help the exercise of divining Congressional intent related to these newfangled products that
the governing statutes were drafted over generations and include some sloppy language. Most helpfully
for the state gambling commissions, Native American tribes and others litigating with the DCMs is language
in Section 5¢(c)(5)(C) that contemplates event contracts may involve activity that violates state law. These
litigants have pointed to the language as a Congressional acknowledgment that states have some authority
over these products, and some courts have adopted this reading. But again, it will likely take action from
the Supreme Court or Congress to resolve the question of whether state gambling law applies to prediction
products on sporting events.

There are some serious stakes to the legal debate. States’ gambling regulation varies and has plenty of
defects, but it does have some arguably helpful features such as: (1) limiting participants to those who are
21 yearsold or older, (2) limiting advertising, (3) using some revenues from gambling businesses to support
community investment and mental health programs. Also, some states like Texas and California continue
to outlaw sports gambling. DCMs are able to avoid these regulations through prediction products on the
outcome of sporting matches and similar events. In contrast to traditional exchange traded derivatives,
many event contracts target retail traders (including those as young as 18) and raise concerns with
addiction, self-regulation and over-consumption—challenges the CEA was not developed to address.
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Prediction Products Raise Distinct Manipulation Concerns

DCMs are self-regulatory organizations (SROs) with substantial responsibilities for assuring the integrity of
transactions through their facilities and policing against manipulation and other abusive practices. The
CFTC oversees DCMs’ self-regulatory function. The advent of event contracts on subjects as varied as
politics, sports and pop-culture poses new challenges for DCMs’ and the CFTC’s efforts to assure trust
among market participants and protect markets.

Concerns of market manipulation are certainly not new to derivatives markets. There is a long history of
SRO and CFTC efforts to address practices such as corners, squeezes and more recently, spoofing or the
distortion of indices such as LIBOR. However, distinct resolution contexts do pose new challenges,
particularly to the CFTC’s oversight abilities.

Identifying when a party is hoarding silver to influence silver futures’ settlement is different from
identifying when a party is inappropriately affecting, for example, an election to influence event contracts
on that election. Difficult line drawing problems ensue, and in the U.S., First Amendment protections on
political speech and other communications may come into play. Furthermore, investigation into electoral
manipulation may embroil the CFTC in politics. More generally, event contracts threaten to degrade the
stature of the CFTC and the markets it regulates. As derivatives come to resemble traditional wagering
instruments, public (mis)perceptions of financial markets as casinos are reinforced. And as the CFTC wades
into the outcomes of awards shows, sporting events, and similar happenings it draws less on its expertise
in supply and demand fundamentals within massive markets for economicinputs. Instead, the CFTC needs
to try to develop new, objective and rigorous analytic methods and frameworks. As a twist on the above
hypothetical regarding elections, how is the CFTC, or an exchange, expected to determine whether
someone is promoting a new music album to influence the outcome of an event contract on that album’s
position in the Billboard 200 or simply because they like the music? And again, free speech concerns apply.

The issue of manipulation is knottier in the context of events driven by an individual or a small group of
individuals. An album’s position on the Billboard 200 is the result of millions of people listening to music.
Other events can be the product of one person’s decision or the decision of a small group of people. In
these contexts, the existence of event contracts based on individual decisions can create distortive
incentives. For example, event contracts on awards determined by a small committee raise the risk that
the individuals involved will be pressured by traders, or may themselves trade on the event and alter
behavior accordingly. Moreover, in these contexts, the wisdom of the crowd may not advance accuracy
because relevant information is not dispersed through a large group of people beyond the insider(s)
making the outcome-determinative decision.

The CFTC is working on addressing the unique risks of manipulation related to event contracts, particularly
in the context of sports. It recently released an advisory aimed at DCMs, which among other things,
identifies that contracts that “resolve or settle based on injuries to individual sports participants,
unsportsmanlike conduct, or physical altercations between sports participants” pose a heightened risk of
manipulation. These kinds of contracts raise not only manipulation concerns but also moral hazard.
Players may be financially or otherwise influenced to engage in misconduct to affect the settlement of
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these kinds of contracts and the results may have adverse effects in the real world (e.g., player injuries).
The CFTC is also engaging with sports leagues and advising DCMs that list event contracts on sports to do
the same. In part, this mollifies political blowback from the leagues and fans as the CFTC wades into sports
gambling with all its implications for the integrity of competition.

More generally, the explosion of event contracts poses the risk of complex interactions between real world
activity and prediction markets. Unintended and unforeseen consequences may arise as cash incentives
develop around the outcomes of personal decisions and other social phenomena. Some, for example,
have raised concerns that electoral turnouts may be manipulated through bets on election outcomes (e.g.,
if prediction market odds become lopsided, people may not bother to vote).

Insider Trading Concerns

For decades, the regulation of insider trading differed markedly between securities markets governed by
the Securities and Exchange Commission (SEC) and derivatives markets governed by the CFTC. In the
former context, there has been broad agreement that insider trading was antisocial and should be subject
to enforcement. SEC Rule 10b-5 penalizes many forms of insider trading ranging from an issuer’s employee
trading on material non-public information (MNPI) obtained from the issuer, to other third parties trading
on MNPI obtained from the issuer in violation of a duty of confidence, to certain tippees receiving MNPI
through a chain of quid pro quo involving misappropriation of the MNPI. But derivatives were designed to
enable market insiders such as commodity producers or users to hedge based on their private view of the
market. And whereas fiduciary duties can run from a firm and its agents to the owners of the firm, there
are no such fiduciary duties between a firm or its agents and participants in the firm’s input or output
markets. As a result of these distinctions, trading on market participants’ MNPI was largely condoned in
derivatives markets until the passage of the Dodd-Frank Act of 2010.

The Dodd-Frank Act broadened the limited insider trading regime applicable under the CEA to derivatives
markets. Legislative changes expanded coverage to trading involving the misuse of information from a
federal government source. Legislative changes also provided the CFTC with authority to pursue fraud or
manipulation involving futures, swaps and certain other products. The CFTC has used the latter authority
to pursue cases of insider trading where MNPI was misappropriated in breach of a duty owed to the source
of information. However, the CFTC’s doctrine is nowhere as developed as the doctrine governing insider
trading in securities.

Many of the subjects of event contracts make these derivatives relatively more susceptible to insider
trading than traditional derivatives. A pattern of suspected insider trading has been observed on
prediction markets. Particular scrutiny has been leveled at Polymarket. Polymarket is an offshore
prediction market that allows anonymous participants to trade using cryptocurrencies. Polymarket
purports to exclude U.S. traders, and is thus not subject to the CEA (including the CEA’s regime for exchange
regulation and prohibitions on manipulation and insider trading). Insider trading concerns arose in
connection with a number of contracts offered on Polymarket due to significant, profitable bets being
placed shortly before settlement from wallets previously exhibiting little similar activity. Examples include
winnings on event contracts based on (a) military operations (e.g., Israeli attacks on Iran, the capture of
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Maduro), (b) the award of the Nobel Peace Prize, (c) Taylor Swift’s engagement, (d) Google’s annual results
for search term popularity, and (e) product releases. Separately, Kalshi as an SRO has brought actions for
insider trading on its contracts related to Mr. Beast YouTube content and the California governor race.
However, the CFTC has not brought cases for insider trading on prediction markets thus far. Some of the
suspected insider trading may not be by insiders close to the decision making but by hackers who obtained
early access to the decision making. Other challenges to stamping out insider trading exist, particularly in
the case of unregulated, offshore Polymarket. A countervailing consideration offered by some is that
insider trading may improve the predictive value of event contract prices. In this regard, comparisons of
liquidity and price discovery between regulated and offshore markets may yield interesting results for
scholars.

Conclusion

Prediction products aggregate and express valuable information. To some extent, these products are also
competent hedging instruments that businesses and individuals may find valuable in managing risk.
However, the explosion of prediction products also poses serious challenges to the CEA regulatory regime.
Products aimed at gambling propensities among retail traders invoke concerns with over-consumption and
mental health. These products are more appropriately governed under state gambling regimes.
Alternatively, the CEA could be updated to protect retail traders with a conceptual framework derived
partly from the public health literature on gambling. Unprincipled innovation within derivatives markets
threatens consumer harm and respect for markets and the regulatory edifice.

Prediction products also raise acute concerns with manipulation and insider trading. Many products target
outcomes determined by one individual or a small group of individuals. Within these settings, oftentimes
(a) the power of prediction markets to harness the crowd’s wisdom is limited and (b) the risk that
incentives will distort behavior or inspire insider trading is acute. There are substantial differences
between how a price forms for a futures contract on Treasury instruments or barrels of oil, on the one
hand, and a binary option on whether a hedge fund manager accuses more than a certain number of MIT
professors of plagiarism, on the other hand. These kinds of differences should lead to some rethink in how
the U.S. regulates derivatives products.

A rethink of derivatives regulation in light of prediction products will be fascinating, and likely a long time
coming. The current administration offers a light touch regime. More changes will come should
institutional actors enter prediction markets to a significant extent. Currently, these products are prepaid
at the outset and focus on retail traders who may not think much about losing float nor have the
operational capacity to meet daily margin calls. However, work is being done to transition prediction
products to a margined basis with involvement of futures commission merchants and derivatives clearing
organizations in clearing, at least for institutional participants. The institutionalization of prediction
markets can lead to further unanticipated evolution.
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