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1. Introduction
Initial coin offerings (1ICOs)! which became popular from 2017, introduced a new financial
asset known as the ‘token’ or ‘cryptoasset’.? The cryptoasset has its origins in cryptocurrency
such as bitcoin® which has galvanised imagination in relation to an alternative economic
order powered by privately supplied money.* Although cryptocurrency has been introduced
as an innovation since 2009,° its penetration into mainstream commerce and economic life
has been limited.® Cryptoassets have now captured the attention of mainstream financiers,’
and an explosion in their market capitalisation® has led regulators to consider how they may
address cryptoassets in their regulatory repertoire.

Regulators in different jurisdictions have taken rather different approaches towards
cryptoassets.® This chapter focuses on the regulatory diversity, not from the point of view of
what ought to be the regulatory regime: ie whether cryptoassets are financial products or not,
and how they fit into existing categories of regulated financial products. Rather we pose a
more limited research question as to whether regulatory competition is reflected in such
diversity, and what flaws in regulatory thinking such competition reveals. As Section 2
explains, the characteristics of cryptoassets do not easily cohere with established financial
product categories that are subject to regulation. This has given rise to regulators’ different
perceptions on the appropriate policy for them.

It may be argued that regulatory diversity is not necessarily due to ‘competition’ in the form
of races to the top or bottom.? This presumes that regulators are designing regulatory
regimes on a calculative basis to augment their market share, especially in the era of
globalisation.™ Regulators do face demand-side pressures'? and have incentive-based reasons
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for generating regulatory policy.'® Such policy can be proactive* or defensive/reactive®® but
is not necessarily poised to lead a ‘race’. Moreover, they also face institutional constraints
and political contexts'® and do not always respond to global regulatory developments in a
manner that treats their regulatory regimes as competitive products.!’ Further, even in an
incentive-based context where regulatory constituents are able to vote with their feet due to
their mobility,'® constituents’ preferences for regulators range from the law in books, ie the
legal standards and frameworks, to the law in action, referring to regulators’ enforcement
policies, as well as more informal attributes such as their accessibility and willingness to
engage for discussion and guidance.*® Hence, regulators can engage in different ways to
persuade their regulatory constituents to exercise voice and remain, instead of threatening to
exit.2

We do not adopt a singularly Tieboutian® model of proactive regulatory competition in order
to examine international regulatory developments for cryptoassets. The observed regulatory
diversity in relation to cryptoassets reflects signs of incentive-based approaches to regulatory
policy. After all, regulators are mindful of the need to attract financial assets perceived to be
useful for financial and economic development in any jurisdiction.?? Regulatory diversity in
this space seems to be consistent with the explanations for regulatory diversity in other
bodies of financial regulation, such as bank regulation discussed by commentators.?®
However, regulatory diversity also reflects a mixture of regulatory goals such as the
protection of existing institutions and social compacts.?* The international regulatory
diversity reflects an experimental space for regulators still working out the terms of
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competition in relation to their influence on regulatory policy. This article’s purpose is to
discuss how such terms of competition are being worked out and their influence on
substantive regulatory policy. The limitation in this article is that it does not discuss what
ought to be the optimal regulatory policy, an endeavour that is beyond its space. The
narrative of regulatory competition that contributes to policy-making can incentivise
regulators to embark on deeper sense-making and learning regarding the supply and demand
sides of the cryptoasset market. Three broad movements are analysed in relation to key
jurisdictions in relation to their development of regulatory policy for cryptoassets. We argue
that these are (a) hegemonic approaches such as taken by several US agencies and in China,
(b) self-regulatory approaches which are in effect taken by the popular ICO jurisdictions of
UK, Switzerland and Singapore and (c) new enabling regimes designed by emerging
financial regulatory regimes such as Malta, Israel and Thailand. Jurisdictions are categorised
in relation to likely policy effects of the approach, not because their regulatory frameworks
are the same. Indeed different policy frameworks can approach similar effects upon markets,
and that is the point of regulatory competition. We argue not only that regulatory competition
is an apt lens through which to perceive regulatory differences but it also offers regulators a
platform for continued discovery of substantive aspects through working out the terms of
such competition.

Although financial regulators engage in collective forums such as the Financial Stability
Board, an international body that now has a clear mandate to look over global systemic risks
after the global financial crisis of 2007-9,?° it can be seen from documents issued by the
FSB?® and 10SCO,? the International Organisation for Securities Commissioners, that
national regulators have not sought international dialogue or convergence towards their
consideration of regulatory policy in the realm of cryptoassets. Indeed international policy
coordination or regulatory convergence is often an incentive-based and considered
manoeuvre undertaken when problems of commons and mutual externalities compel such
coordination.?® The state of regulatory diversity also reflects regulators’ perception that
cryptoasset markets do not yet pose challenges for these needs to arise.?

In Section 2, we provide a condensed and high level overview of financial regulatory
frameworks in key jurisdictions that have persisted along sectoral differences between major
product types and in the US, along the lines of different sectoral regulators. This provides the
context for explaining why there is a regulatory lacuna in respect of cryptoassets. Extant
financial regulation frameworks and architecture, as well as their perceived dominance over
markets affects regulators’ stance in regulatory competition in shaping their substantive
policies. Section 3 discusses the three regulatory approaches above. This Section calls for a
constructive engagement with the possibilities offered by regulatory competition, towards
learning and discovery of new supply and demand side needs, for fashioning substantive
regulatory policy. This chapter aims to provide part of the roadmap towards substantive
regulatory policy and does not itself offer full solutions.
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2. The Regulatory Lacuna for Cryptoassets

Why do crypto-assets give rise to a regulatory lacuna? Our existing bodies of financial
regulation have grown exponentially over the years, from the US New Deal establishing a
system of securities regulation and investment advisers regulation since the 1930s* and
1940s% to the growth in harmonised financial regulation in the EU in banking and securities
since the 1970s.3? More recent exponential growth in financial regulation has also taken place
since the Financial Services Action Plan of 19992 and the post-crisis de Larosiére report in
2009.3* Although financial products and services have increasingly been captured within the
scope of regulation,® the organisation of regulatory regimes may nevertheless give rise to
gaps. These gaps arise in two ways. First, regulatory regimes have been developed along
‘sectoral’ lines for a long time, these sectoral lines reflecting major financial product business
models. Cryptoassets offer a particular challenge as to their ‘fit’ within major financial
product models or ‘packages’.®® Second, regulatory regimes identify certain mainstream
financial institutions as regulated subjects, creating regulatory relationships between
regulators and corporatized entities, whether they are issuers, intermediaries or markets. The
cryptoasset paradigm creates challenges for regulators in terms of new actors that may not
comfortably be regarded as functionally equivalent to familiar regulatees.

2.1 What are Cryptoassets

Cryptoassets have become treated as financial assets although they are more accurately and
functionally known as ‘application tokens’. To understand the nature of application tokens,
one needs to first understand the nature of cryptocurrency. The bitcoin blockchain was
introduced in 2008 by a pseudonymous Satoshi Nakamoto®’ in order to allow private
payments to be made securely and efficiently between individuals without needing to involve
existing intermediaries in the banking and financial system. The global banking crisis of
2007-9% loomed large in the context and this development can be seen not only as a
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technological innovation but as a statement of distrust of the prevailing institutions and
financial intermediaries at that time.3®

Cryptocurrencies, supported by a blockchain and the mining protocol for maintenance of the
system, have become a basic infrastructure for private value transfer in a peer-to-peer
network. The cryptocurrency is a protocol token, endogenous to the blockchain system,
creating and transferring novel value outside of the conventional monetary and financial
systems. However, cryptocurrencies have not per se given rise to a new economic system of
markets as their rudimentary monetary systems are meant to support the existing real
economy, and provide an alternative to intermediated systems of payment in the real
economy. Cryptocurrencies are not massively utilised in mainstream commerce because their
distributed architecture for maintenance is costly in terms of its energy footprint*® and they
are not necessarily as speedy as existing payment systems dominated by large providers such
as Visa and Mastercard.*

Innovations have since been made on the basis of the cryptocurrency infrastructure. The
Ethereum blockchain, which went live in 2015, provides an infrastructure blockchain, and a
protocol token, the ether, that codes in basic laws of functionalities that can be further
programmed to execute specific ‘smart contracts’. The ether is the native token of the
ethereum blockchain, just as the bitcoin is the native token of the bitcoin blockchain. But
other than representing and transferring value, and recording balances, which are the limited
functionalities of bitcoin, the script of the ether token (the most popular of which is ERC-20)
is coded with more universal functional qualities such as transferring information, rights and
value. These universal qualities allow coders to build upon with more specific functions
which can be automated upon the satisfaction of certain conditions (smart contracts).*? ERC-
20 tokens can be used for the building of application tokens that are ERC-20 compatible,
upon the ethereum blockchain.*® These applications offer new opportunities for economic
and commercial activity, such as the purchase and sale of digital art, like cryptokitties, over
the internet.**

Since 2015, business innovations have exploded, built on this framework, and other platforms
with their own native coins have also been developed to compete with ethereum, such as
Tezos,* Eos* and Tron.*’ In other words, application tokens are multifunctional in nature,
and are in essence a representation of the (a) holder’s entitlement, (b) value, (c)
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information/data, (d) contractual performance and (e) the currency of the system all in one.*®
They are the new portal for participation in new technologically-framed business activities.

Development projects for blockchain applications began to crowd-source for funds, known as
‘initial coin offerings’ (ICOs). Developers offer application tokens in return for
cryptocurrency from supporters of the project. These are envisaged to be used on the
distributed ledger platform when the project goes live. Application tokens confer a variety of
consideration in return for supporters’ funds. *° For example, utility tokens confer on
subscribers a right (in the future) to use or enjoy certain services.>® These come in a different
variety in terms of whether they may be user-based, or include other participation rights.>*
‘Fun’ tokens may confer a benefit to the community at large or to another without
consideration.> Investment tokens confer on subscribers a right to participate in a form of
investment and risk being classified as falling foul of existing financial markets or securities
regulation.>® Currency tokens may confer on subscribers a right to use for payment in a more
interoperable manner than utility tokens. Tokens may also be coded with a mixture of the
abovementioned characteristics, depending on how it ought ultimately to function on the
distributed ledger platform.>* The majority of application tokens issued at ICOs are utility
type tokens.

Tokens conferred on purchasers at pre-sales can usually be immediately traded away, on one
of many digital asset exchanges that have now arisen all over the world,* for more popular
cryptocurrencies such as bitcoin or ether, which can then be exchanged for fiat currencies.
The ‘liquefication’ of tokens fundamentally allows them to become financialised, turning
tokens into ‘crypto-assets’, which the Bank of England now defines as ‘generally held as
investments by people who expect their value to rise.”>® Both protocol and application tokens
have become highly financialised as bitcoin and ether can be held as speculative instruments
themselves, and application tokens built upon ethereum, TRON or Eos are equally tradeable
and can be held as speculative assets. The million-dollar question is whether they are
financial assets and if so, what type of financial asset as recognised under extant regulation?
This question has tended to be answered by regulators by comparing the tokens and their
characteristics with extant regulated financial product categories. However, clear answers are
seldom derived as tokens challenge these regulatory boundaries for financial products. The
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interpretive possibilities have given rise to a diversity of international regulatory approaches
and we argue that these approaches are shaped to an extent by forces of regulatory
competition. Regulatory competition thus provides a lens to explain why the diversity exists
and we argue that it also provides the lens for exploring what remains to be learnt by
regulators in forging regulatory policy.

2.3 What Type of Financial Product are Crypto-assets?

How cryptoassets may fit within existing financial regulation ontologies depends on how
these ontologies are constructed. We argue that financial product ontologies are usually
delineated along sectoral lines between full and partial intermediation in many jurisdictions.
However different jurisdictions’ regulatory architecture for full and partial intermediation
products have a marked impact upon regulatory policy.

2.3.1 The Ontologies of Financial Regulation

Financial regulation has developed largely along sectoral business lines. The banking sector
products of deposit-taking and private money creation by loan underwriting are regulated
differently from investment sector products. Banks take on full intermediation of financial
risks, allowing them to maximise the private profits of risk-taking while providing socially
useful services to customers in relation to money safekeeping and payment.®” Securities
products on the other hand, are credence goods. Investors hope for a future return that cannot
be guaranteed at the time of participation.>® Where financial institutions take on full
intermediation, their products are subject to legal and regulatory duties unlike in the case of
credence or investment goods where investors bear the capital risk. Hence ‘banking products’
have attracted legal duties with regard to deposit return,> the facilitation of payment services
arising out of the safekeeping function of deposits,®® and duties in relation to credit,5 as well
as micro-prudential regulation that introduces law and economics techniques to moderate
risk-taking behaviour in full intermediation.®? Insurance products which also have full
intermediation features in terms of underwriting risks, are subject to legal duties in
underwriting®® and microprudential regulation to incentivise appropriate risk-taking.®* In

57 Foley v Hill (1848) 2 HLC 28, 9 ER 1002.

58 ‘A credence good is a type of good with qualities that cannot be observed by the consumer after purchase,
making it difficult to assess its utility’, https://www.investopedia.com/terms/c/credence-good.asp.

59 Foley v Hill, above

80 Sjerra Leone Telecommunications Co. Ltd v Barclays Bank Plc [1998] CLC 501.

61 regulatory duties and banking standards with regards to overdrafts, Standards of Lending Practice: Personal
Customers (July 2016) at: https://www.lendingstandardsboard.org.uk/wp-
content/uploads/2016/07/Standards-of-Lending-Practice-July-16.pdf; Financial Conduct Authority, Consumer
Credit Sourcebook (CONC) at: https://www.handbook.fca.org.uk/handbook/CONC.pdf; Chiu and Wilson (2019),
ch4.

52 The Basel | (1988), Il (2003) and 1l (2009-2017) Accords transposed into law in the EU under the Capital
Requirements Directive and Regulation 2013, Iris H-Y Chiu, ‘Rethinking the Law and Economics of Post-Crisis
Micro-prudential Regulation- The Need to Invert the Relationship of Law to Economics? (2019) 38 Review of
Banking and Financial Law 639.

63 duty of unberrimas fides, RA Hasson, ‘The Doctrine of Uberimma Fides in Insurance Law’ (1969) 32 Modern
Law Review 615

54 Solvency Il Directive 2009.



https://www.lendingstandardsboard.org.uk/wp-content/uploads/2016/07/Standards-of-Lending-Practice-July-16.pdf
https://www.lendingstandardsboard.org.uk/wp-content/uploads/2016/07/Standards-of-Lending-Practice-July-16.pdf
https://www.handbook.fca.org.uk/handbook/CONC.pdf

Europe for example, the synergies between banking and insurance business has also led to
‘banassurance’ business models.®®

Securities products are not subject to product regulation as such. This means that legal and
regulatory governance over securities do not presume to govern their performance in certain
ways, but rather, securities are subject to mandatory disclosure regulation at point of sale®
and on a continuing basis®’ so as to fully inform investors of material contexts®® in order to
assist investors’ decision-making. In a similar manner, collective investing in funds that trade
in securities and other financial assets are also regarded as credence goods but with a twist, as
fund management involves discretionary judgment in selecting and managing portfolios.
Hence collective investment products such as mutual funds are subject to a similar regulatory
technique of mandatory disclosure regulation,®® but there is a greater extent of regulatory
governance of aspects of fund management.” Such regulatory governance has grown over
the years as occupational pension saving in funds has become staple, and in the UK,
mandatory.’?

The different business models in full intermediation in banks and partial intermediation in
securities and investments also underpinned the establishment of different regulatory
agencies overseeing these activities, such as the Office of Thrift Supervision and Office of
Comptroller of Currency (which has since 2011 absorbed the Office of Thrift Supervision)
overseeing deposit-taking banks in the US and the US Securities Exchange Commission
overseeing securities issuers, intermediaries and markets. In the UK, the Bank of England
was the bank regulator between 1979 and 20007 while securities issuers were subject to the
London Stock Exchange’s rulebook, as a self-regulatory system until 2000.”* Securities and
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investment intermediaries were separately regulated under a self-regulatory system before
1986 and gradually became subject to regulation from 2000.7°

The rise of the financial ‘supermarket’ or conglomerate’® since the 1990s, facilitated by the
abolition of the Glass-Stegall Act in the US which forcibly kept banking and securities
businesses separate, gave rise to financial institutions with multi business lines, gradually
allowing banking, insurance and securities and investment services to be cross-fertilised. The
precursor to the global financial crisis 2007-9, the collateralised debt obligation, a financial
asset which featured loan assets packaged in ‘slices’ and ‘tranches’ into securities, is a type
of financial innovation borne out of the new liberation and blurring of sectoral lines.”’
Industry and product structure changes paved the way for a rethink in terms of both
sectorally-developed product regulation as well as the appropriateness of regulatory
structures. A number of regulators in the world including the UK moved to the single
regulator architecture in order to house all regulatory and supervisory functions over the
entire financial sector.”® Some regulators opted for an ‘objective-based’ system or ‘twin
peaks’ where the full intermediation aspects of financial business which carried prudential
risk were supervised by a prudential regulator, and the financial products, services and
markets aspects of financial business were supervised by a conduct regulator.?’ The UK
ultimately took this approach in 20132 after a decade of the single regulator which did not
prove effective against the banking crisis that occurred.®? The US however continued to
maintain sectoral lines of regulation although the merger of the Office of Thrift Supervision
into the Office of the Comptroller of Currency was mandated in the Dodd-Frank Act 2010
after the crisis.®

Regulatory ontologies for financial products have very slowly responded to financial
innovation that challenge sectorally-based boundaries. For example, money market funds
‘behave’ like deposit products but have never been subject to bank-like duties to customers or
micro-prudential regulation.?* They are regarded as ‘fund’ products and subject to investment
regulatory regimes applicable to credence goods. They engender an impression of being as
stable and reliable as deposit products as they are invested in highly liquid assets and can be
subject to short redemption notice. This impression was challenged during the global
financial crisis when a large money market fund, the Reserve Primary in the US, could not
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meet redemptions at the dollar due to losses suffered on the underlying assets held.8
Although money market funds regulation has been reformed in the US8 and EU,?’ financial
regulators have created bespoke regimes for financial innovations that adopt mixed elements
of the full and partial intermediation roles. This example reflects the fact that regulators do
not fundamentally rethink product ontologies. Instead, reforms are built upon the full-partial
intermediation binary in a rather patchwork manner. Another example is the exchange-traded
fund, an investment structure premised on being tied to an index, therefore giving investors
exposure to a range of indexed securities while trading closely to the transparent market price
of the index.% However, as Hu and Morley point out, hidden arbitrage strategies are
employed by the exchange-traded fund operator and the fund may not be trading close to the
index at different times of the trading day.®® These apparently ‘securities’ or investment fund-
like products are placed in the fund category but they are functionally more equivalent to full
intermediation type products as fund operators undertake endeavours to maintain value
reliability. Regulatory governance has however not engaged with these features. In this
manner, regulatory ontologies have become industry-led, and are not technologically neutral.

The path dependence of regulators on established financial product or sectoral ontologies has
led to regulatory gaps. Cryptoassets pose a unique challenge to the regulatory ontologies for
financial products, as they are not, unlike many financial innovations, developed based on
techniques that mix features of existing financial products. Rather they are developed within
a functional environment, with certain technological protocols, and present new features as
well as features that resemble full or partial intermediation techniques. Sectoral delineations
between financial products may be further accentuated by regulatory architecture. For
example, the fragmented nature of US regulatory architecture,? in relation to FinCen’s role
for money service businesses, the Securities and Exchange Commission’s (SEC’s) role for
securities and investments regulation and the Commaodities and Futures Trading
Commission’s (CFTC’s) role over commodities and futures trading reinforces an approach to
crypto-assets that predominantly attempts to fit them into existing product categories and
therefore regulatory perimeter. The EU has also established its architecture of pan-European
regulators over national regulators, the European System of Financial Supervision, along
sectoral lines. The System comprises of the European Banking Authority,® the European
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Securities and Markets Authority,% the European Insurance and Occupational Pensions
Authority,®® and a joint committee of the three to look at cross-sectoral issues.® The UK
adopts a twin-peaks approach but the Prudential Regulation Authority, under the Bank of
England, is effectively the ‘bank’ regulator, although there is good evidence®® of working
jointly with the Financial Conduct Authority, the conduct of business regulator for all
financial firms. This architecture has influenced a more objective-based approach to
cryptoassets.

2.3.2 The Uneasy Fit of Crypto-assets

As a result of the traditional sectoral delineations, protocol tokens that are regarded as private
currency are associated with payment instruments and attract comparisons with payment
services and anti-money laundering regulations. In particular, the fears over cryptocurrency
being used for illegal purposes,®® and the internationalisation of laws against money
laundering®” are key to a somewhat convergent approach taken by most jurisdictions that
extend anti-money laundering regulation to locations where significant levels of
cryptocurrency activity converge, such as cryptocurrency exchanges. In the EU, regulation
has been extended to crypto-exchanges between fiat and cryptocurrency, so that they are
subject to anti-money laundering regulations.® This is a similar position taken in the US®
and elsewhere. 1%

However, the extension of anti-money laundering regulation to protocol tokens does not
mean recognition of them as payment instruments. Regulatory approaches are more diverse
in this respect. European policy-makers do not regard cryptocurrency as falling within the
European Payment Services Directive nor the Electronic Money Regulations.* This is
because the legislations make certain assumptions that cannot apply to cryptocurrencies.
Electronic money is assumed to be provided by commercial providers who are able to issue,
redeem and safeguard the electronic units of money vis a vis customers, including banking
and non-banking credit card issuers or online money remitters. The regulation of payment
services providers is broader, covering a wide scope!®? of account servicing providers such as
banks, payment initiation services that may be separate but plugged into bank or credit card
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accounts to initiate payments, such as Paypal or Apple Pay,%® and money organising services
such as Money Dashboard.'® The current regulatory regime captures commercial outfits
providing various aspects of payment services in order to allocate responsibilities to users and
payment services providers such as in the event of fraud or mistake.%

The regime for risk and responsibility allocation is a governance order attached to certain
recognised regulated entities, a position also reflected in payment legislation at the US
federal level as well as Art 4A of the Uniform Commercial Code. % In contrast, the value
transfer systems in cryptocurrencies are usually open infrastructures that can be maintained
by any volunteer. Participants rely on volunteers’ incentives and the protocols operating in
the system for validation. It is difficult for regulation to be attached to individual transacters
or even miners, hence regulation attaches incompletely, and in a path dependent manner, to
locations of convergence of activity as the equivalent of commercial service providers, so
they can be made to owe duties to consumers and the regulator. This is why New York
specifically introduced its Bitlicense scheme? to license money service businesses servicing
the crypto-community and the Uniform Law Commission has recommended enabling
legislation to recognise and regulate cryptocurrency exchange and remittance services.%®
Singapore now recognises and subjects digital token payment providers to the same
regulatory regime for payment services providers generally,'® and such fluidity of approach
may stem from its unified regulatory architecture, under its central bank, which has relative
agility in determining its appropriate regulatory perimeter. The Singapore regime covers
largely cryptocurrency exchanges of a centralised character.'*® However the readiness to
absorb cryptocurrency service providers within the regulatory remit does not represent a
comprehensive regulatory regime for cryptocurrency as payment instruments or for the
protection of users.

The developers of cryptocurrency initiate its ‘value creation’ but value creation is maintained
in a decentralised manner by network protocols and miners in a permissionless blockchain.
The transactional and validation operations on cryptocurrency blockchains remain self-
regulating. The ‘incomplete’ treatment of protocol tokens as payment instruments or money
services in many jurisdictions reflects not only doctrinal dilemmas regarding the coherent fit
between these novel concepts and accepted payment instruments, but also policy dilemmas in
relation to how far regulators wish to give them recognition and legitimacy.

Besides, would application tokens be regarded as payment instruments? In most jurisdictions,
although application tokens also embed a value recording and transfer function, ie payment,
they are not usually regarded to be in the same category as protocol tokens, which are likened
to payment instruments for mainly crime-prevention purposes but not for legitimation
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purposes.t! These tend to be compared with securities because of their key role in facilitating
fund-raising for development projects. Such treatment is partly due to entrenched sectoral
thinking which is pronounced especially in the US as reinforced by regulatory architecture.

As Section 3 will elaborate, the US has since 2015 tended to apply the Howey test'*? to
application tokens to determine if they are securities. The CFTC may also treat tokens as
commodities,**® or as giving rise to futures trading on the secondary trading markets, as
tokens involve future rights.** Competition between sectoral agencies and the global
importance of the US financial markets are key reasons for the US’ preferred approach to fit
cryptoassets within existing product categories. This approach assumes the normative and
doctrinal correctness and timelessness of regulatory institutions in the US and limits the room
for regulators to consider cryptoassets as novel especially in relation to their ‘non-financial’®
characteristics.

Many other jurisdictions take a different approach, as observed in important financial
jurisdictions with a different regulatory architecture (such as the UK and Singapore) and
emerging financial jurisdictions competing for global importance. In the EU, the EU
agencies’ hesitation in achieving a convergent position may be due to intra regulatory
competition amongst its Member States and this may have prompted commentators to
support a more convergent position, centring upon analogies with financial regulation.
Maume et al''® opine that the European definition of securities turns upon liquidity in
secondary markets and tokens have become liquid tradeable assets. Collomb et al also take
the view that utility tokens serve the purpose of fund-raising for the start-up and are therefore
the functional equivalent of securities issued by companies.*'® However, Hacker and
Thomale!!’ argue that utility tokens are unlikely securities for the lack of conferment of
equity participation and governance rights, which is typical of equity securities, and the lack
of debt repayment and coupon rights, which is typical of debt securities. The characteristics
of tradeability and fungibility!*® may push us into the direction of characterising these as
close to securities but the characteristics of functionality'!® and non-redeemability, unlike
equity securities,?° would likely push us into the opposite direction of distinguishing tokens
from securities. Other than normative and doctrinal reasoning that underlie debates in
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analysis as to cryptoassets’ nature, regulatory tradition and architecture are important factors
shaping regulatory tendency towards presumptions of whether they are ‘financial’ or not, and
hence which financial product category they should be analysed with.

In the UK, there is an additional question as to whether tokens can be regarded as units in a
collective investment scheme.*?! Tokens do not quite fit the definition as they are not
necessarily parts of a ‘pooled’ investment, and may not be held for expectation of profit
alone.*?? For example, it can be argued that the Decentralised Autonomous Organisation
(DAO), characterised as a security offering by the US,'%3 could be a collective investment
scheme in the UK. It was a pioneer template'?* for smart contract applications to be built
upon the ethereum platform to:
(a) enable participants to send funds in ether to an address on the blockchain, and the
address mentioned to receive the funds in a pooled form;
(b) enable participants to vote on where the funds should be deployed,;
(c) enable the recording and tallying of investment votes to meet the majority number
trigger;
(d) enable funds to be sent to the investment destination the majority of votes support.

Although the DAO had features of pooling funds, there was no centralised management other
than the majority voting protocol on the blockchain. The collective investment scheme
regulation in the UK targets intermediaries who attract investors into pooled schemes they
manage,'% hence the need to subject points of sale and the intermediaries themselves to
duties governing their roles. No such discretionary power is similarly exercised over the
DAO participants by the protocol or the developers.

Finally, the crypto community is experimenting with the development of stablecoins to
improve the moneyness of cryptocurrency and to mitigate their volatility. The two key
techniques for stablecoins involve either a monetary provision and management function, like
a central bank, or the pegging of a token’s value to a basket of financial assets whose market
values can be readily ascertained.?® The FSB and 10SCO have identified similarities
between stablecoins with payment mechanisms,*?’ electronic money,'?® commodities,*?° bank
deposits, 3 and money market funds.*3

1215235, Financial Services and Markets Act.

122 1ris H-Y Chiu, Decoupling Tokens from Trading: Reaching Beyond Investment Regulation for Regulatory
Policy in Initial Coin Offerings’ (2018) International Business Law Journal/ Revue de droit affaires internationale
265.

123 SEC (2017).

124 See Slock.it.com, ‘The History of the DAO and Lessons Learnt’ at https://blog.slock.it/the-history-of-the-
dao-and-lessons-learned-d06740f8cfa5 where the DAO is described as an open source project that is intended
to inspire others to develop DAOs.

125 Even for exotic assets such as landbanks, see Asset Land Investment Plc v The Financial Conduct Authority
[2016] UKSC 17.

126 Dirk Bullman, Jonas Klemm and Andrea Pinna, ‘In Search for Stability in Crypto-assets: Are Stablecoins the
Solution?’ (ECB Occasional Paper 2019) at https://papers.ssrn.com/sol3/papers.cim?abstract id=3444847;
Ingolf GA Pernice, Sebastian Henningsen, Roman Proskalovich, Martin Florian, Hermann Elendner and Bjorn
Schuermann, ‘Monetary Stabilisation in Cryptocurrencies- Design Approaches and Open Questions’, 2019
Crypto Valley Conference on Blockchain Technology, IEEE, 2019 at
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3398372.

127 £SB, ‘Regulatory Issues of Stablecoins’ (Oct 2019) at https://www.fsb.org/wp-
content/uploads/P181019.pdf.

128 |bid and Bullman et al (2019).



https://blog.slock.it/the-history-of-the-dao-and-lessons-learned-d06740f8cfa5
https://blog.slock.it/the-history-of-the-dao-and-lessons-learned-d06740f8cfa5
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3444847
https://www.fsb.org/wp-content/uploads/P181019.pdf
https://www.fsb.org/wp-content/uploads/P181019.pdf

3. Three Approaches in Regulatory Competition

In light of the regulatory gaps as well as diversity observed on the part of many jurisdictions,
we now discuss three ‘groups’ of regulatory approaches to the characterisation of
cryptoassets. We focus on application tokens as they have generated a greater extent of
diverse responses than protocol tokens. Further, application tokens, which are usually
generated by nascent businesses, may be the subjects of new economic productivity and
wealth creation that jurisdictions wish to attract. The diversity in approaches to application
tokens reflects regulators’ motivations in relation to capturing new financial products and
actors, hence, an underlying competition narrative is appropriate for their comparison.
However such regulatory competition is affected by institutional traditions and path
dependencies in jurisdictions which shape regulators’ perceptions as to what the ‘terms for
competition’ may be. We suggest that the competition lens allows us to discern certain
flawed assumptions regarding the ‘terms’ of competition, and that regulators should position
themselves for learning and discovery instead to shape their thinking on regulatory policy.

3.1 Hegemonic Approach

We identify as a ‘hegemonic’ approach one that seeks to capture and fit cryptoassets within a
regulatory agency’s regulatory jurisdiction. It may be argued that such an approach is merely
‘coherentist’ as suggested by Brownsword.'3 A coherentist approach seeks to interpret new
developments within the corpus and ontologies of existing legal frameworks as an approach
of least disruption, and seeks to reconcile and indeed develop the law in a ‘coherent’ and
continuing narrative. This approach is understandable as law can be perceived to inhere
fundamental values, and such a bedrock should be timeless. However, at the logical extreme,
a coherentist approach would not be able to tolerate law reform, which can be
counterproductive. A hegemonic approach would not only be coherentist, but it seeks to
advance a coherentist agenda as far as is possible, in order to entrench a dominant position
and to marginalise challenge.

We suggest that coherentism is likely in jurisdictions with less agile institutions and is also
compatible with the incentives of regulatory agencies with ‘clout’, as Gadinis'® has
demonstrated. The sectoral delineations in the US are particularly important for each agency
defending the relevance of its regulatory perimeter conceptually and extending it to
cryptoassets where fits can be discerned, even if imperfectly.'** Regulatory agencies also
tend to insist on extending and applying extant laws to innovations, when they perceive that
they oversee dominant markets. The conditions of dominance are that (a) a jurisdiction’s
national financial industry maintains the largest market share globally and (b) the wealth
available for investment within that state’s borders is significantly larger than that of other
states. A jurisdiction with such comparative advantage like the US would tend to maintain
and extend its regulatory application, rather than reform it.
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This approach is observed in the treatment of cryptoassets by the SEC and the CFTC. In a
different way, this approach is also observed in China which has banned all cryptocurrency
and cryptoassets. Although coherence with institutions and protection of existing institutions
may to an extent be maintained, the contrivations are also clear. These contrivations show
that institutionally-shaped regulatory competition plays a key role in policy conceptualisation
which is not merely normatively or doctrinally derived in an objective manner.

3.2 The SEC and CFTC
The SEC and CFTC signal tough stances against regulatory arbitrage and the need to secure
investor protection and market integrity.

The SEC has issued guidelines on how ‘digital assets’ may be treated as securities,'*® and in
particular does not exempt ‘utility” tokens from being securities.!® In this manner, the SEC
has maintained its hegemony in securities regulation over cryptoassets although the results of
application achieve no real clarity and are likely counterproductive for genuinely innovative
blockchain-based business developments.

The ‘investment contract’ category of securities as defined in the Howey test and explicated
in the SEC guidance seeks to capture tokens with trading and appreciative characteristics
even if these exist alongside functional or potentially functional characteristics (for projects
under development). The more dominantly functional tokens are, in comparison to their
tradeability or potential to provide gain as ‘financialised’ items, the more likely they are not
securities. A number of indicators are suggested in order to determine if tokens are closer to
the end of the ‘financialised’ spectrum or the ‘functional’ end, such as whether centralised
efforts exist to develop the project and arrange for tokens to be traded, as opposed to
ministerial functions for the blockchain system. It would also be relevant whether the token is
offered more broadly (presumably to attract investment interest) or more narrowly to a
targeted market interested in functionality.

However, the SEC’s presumption of functionality versus financialisation is misplaced as
tokens likely have both sets of characteristics. Financialisation need not undercut the
functional characteristics that exist, as we think about residential property as being both fully
functional and financialised in many developed economies. Although such a binary may be
useful for capturing scams and frauds, where bare functionalities are a fagade for those taking
advantage of the ICO hype,**" it can pose a genuine problem for tokens that are poised to be
successful both functionally and financially. The approach presumes that genuinely
functional tokens would be niche in nature and artificially delimits the prospects of token-
based businesses. The SEC took enforcement against Munchee, an ICO for tokens to be used
in a food review application under development. The reason for enforcement is that
Munchee’s disclosure made reference to appreciation of token value by developers’ efforts
and was on the financialised end of the spectrum for ‘investment contracts’.**® This can be
tantamount to objecting to any significant entrepreneurial effort in developing a blockchain-
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based project, which can be unduly restrictive. It may however be argued that reference to
token appreciation in secondary trading also damaged Munchee’s case.

In light of significant uncertainty for ICOs, developers have turned to new legal mechanisms,
such as the SAFT agreement®3® that provides a template for token offers to be made only to
accredited investors in the US, therefore exempt from having to register with the SEC as a
public securities offer.24% This was undertaken in Filecoin, an ICO for developing a peer-to-
peer cloud storage system, which did not attract enforcement.'*! It may be argued that the
SEC’s tough stance is possible because of the dominant US market for capital investments,4
and it provides a self-regulatory alternative if no retail investors are targeted. Even if ICOs
are globally mobile, the need to appeal to a dominant market allows the SEC to exert is
jurisdictional hegemony. Further, the deep private markets in the US for accredited investors
is a viable alternative.1*®

The CFTC’s remit extends to trading in various derivative contracts specified in legislation.
The Commodities Exchange Act administered by the CFTC requires registration of trading
operators and empowers the CFTC to exercise enforcement authority over fraudulent or
manipulative activity on markets.}** Although the CFTC’s ‘Advisory’ does not clarify what
tokens are likely to be treated as ‘commodities’,**® a number of enforcement decisions
potentially have wide import. In the CFTC’s enforcement against My Big Coin Pay Inc,*
which is a token designed to be a cryptocurrency interchangeable for other cryptocurrencies,
but purportedly backed by gold, the decision can be interpreted narrowly or more broadly. A
narrower interpretation would be confined to the CFTC’s enforcement against fraudulent
schemes, as My Big Coin was issued in order to fund the founder’s lavish lifestyle and not
for project development. However, the basis for enforcement against fraudulent schemes is
that a ‘commodity’ is involved and the characterisation of My Big Coin as a commodity**’
would potentially implicate most currency tokens of a similar nature. Further, as utility
tokens are presales and would likely involve future delivery beyond the spot market
exemption of 28 days, they could also fall within the definition of commodity futures.4®
There is potentially comprehensive jurisdiction that the CFTC can assert over tokens if an
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expansive interpretation of ‘commodity’ is taken.*® However the CFTC’s advisory seems to
respect the SEC’s jurisdiction over tokens ‘if initial buyers are told that the developers or
promoters will bring them a return on their investments, or if the buyers are promised a share
of future returns of the project’.*®® Clarity is further needed over the delineation between the
two agencies’ jurisdictions.

3.3 China

China has banned crypto-asset commercial activity ie purchasing, trading, intermediating
crypto-asset investments, and payment and exchange services relating to crypto-assets. The
Chinese ban®®! has been attributed to policy-makers’ concerns that crypto-asset investment
and payment systems would facilitate the transfer of Chinese capital to overseas markets and
evade capital controls put in place by the government.*>? Further, this ban is also in line with
China’s crackdown on shadow banking in general, where financial activity has been shifting
away from mainstream regulated institutions that are perceived to be too restrictive or
expensive.'>® However, a recent Shenzhen arbitral tribunal was willing to recognise property
rights in crypto-assets so that they can be enforced.*>* This creates confusion as to the legal
position, as property rights ‘illegally’ obtained in violation of the ban laws should be tainted
by ex turpi causa. Such a position may be interpreted as recognising the ‘grandfathered’
rights of crypto-asset holders acquired before the ban. But it may hint of a contrary
movement in private dispute resolution that could still support private ownership of
cryptoassets, but without any onshore channels for realising their liquidity or value.

Nevertheless, the ban does not affect China’s enthusiasm for developing the use of
blockchain technology in mainstream commercial activity.>> While the disintermediated
economic ethos that emanates from the bitcoin-blockchain may be resisted by the
institutional ethos of ordered economic planning in China, the efficiencies of blockchain
technology seem appealing. In particular, China is developing a central bank digital currency
(CBDC).** One way to interpret these developments is that the Chinese authorities are
outlawing the privately supplied blockchain infrastructure ie private cryptocurrency and
putting in place an official alternative.'®” The CBDC can become the native currency of
blockchain-based businesses so that the Chinese market is fenced in and leaks out to private
cryptocurrency-supported blockchain systems would be prevented.
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As the SEC’s and CFTC’s approaches represent a hegemonic one where old institutions are
maintained and entrenched for their perceived institutional timelessness and superiority, the
Chinese approach is to install new institutions that are officially supervised and controlled to
capture domestic markets. In both cases a sizeable domestic market forms the basis for such
hegemonic approaches. In other words, regulators bank on the existing markets’ relative
immobility on the demand side, due to home bias, familiarity with home institutions or
indeed the compulsion to rely on home institutions. In this manner, even if the supply side is
globally mobile, its threat to exit is mitigated.

3.4 The Self-regulatory Approach

The self-regulatory approach refers to regulators’ refrain from extending the regulatory
perimeter particularly in relation to capturing application tokens as securities. This approach
bears a similarity with the hegemonic one in that regulators are sticking to familiar regulatory
ontologies but it actually yields an opposite effect. The hegemonic approach forcibly captures
cryptoassets within its regulatory perimeter albeit with contrivations, but the self-regulatory
one maintains its regulatory perimeter and excludes the novel assets. In this sense application
token-type cryptoassets would be regarded as unregulated. This would not necessarily
achieve clarity for cryptoassets but it can be queried as to what extent ‘legal certainty’ is
needed. In the US, Filecoin’s approach of only targeting accredited investors under
Regulation D and therefore being exempt from a public securities offer requirements seems
to have achieved success, therefore carving out a scope of private offering that is self-
regulatory within the certainty of known regulatory exemptions.

The self-regulatory approach can on the one hand appear to be robust as existing regulation is
defended but can implicitly be attractive for the purposes of regulatory competition. For
example, in 2018, Switzerland clarifies that payment and utility tokens are not subject to
securities law, and indirectly permits them to be offered as being outside of the regulatory
perimeter, via the process of seeking a ‘no-action’ letter from FINMA.'*8 Only offers of
securities tokens are to be in compliance with securities regulation. Singapore also clarifies
that only securities tokens are caught within its regulatory perimeter.?>® Application tokens
which necessarily have payment features are unlikely caught within the Payment Services
Act 2019 which is targeted at centralised cryptocurrency or cryptoasset exchanges. Although
no formal ‘exemption’ regimes are articulated in Switzerland or Singapore, ‘implicit
permission’ can be derived from the authorities’ delineation of the regulatory perimeter for
securities and the inapplicability of securities regulation. This seems to achieve a balance
between the desire to embrace innovation and prevent existing regulation from unduly
stifling such innovation, and providing an appearance of the strength of existing regulation
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and law. These approaches are based on not expanding the existing regulatory perimeter, and
have influenced the UK’s approach.

The Financial Conduct Authority in the UK consulted on the regulatory perimeter for crypto-
assets, %% and has adopted the token classification first adopted by the Swiss authority, ie
utility, securities and payment tokens. The FCA now clarifies'®! that only tokens that confer
investment and/or governance rights would fall within the scope of securities tokens, and that
payment and utility token offerings do not have to comply with securities regulation.
Payment tokens have to be compliant with payment services regulation and other commercial
or business regulations such as anti-money laundering. The FCA is also keen to emphasise
that it provides consultation opportunities for innovation and the regulatory sandbox provides
a safe space for testing innovations that may need financial regulatory authorisation.6?

The 3-fold token classification approach allows the UK, like Switzerland and Singapore, to
delineate the regulatory perimeter, achieving a form of refrain from over-regulating crypto-
assets. The chief benefit is that such implicit permission may be a way attracting ICOs which
are largely issuances of utility-type tokens. The UK, Switzerland and Singapore are highly
popular jurisdictions for conducting token issuances.'®® It can be argued that this is
tantamount to a ‘race to the bottom’ although the jurisdictions appear to defend their existing
securities, investments and payment services laws. However, it may also be argued that the
self-regulatory approach reflects the purported lack of governance needs by blockchain-based
businesses, as these businesses crucially rely on peer-to-peer exchange and do not create
business-consumer relationships. The automated protocols on the blockchain provide for the
functional and self-governing needs of the system’s participants, and such businesses may be
argued to be not in need of external institutions of governance anyway.

However, as the experience with self-regulating cryptocurrency blockchains have shown, all
permissionless blockchains encounter situations where incomplete contracting gaps not
envisaged by the smart contract code needs to be filled,'®* or that collective goods or
commons need to be protected.'®® Would it be more optimal for regulators to provide such
collective standards and protect commons, or should this be left further for self-regulation?
For regulators, it is uncertain what approach would be more competitive- to introduce
governance and standards in the name of transaction-cost efficiency, which can provide legal
clarity, or to allow bottom-up solutions to evolve. The former can create dissonance with
other regulatory and legal institutions®® and are costly for regulators and regulatees. Further,
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it is uncertain if standardised solutions are indeed optimal for the blockchain-based
community.*®7 It can also be argued that the existing private law institutions in the UK and
Singapore, based on common law concepts of contract and property, provide a favourable
backbone for dispute resolution in the blockchain space. Commentators have argued that
property rights in crypto-assets are sufficiently protected under private law,®® and that
contractual doctrines should work within the reasonable expectations of transactors.*6°
Commentators on Swiss law have also provided similarly assuring opinions.*”

The self-regulatory approach may not be a ‘race to the bottom’ as it may indeed be a
continuing experimental but engaged endeavour to understand the needs of the blockchain-
based community in relation to legal and regulatory institutions, and what structures may
provide the certainty needed for those businesses. This approach may also arguably be
superior to the exempt private market approach in the US which confine ICOs to accredited
investors and the institutional investment market, shutting out retail participation. As
blockchain-based businesses are fundamentally peer-to-peer networks that provide
opportunities for anyone to join in the enterprisal efforts as well as financialised prospects,*’*
the prevention of retail participation in the name of retail investor protection ironically leads
to the result of their marginalisation from an innovative economic frontier.

Further, the self-regulatory approach may be transitory in nature as regulators have to grapple
with the demand side of the ICOs market consistent with the ‘law and finance” literature'’? in
relation to their preference for protective legal institutions. This balance of supply and
demand side pressures can be reflected in the evolution of regulatory regimes for online
crowdfunding, such as in the UK!" and US,'"# that ultimately permitted new forms of
platform intermediation for private loans or fund-raising balanced against the mandatory
registration of platforms and investor protection regulations. Switzerland, Singapore and the
UK already have established reputations as jurisdictions of significant financial sector
activity and the self-regulatory approaches do not preclude further refinement. These
jurisdictions do not benefit from the dominant market advantage that the US enjoys,'’® but
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they can provide sufficient contestation to maintain competitive divergences'’® that are
responsive to the market developments that are already responding to their self-regulatory
regimes.”’

3.5 Enabling Regimes

A number of jurisdictions have embarked on providing tailor-made regimes to legitimise and
facilitate ICOs. Such a policy move can be aimed at attracting 1COs to their jurisdictions in
order to boost their innovative financial regulatory reputations and to attract inflows of
capital and investment. However these endeavours may be too instrumental in nature and are
not underpinned sufficiently by clear doctrinal or normative clarification as to why
application token-type cryptoassets are treated as financial instruments and what their
relationship with existing financial instruments is, if any.

An early proactive facilitative regime that has already passed legislation is Thailand.
Thailand offers an authorisation regime!’® for token offerings whether they are designed to
function as crypto-currency (medium of exchange), utility tokens (conferring rights in respect
of goods or services) or securities tokens (conferring rights in respect of participation in
investment), as well as a regime for authorising 1CO portals (the platforms used for
conducting token offers), digital asset exchanges, brokers and dealers. However, recognising
that regulation operates in a landscape where the unregulated crypto-economy has already
established its own marketplaces and practices, a list of seven established cryptocurrencies
are exempt from the regime and authorised as permitted media of exchange for tokens.”®
Further, a token offering for already functional utility tokens for goods and services is
exempt, suggesting that this would be treated as general sales and not ‘investment’ products.

The Thai authorisation regime seems to be a pared down version of the securities regulation
model, requiring issuers to file a registration statement and prospectus containing the key
aspects of business plan, token type and rights conferred, the source code and terms and
conditions of the smart contracts used for executing token subscription. The disclosure
statements are vetted by the authorised ICO portal over which the token offering must be
conducted as well as by the Office of the Securities Exchange Commission (SEC). Issuers are
to be registered corporate personalities in Thailand, and the SEC seems to reserve discretion
in vetting if the company’s management is of good repute, has a ‘fundamentally sound
business plan’, and is financially sound from audited financial statements. It is therefore
uncertain to what extent this is also a form of pared-down prudential regulation, and on what
basis this is applied, such as whether the focus is on payment characteristics. Offers of tokens
may be made to sophisticated, high net worth and institutional investors, and retail investors
subject to an investment cap for minimising their exposure. Overall there is significant
derivation from securities regulation.
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The Thai regime also regulates ICO portals, digital asset exchanges, digital asset brokers and
dealers that are incorporated in Thailand. They are subject to initial capital regulation,
perhaps to prove that they are sufficiently capitalised and unlikely to engage in scams. These
are imposed with regulatory obligations not unlike their functional equivalents in the
financial economy, ie the underwriter for a securities offer, markets for financial instruments,
and brokers and dealers. These are relatively skeletal and general, such as being required to
maintain robust operational, secure systems and sound governance, being compliant with
anti-money laundering regulations and customer protection. As the regulatory requirements
not extensive, Thailand offers a gateway for legitimising the activities of the cryptoasset
market. However, the fees levied upon would-be applicants are not insignificant, as token
issuers face an application fee of over USD$10,000 from January 2020 onwards and a filing
fee which is a percentage of the intended token offer (about 0.05%). Digital asset exchanges,
brokers and dealers also face licence fees of USD$30-50,000 and annual fees based on a
percentage of trading volumes. To date a cryptocurrency exchange and two digital asset
brokers have been licensed in Thailand, seeming to indicate that the price for legitimation is
not that deterring.1&

Malta offers a similar tailor-made regime for virtual assets under the Virtual Financial Assets
Act.’! Virtual assets cover the scope of digital tokens that are not merely for consumption,
payment or a financial instrument as falling within European legislation definitions. This
seems to cover a new asset class defined as distinguished from payment instruments and
securities. But tokens are novel only in the sense that these aspects are mixed in an
unprecedented manner. Hence the Maltese Act may have to clarify if tokenisation as such
makes a new asset class or that only novel features that are tokenised are captured. The Act
requires issuers of virtual assets to be a legal person in Malta, and a white paper with items of
mandatory disclosure are to be filed and published. Investor protection is further secured by
limiting investment to 5,000 euros per retail investor. The Maltese Act also requires an issuer
to appoint a Virtual Financial agent that would be responsible for the anti-money laundering
compliance aspectsof fund-raising. The Act also provides a regime for regulating key
intermediaries- blockchain-based digital asset exchanges and related intermediaries, in
relation to anti market abuse, conduct and standards in the market, prudential requirements
for exchanges and their risk governance and compliance capacity.'82

The above regimes compete in offering ‘legitimising’ opportunities for ICOs, attracting them
to buy into the legal certainties provided in the tailor-made regulatory regimes. However
without a dominant captured market of investors, these regimes may not be that attractive to
US investors for example. Further there is no harmonised recognition for virtual assets
legitimately offered in Malta in the rest of the European Union, and other jurisdictions remain
free to regard a Maltese offering as being in breach of Union prospectus rules®®® if in excess
of a million euros over 12 months.
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It is also uncertain if these regimes meet the needs of cryptoasset issuers and markets. First, if
the ‘issuer’ to be incorporated is the developer, the developer may not wish to be formalised
as a company and be subject to a state’s company law rules. This is because in some
blockchain projects such as Filecoin'® and Decentraland,'®® the developers envisage
withdrawal from the project in due course as it becomes mature, so that the blockchain can be
left entirely into the hands of the community of participants to operate and maintain. The
need to incorporate and maintain ongoing compliance with company or securities rules may
be dis-incentivising.

Further, even though offerings are to be registered and trading regulated, there is a potential
lacuna in terms of regulatory treatment of the blockchain-based system itself. Is the
blockchain system itself to be incorporated so that token purchasers have continuing clarity
of rights beyond the sale of tokens? But blockchain systems are often regarded as peer-to-
peer marketplaces and not legal persons such as corporations. The derivation from securities
regulation is likely to skew token-purchasers in relation to their expectations, and this may be
counterproductive for crypto-businesses. If incorporation requirements attach to the
blockchain system itself, then the fitting of blockchain systems into a state’s company law
rules is likely to cause severe friction. In a peer-to-peer blockchain system, there is no ready
ascertainment of the management organ. Would miners or core developers be regarded as
taking on that role and the enormous responsibilities that normally attach to management?28
It remains unclear if token holders are the equivalent of shareholders and whether the rights,
duties and liabilities established in company law jurisprudence should apply. This treatment
would also render it rather pointless that a bespoke fund-raising has been created but without
the support of a fully considered regime for the business formation and governance of
blockchain businesses.

3.6 Reflections

ICOs raise a unique challenge for financial regulators who are still grappling with their
mixture of novel and familiar characteristics as regards fund-raising. Hence, the ‘terms for
competition’ are up for challenge and yet to be determined. It may be presumptuous for both
hegemonic and enabling regimes to assume that they are addressing the equivalents of
corporate issuers. A number of blockchain-based businesses that have conducted successful
ICOs are not structured in the conventional corporatized manner. A developer entity that
Kickstarts the project can be established as a corporation, a Foundation (such as for ethereum)
or be unincorporated. As blockchain-based projects are peer-to-peer networks by nature, the
network can become mature with sufficient participants who carry out operations and the
protocols for maintenance (such as for verification and recording of transactions). The
developer entity may not continue to exert a pronounced presence on the blockchain and may
move onto another project.'®” For many developers, the main reward for development would
be in the form of the initial coins raised for development that also go towards paying for their
time and efforts. They are, dissimilar to platform companies such as eBay or Uber, not
owners of the blockchain network as their proprietary asset and usually not intent on
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maintaining an ongoing relationship of rent or value extraction on the network.'®® Developers
work towards the self-maintenance of blockchains in a distributed manner by consensus
protocols and do not offer centralised management and governance.*® As such, the fund-
raising event may be regarded as a separate phenomenon from the ongoing development and
maturation of the blockchain network itself, and such unique supply side characteristics are
not taken into account of in the hegemonic approach or the enabling regimes that
overwhelmingly assume that regulation attaches to the corporatized developer entity on an
ongoing basis. This is also hazardous for the demand side as the demand side’s understanding
of the nature of the blockchain-based business may be incorrectly framed by the need to fit
ICOs into a form of securities regulation. Nevertheless, although self-regulatory approaches
do not hold out any assumptions, regulators may be doing too little to contribute to sense-
making in the market.'*®

The lens of regulatory competition is useful for regulators in reflecting on their taken-for-
granted assumptions regarding the supply and demand sides of the cryptoasset markets, as
being similar to conventional securities markets. However engagement in regulatory
competition may allow us to discover what terms matter for regulatory constituents, such as
their appetite for regulatory or private legal frameworks,*! to what extent legal institutions
matter,*®? and how on the whole the crypto-economy can interface with the mainstream one.
This does not mean that the existing approaches taken by regulators are all misplaced, but we
have highlighted where there are uneasy contrivances and point out room for further
development of regulatory policy. The processes of learning and discovery can be teased out
in competitive dynamics to further the development of regulatory policy.

4. Regulatory Coordination in Sight?
It may be argued that the divergent and apparently competitive approaches taken by financial
regulators discussed above can be resolved via a form of international coordination. There are
signals of such internationally concerted action in relation to Libra,'*® the proposed digital
currency to be launched by the Libra Association of which Facebook is a key founding
member. %4

The Libra Association is based in Geneva, Switzerland, and its founding members, led by
Facebook, includes companies such as PayU, Farfetch, Uber, Spotify, Coinbase etc and a
number of venture capital funds and not-for-profit organisations such as Women in Banking
that aim to service the unbanked. The Association’s plan is to develop a global payments
blockchain using a private stablecoin. The stablecoin will be issued in return for fiat currency
that is held in a reserve backed by low-risk assets such as deposits and government securities
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in order to ensure each Libra coin is fully backed and stable in value.!® The reserve is
managed by asset managers and custodians subject to the Association’s oversight.
Transactions in Libra are validated by the founding members who are the validator nodes on
the blockchain. Despite this set-up being a blockchain, it is in fact to be centrally managed by
the Association, which extracts rent from users on an ongoing basis. This is not fully
distributed unlike permissionless blockchains.

As Facebook is in a position to galvanise 2 billion users to participate in Libra, the potential
scalability of Libra has drawn regulators’ attention to it. Financial Stability Board Chair
Randall Quarles and Bank of England Governor Mark Carney have warned that the use of
Libra could generate systemic risk,'®® a warning that has not been aimed at the cryptofinance
market so far.X%” Zetzsche at al*®® also shed light on the regulatory implications for Libra,
ranging from payment service registration and compliance to anti-money laundering
compliance, including due diligence for all its users. The management of the Libra reserve
could also attract characterisation as a collective investment scheme or a money market fund,
and these are extensively regulated in the EU and many other developed financial
jurisdictions.

The FSB’s interest may signal the advent of a coordinated approach internationally vis a Vis
cryptofinance developments. However this is likely limited to Libra and similar projects led
by ‘BigTech’ firms. Such firms, unlike cryptoasset developers, are likely to adopt a platform
model for their business, allowing them to centrally manage and extract rent on a continuing
basis. These corporatized entities that are commercial in nature are familiar subjects to which
regulators can easily attach regulatory obligations.*®® BigTech firms are likely to attract
systemic risk monitoring by regulators?® as many of them have vast social footprint. The
regulatory trajectory for Libra and similar projects is not likely to be the same as for the
cryptoasset industry, as the former is not distributed in nature and raise less novel issues for
regulatory extension than the latter.

5. Conclusion
The ICOs market has challenged financial regulators in terms of determining fit with existing
regimes. Regulatory divergences have emerged in a number of jurisdictions and we discuss
three dominant approaches in relation to hegemonic, self-regulatory and enabling regimes.
These reflect different assumptions and regulators’ understandings of the cryptoasset
industry, and we argue that the ‘terms for competition’ in relation to supply and demand side
needs are still being discovered and are incomplete. This provides a unique opportunity for
regulators to jettison familiar assumptions in relation to corporatized securities issuers or
institutional investors in order to discover what governance needs are truly at stake. This may

195 Libra White Paper, https://libra.org/en-US/about-currency-reserve/#the_reserve.
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Facebook’s Cryptocurrency and Possible Regulatory Responses’ (2020) Oxford Journal of Legal Studies
forthcoming.
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at https://www.bis.org/publ/bcbs287.pdf, and ‘Principles for Supervising Financial Conglomerates’ (2012) at
http://www.bis.org/publ/joint29.pdf.
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pose challenges for coherence with existing regulation but coherence should not itself be an
obstacle for learning and potentially, reform. We also argue that signs of international
regulatory coordination in relation to the Libra project are not necessarily reflective of a
wider trend for the cryptoasset industry. This is because regulators can apply existing and
familiar financial regulation paradigms more easily to the Libra Association, in particular its
leading founding member Facebook. The cryptoasset market is still likely to give rise to
diversity and should facilitate the discovery of new bases for regulatory thinking and policy,
uncoordinated or otherwise.



