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Preface

How best to regulate something thats
borderless, open-source, decentralized and
constantly evolving? This is the question policy-
makers, industry and users are grappling with
as the crypto-asset ecosystem develops.

As with some other emerging technologies,

regulating this ecosystem is like walking a tightrope
it requires a delicate balance between preventing

harms, protecting users and promoting innovation.

While signi cant progress has been made over

the past few years, especially the numerous
consultations and frameworks from international
organizations (the FSB, IMF, BIS, OECD, IOSCO
and others) and national regulators (the EU,
Singapore, Japan, the UAE, India, South Africa,
the US and many more), as well as various industry
efforts, several pertinent questions remain under
discussion, such as:

How best to de ne and classify crypto-
assets? How should they and related activities
be characterized to enable a harmonized
understanding of the ecosystem and promote
regulatory coordination?

As crypto-assets and related activities move
along a spectrum from being centralized to
decentralized, which novel legal and policy
issues need to be considered? Are speci ¢
frameworks required to address these issues or
can existing rules and regulations be adapted
for them?

What are the best ways to maintain regulatory
oversight over not just the area of crypto-
assets, but also other institutions (banks,
investment rms, etc.) that interact with this
ecosystem, so that the risks pertaining to
cybersecurity, consumer protection, money

laundering and market integrity, among others,
are suf ciently addressed?

How can policy-makers, regulators and industry
work together to establish a consistent,
coordinated and effective regulatory framework
for crypto-assets?

This publication, Pathways to the Regulation of
Crypto-Assets, sets out to understand and highlight
the needs and challenges in developing a global
approach to crypto-asset regulation. In doing so, it
delves into the various regulatory approaches being
adopted by different jurisdictions. Borne out of this
analysis and the multistakeholder consultations
conducted is a non-exhaustive list of prioritized
pathways for international organizations, national
authorities and industry actors to consider in
evolving a coordinated approach.

The papers ndings, set amid the recent turmoil in
the industry, reinforce the urgent need for policy-
makers and regulators to collaborate with industry
and users to realize the bene ts while addressing
the risks involved.

It is hoped that this paper, developed with

signi cant contributions and expert insights from
members of the Digital Currency Governance
Consortium (DCGC) community a global,
multistakeholder group of more than 85 leading
organizations in the eld will enable various actors
to accelerate dialogue, collaboration opportunities
and action to build the vision of an equitable,
inclusive and sustainable crypto-asset ecosystem.
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Executive summary

Coordinating regulatory frameworks across
jurisdictions is a complex task for almost any
sector. With crypto-assets given the unique
features of the underlying technology as well as
the boundless opportunities that it presents it is
often contended that global coordination is not just
desirable but necessary.

There exists a broad spectrum of views, especially
as there are multiple stakeholders at varying levels
of maturity, and the need for a global approach is
warranted due to:

The borderless nature of technology: as the
crypto-asset ecosystem moves across the
spectrum from centralized to decentralized, the
intricacies in identifying the who , where and
whom also become markedly dif cult.

The potential of interconnectedness within the
crypto-asset ecosystem and with the traditional

nancial system: events in 2022 have evidenced
that the crypto-asset environment is highly
interconnected, meaning that fragmented
regulatory regimes will create challenges for
ensuring uniform consumer protections or
market integrity efforts. As the potential for
connectedness with the traditional nancial
system is examined, the need for a collaborative
approach is even more pronounced.

While the global approach is an ideal pathway, there
are various barriers that impede this:

Lack of harmonized taxonomies/classi cation:
different jurisdictions de ne and categorize
crypto-assets in various buckets, creating
ambiguity in understanding the risks posed as
well as a lack of clarity for market participants.

Regulatory arbitrage: as different jurisdictions
evolve their respective regulatory frameworks,
this hampers effective oversight and
development of the ecosystem.

Fragmented monitoring, supervision and
enforcement: lack of coordination among
various law-enforcement agencies leads to
inconsistent enforcement and lack of coherence
in regulatory approaches.

Over the past few years, various international
standard-setting bodies and organizations have
made considerable efforts to produce evidence-
based research as well as high-level frameworks
to evolve a global approach. Amid this, some
countries have also chosen to focus on certain key
aspects of the ecosystem, often with the objective
of ensuring consumer protection, prevention of
illicit nancing and nancial stability, but taking
varied approaches. This paper discusses some
jurisdiction examples pertaining to a wide spectrum
of regulatory approaches such as principle-based,
risk-based, agile regulation, self and co-regulation
and nally, regulation by enforcement.

To ensure a broad and global view of this topic,
diverse stakeholders as part of the Digital Currency
Governance Consortium were consulted to evolve
recommendations for the international organizations
and national/regional authorities as well as industry
stakeholders, while duly acknowledging the critical
role of academia, civil society and, most importantly,
the users in evolving a responsible ecosystem.

Interestingly, the recommendations appreciate
that the distinct opportunities and risks presented
by crypto-assets will also need an innovative
approach, while building on lessons learned and
best practices developed in other sectors as well.

Pathways to the Regulation of Crypto-Assets: A Global Approach 4



- The need for a global
approach to crypto-
asset regulation

The borderless nature of the technology, the
Interconnectedness within the crypto-asset
ecosystem and the prospect of linkages with the
traditional nancial ecosystem strengthen the case
for a global approach to crypto-asset regulation.

Pathways to the Regulation of Crypto-Assets: A Global Approach 5



1.1

Decentralized ledger technology (DLT) is a
transformational technology with the ability to
disrupt the way people record transactions,
enhance transparency and governance, exchange
value and coordinate and collaborate across
geographies and industries.

Blockchain, a subset of DLT, forms the
infrastructure layer for many cryptocurrencies,
some central bank digital currencies (CBDCs)*
and many other assets within the digital-asset
environment. For this paper, crypto-assets refers
to digital assets for nancial uses that are enabled
by DLT and secured cryptographically, including
but not limited to cryptocurrencies and stablecoins.
CBDCs are excluded from the scope of this paper.?
Please note that the terminology employed in the
paper to describe crypto-assets is not absolute
and can be subject to interpretation. Depending
on the speci ¢ context and jurisdiction, alternative
terms such as virtual assets , digital assets and
crypto tokens , among others, may be used. It
is essential to recognize that this paper primarily
addresses the broader realm of crypto-assets and
may not comprehensively cover the intricacies of
more specialized assets, such as non-fungible or
real-world assets. Nonetheless, certain concepts
discussed herein may have applicability and
implications for these distinct asset categories
as well.

Crypto-assets have a variety of uses, nancial
and non- nancial, although many current uses are
concentrated in and developed with a focus on the
nancial sector. While still much smaller than the
aggregate size of the traditional nancial sector,
the gross market capitalization of all crypto-assets
is estimated at more than $1 trillion as of February
2023, which is signi cant.

With the prevalence of crypto-assets and smart-
contract programming, myriad uses ranging from
cross-border aid disbursement and remittances to
reimagining traditional nancial applications are
increasingly being tried and tested. As a result,
regulatory attention has increased, and regulators
are keen to understand the potential bene ts and

The nature of technology

Crypto-assets, and the technologies on which  they
are based, present unique technical and structural
challenges to regulation due to the decentralized,
transparent and open-source nature of the ecosystem.

For nancial uses, transactions taking place on-chain
may offer opportunities for faster/safer payments
and may be traced and tracked in cases of illicit
activities. The conduct of transactions on-chain,
supported by relevant analytics and record-keeping
systems, also allows better analysis by users and/or

risks for existing businesses, nancial stability and
integrity, preventing illicit nance and consumer-
protection concerns.

The crash of a stablecoin and the fall thereafter of
one of the world s largest crypto exchanges in 2022
sent shockwaves through the industry, eliciting
strong responses from regulators and users. While
smart contract programs function as they are coded
to do so,® challenges remain, both technological
and non-technological. Risks stem from code
vulnerabilities, lack of independent veri cation,
inadequate oversight and accountability controls,
among other factors. The 2022 failure serves as

a reminder of the importance of distinguishing
between businesses that leverage technology for
transparency, risk mitigation and innovation, and
those that merely engage in crypto-asset activities
without adequate technology safeguards.

Regulatory approaches have differed widely across
jurisdictions, depending on, among other things,

the maturity of the local market, the degree of
expertise of public and private actors, the degree of
actual or perceived harm occurring in a market and
regional priorities. The varied approaches have led

to regulatory fragmentation, increased risks arising
from opportunities for regulatory arbitrage, and a

lack of clarity on the status of the crypto environment
in multiple jurisdictions. For example, a DLT-based
crypto token may be termed a virtual asset in one
jurisdiction but a crypto token or even a virtual
digital asset in another (each with differing de nitions)
and be banned in a third. This has led to the
suggestion that a global, coordinated approach to the
de nition and to crypto-asset regulation is needed.*

Taking a detailed and nuanced view of the crypto-
asset ecosystem, this paper, a part of the Digital
Currency Governance Consortium (DCGC),®
proceeds in four parts: (1) it examines the need for
a global approach to regulation of crypto-assets; (2)
it probes the major challenges to realizing the global
approach; (3) it highlights the various regulatory
approaches adopted by jurisdictions for regulating
crypto-assets; and (4) it shares concluding thoughts
and recommendations.

nancial institutions/service providers to understand
the relevant commercial interests and, in turn,
develop products/services that meet service needs.
Moreover, the deterministic nature of smart contracts
(where the code functions as it is coded to function
in contrast with human discretion and arti cial forms
of intelligence), transparency, the immutability of the
ledger and the open-source nature of the ecosystem
provide technology protections that could achieve
regulatory objectives without the same cost of audit
and compliance as traditional structures.

Pathways to the Regulation of Crypto-Assets: A Global Approach 6
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However, crypto-assets and their ecosystem do not
always t squarely into the existing activity-based,
intermediary-focused approach of regulation,

even where crypto-asset activities mirror those

of the traditional nancial sector. Some of the
reasons for this include an inability to classify

either various tokens under the existing de nitions
or the intermediary in providing services to users
(especially in cases of decentralized nance that run
on automated protocols and enable a transfer to
occur peer to peer with no intermediary organization
that can be regulated and held to account).

Figure 1 illustrates intermediated ows of funds
in the traditional nancial system (above) and
peer-to-peer ows of funds in a decentralized
system (below). Regulatory safeguards provided
by intermediaries such as banks may no longer
be fully applicable for a decentralized system.
This may require re-envisioning key tasks, how
they are performed and by what parties to ensure
maintenance of regulatory safeguards and
compliance with legal obligations. It is noted that
Figure 1 is a simpli ed depiction of the traditional

nancial/decentralized systems. Practically, even
within the crypto-asset ecosystem, a variety of
activities occur on a wide spectrum ranging from
centralized to decentralized.

Intermediated ows of funds in traditional banking compared to peer-to-peer ows

of funds in a decentralized system
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From a policy-making perspective, identifying
where transactions originate, who conducts or
facilitates them and who is responsible in the
DLT environment is not always straightforward,
particularly for decentralized systems.

1. Identifying the where : Crypto-assets are
often said to be without a locality or a jurisdiction
of origin. There have been case-law developments
such as lon Science Ltd vs. Persons Unknown
(unreported, 21 December 2020), which indicated
that (in this case English) courts would view the
domicile of the owner of the crypto-asset as

Pathways to the Regulation of Crypto-Assets: A Global Approach
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de nitive. Several other countries are likely to follow
this approach, given that in many jurisdictions
digital assets are seen as movable intangible
assets , where legal principles indicate that the
location would typically follow the person with
custody or control over the asset. Nonetheless, this
does not clarify how peremptory supervision® by

a supervisory body would use such jurisdictional
setting mechanisms. From a tax perspective, for
example, many tax authorities are still reliant on
self-declaration by domiciled individuals in tax
returns for assessments. Similarly, crypto-asset
service providers and intermediaries (referred to



in many jurisdictions as CASPs or as virtual-asset
service providers, VASPSs) have proven to be dif cult
to tie to a geography given that many do not

have clearly de ned headquarters or traditionally
centralized operations. However, the carrying on
business and nexus test provisions usually seen
in securities laws and anti-money laundering (AML)/
combatting the nancing of terrorism (CFT) laws
draw the focus away from the jurisdiction of any
headquarters and focus on where the business is
carried out or where it has a nexus to determine if
that jurisdiction s regulation is applicable to enforce.
Each of the issues above presents a clear challenge
in terms of how regulators will be able to identify

In August 2022, the OECD approved the Crypto-
Asset Reporting Framework (CARF), which
provides for the reporting of tax information on
transactions in Crypto-Assets in a standardized
manner, with a view to automatically exchanging
such information . The CARF de nes the relevant
crypto-assets in scope and the intermediaries
and other service providers that will be subject to
reporting. This is designed to ensure the collection
and automatic exchange of information on
transactions in crypto-assets. The CARF consists
of rules and commentary that can be transposed
into domestic law to collect information from
Reporting Crypto-Asset Service Providers with

2. Identifying the who : DLT-based transactions
in a public permissionless network are by their
very nature transparent and thus traceable.
Traceability may or may not lead to identi cation of
a legal person behind the transaction. However,
using blockchain forensics for tracing various
transactions, it is possible to amass evidence of
identity, leading to identi cation of the who .

Although true anonymity in widely adopted crypto-
assets is dif cult to achieve, there are some
crypto-assets that are designed with anonymity

those who are within and those who are outside
their jurisdiction. This may also create information
asymmetries between regulators who have the
resources to conduct more complex investigations
(for example, incorporating on-chain analyses and
wallet tracking) and those without the technical
capacity to do so. At the same time, the technology
solutions by themselves may be a way to address
this asymmetry by ensuring better veri able data
with less friction. The immutability of transaction
records that are publicly visible also has a deterrent
effect on malicious actors who may attempt to
engage in illicit activities.

a relevant nexus to the jurisdiction implementing
the CARF . The implementation consists of a
framework of bilateral or multilateral competent
authority agreements or arrangements for the
automatic exchange of information collected
under the CARF with jurisdiction(s) of residence
of the Crypto-Asset Users, based on relevant tax
treaties, tax information exchange agreements,
or the Convention on Mutual Administrative
Assistance in Tax Matters . These systems may
aid regulators to combat information asymmetry
on actors within their jurisdiction and properly
enforce national laws against those who fall within
their purview.”

functions using cryptographic methods, such as
those described in the World Economic Forum
Digital Currency Governance Consortium white
paper Privacy and Con dentiality Options for
Central Bank Digital Currency,® or, at the very least,
robust pseudonymity. Such anonymity-enhancing
cryptocurrencies (AECs), also referred to as privacy
coins , enable their users to choose the level of
privacy they wish to have in on-chain transactions,
but they may also have the effect of shielding

such transactions from regulatory scrutiny, posing
a direct challenge for developing and enforcing

Pathways to the Regulation of Crypto-Assets: A Global Approach 8



TABLE 1

regulatory efforts. Note that anonymity functions are
typically lost when traded or exchanged through a
centralized token-exchange platform. Additionally,
technical enhancements such as viewing keys that
can be shared with regulators with appropriate
safeguards (such as a court mandate) are one

potential method of balancing data privacy and
sharing on a need-to-know basis.

lllustrative examples of tools and functions that can
make identi cation of the legal person challenging
are listed in Table 1.

Functions that may make identifying a legal person challenging in DLT-based transactions

Privacy/anonymity-
enhancing tools

Self-hosted wallets
(also referred to as
non-custodial ,
unhosted or
private wallets)

Decentralized
exchanges

Cryptographic mixers or tumblers to mix crypto-asset funds from different sources to preserve privacy or disguise
their origin are tools used to anonymize on-chain activities.® Recent events suggest that blockchain analytics

tools have the ability to trace transactions for such mixing services, although the degree of traceability may vary
depending on the protocol, the users and the traceability tool.°

Self-hosted wallets offer better security and privacy because the user has substantially more control over their
private keys and the crypto-assets. From a regulatory perspective, however, users of self-hosted wallets may not be

readily identi able.

Nevertheless, self-hosted wallet transactions are fully recorded on-chain. In addition, a majority of the funds going

in and out of personal wallets pass through a centralized exchange. As of November 2022, about 75% of funds
from personal wallets were reportedly sourced from centralized exchanges and 64% arrived at a centralized
exchange.'* In other words, regulatory authorities and law enforcement will have to rely on compliant exchanges with
comprehensive AML/know your customer (KYC) documentation to identify these transactions.

Decentralized exchanges (DEXs) operate using smart contracts to allow users to participate in near-instantaneous
transactions without a centralized intermediary or custodial third party. Considering the events of 2022, DEXs have
been witnessing growth in trading volumes. The regulatory tools for enforcement without a centralized intermediary
and where trades are facilitated by smart-contract protocols are evolving. Incorporating blockchain analytics tools
directly on DEXs is a potential solution to manage the risks associated with decentralized platforms.

While the DEX model may reduce settlement and counterparty risk, its novel set-up

to function as coded, the

decentralized nature of underlying distributed ledger technology and the decentralized nature of governance of the

smart contracts

poses challenges for regulators in assessing the distinct risks (smart-contract risk, for example).*?

Source: World Economic
Forum

Although the enhanced capability in blockchain
analytics to unmask the anonymity of transactions
involving the use of mixers has been demonstrated,
as the technology continues to evolve, regulatory
authorities will have to be matched with
corresponding investigative techniques and tools to
be able to decipher the who .

3. Identifying the whom : Accountability of
stakeholders in the crypto-assets ecosystem

is a core concern for policy-makers. Not to be
confused with anonymity, accountability refers to
the ability of enforcers to hold actors accountable
in accordance with their relevant legal obligations.
Accountability may become even more dif cult
where, for example, wallets are either controlled
by multiple actors, by automated bots or software
or by decentralized autonomous organizations
without clear governance structures in place. In
each of these instances there arises a risk not of
anonymity but of dispersed accountability, making
it dif cult to causally attach the actions of the wallet
or decentralized autonomous organization (DAO)

to individual legal persons who are subject to legal
enforcement. (Please see the World Economic
Forum s insight report Decentralized Autonomous
Organization Toolkit for a more detailed
explanation.®3)

This could be problematic at scale i.e. where
such an action may be attributable to a large

body of people. In public listed companies, this
issue is solved through a governing body (such

as a board of directors) to which responsibility

and legal accountability is entrusted and which

has responsibility for enforcing sanctions for any
wrongs. Distinct from this approach, case law in the
United States has suggested that jurisdictions may
treat unincorporated DAOs as general partnerships,
with liability attributed to individuals holding

tokens in the DAO as general partners.** Where

the governance structures of such organizations
are not clear, it may mean that policy-makers and
regulatory authorities may nd it dif cult to single
out individual actors to hold accountable.

Pathways to the Regulation of Crypto-Assets: A Global Approach 9



1.2

The prospect of interconnectedness between

traditional

In 2022, crypto-asset market capitalization reduced
by more than 50% relative to 2021. At their current
level, crypto-assets represent a small portion of

the overall global nancial system, but even so

the lack of regulation in some jurisdictions and the
absence of a harmonized regulatory framework

is raising concerns as to whether this market

could pose a threat to global nancial stability.

As stated in the World Economic Forum Digital
Currency Governance Consortiums report, The
Macroeconomic Impact of Cryptocurrency and
Stablecoins, released in July 2022,*% and as
evidenced by recent events,!¢ the impact in the
macroeconomic environment could involve spillover
effects, market contagion, liquidity crises, sudden
job loss and loss of investors funds, among others.

Within the ecosystem there are the following trends:

1. Connectedness within the crypto-

assets ecosystem: Crypto-assets are highly
interconnected and mostly correlated to bitcoin
movements.?” To some extent, this may be
attributed to the maturity of the ecosystem, high
volatility, ownership structures of centralized
platforms and/or lack of suf cient guardrails or lack
of consistent enforcement of existing law. As the

nancial and crypto-asset ecosystems

spot price of bitcoin falls, so does that of ether,
various altcoins and even non-fungible tokens
(NFTs). This correlation leads to diminishing volumes
on various exchanges, resulting in a loss of liquidity.
For the time being, it seems that this volatility has
been largely contained within the crypto-assets
markets and has not spilled over to the traditional
nancial markets.®

2. Growing interest among institutional
investors: Institutional investors have consistently
shown interest in the crypto-asset ecosystem.
According to a survey by Fidelity, in the rst half

of 2022, more than 8 in 10 institutional investors
surveyed view digital assets as having a role in their
portfolio. Another survey by Coinbase conducted in
the second half of 2022 found that 58% of surveyed
respondents expect to increase their allocations in
the next three years.*® This shift has been enabled
in part by the increasing availability of institutional
vehicles that help institutions access crypto-assets,
such as prime brokerage, institutional custody,
traditional investment vehicles (i.e. exchange-traded
funds, ETFs), exchange-traded notes (ETNSs) or
exchange-traded commodities (ETCs).



3. Increasing participation of retail investors: It
is not only institutional investors who are engaging
with cryptocurrencies retail investors are also at
the forefront of crypto-assets. Crypto retail adoption
varies among countries. In the United States, 16%
of adult Americans have bought or held crypto.?°
Similarly, the Bank of Spain reported a 12%
adoption rate across the Spanish population, and
Mexico holds a 16% adoption rate. According to
one survey, adoption in Nigeria is as high as 45%
and in Argentina it is estimated to be 35%.%*

Should the interconnection between the traditional
nancial and crypto-asset ecosystems increase, it
could pose the following risks for nancial stability:

A. Contagion risks: Where markets are
interconnected, spillover of risk from one market

to the other can lead to adverse impacts. Due to
greater adoption, the correlation between traditional
stocks and crypto-assets has increased,? but
there is no evidence as of the date of this report to
suggest that there has been any signi cant spillover
risk from crypto-assets to traditional nancial
markets, even given the extreme volatility in 2022.

However, the potential threat should not be
completely ignored. In view of the increasing
adoption and high volatility of crypto-assets, direct
exposure of nancial institutions in the absence
of harmonized prudential norms could threaten
nancial stability. Maintaining prudential norms
on capital-exposure limits as well as in dealing
with, and custody of, crypto-assets is essential to
improving control and risk-management practices.
At the same time, such norms should follow
the principle of same activity, same risk, same
regulatory outcome  meaning essentially that
where an activity, irrespective of the means of
delivery, presents the same risks as a regulated
activity, that activity should be regulated to achieve
the same regulatory outcome, taking into account
the unique characteristics of the crypto-asset
ecosystem, without unduly burdening the new
market participants. This will encourage regulated
entities to engage with crypto-assets, making it less
appealing for users to become involved with riskier,
unregulated entities.

B. Concentration risks: Despite the promise of
decentralization, the crypto-asset landscape as

it stands today continues to be dominated by a

few players in each of its verticals, which, in the

absence of a clear regulatory framework (market
abuse, con ict of interest, competition policies),

may lead to concentration risks. For example:

Stablecoins: In 2022 two stablecoins, USDC
and USDT, represented around 73% of total
stablecoin market capitalization.?® More
regulatory clarity can potentially open the
doorway to additional stablecoin issuers.
Similarly, concentration can be seen in the
stablecoins reserve assets because most
invest in US Treasury bonds, which is generally
considered low-risk and highly liquid.

Exchanges: Although there are multiple
regulated and largely unregulated crypto
exchanges in different regions, a few exchanges
dominate the market. If even one of them
collapses, as happened with FTX recently, it has
a severe impact on the industry.?* Exchanges
are also often vertically integrated, providing
additional services ranging from custody and
issuance of stablecoins to principal-based
trading and market-making. This level of

vertical integration raises both concerns about
competition and interdependencies.

Protocols and technology: There are several
decentralized applications powering the crypto-
asset ecosystem, but the underlying technology
is dominated by Ethereum, one of the most
decentralized blockchains. Although there are
several layer 1 protocols, most are based

on Ethereum technology (Ethereum Virtual
Machine compatible, EVM). However, the layer
2 protocols such as Polygon, Arbitrum and
Optimism and their governance structures
are addressing some of the key concentration
risks and bene ts of crypto-token activities on
Ethereum. Moreover, a trend towards more
EVM-compatible chains that do not depend on
Ethereum for consensus, such as Avalanche,
can further create competitive networks that
share the same developer support.

Aside from the concentration among dominant
players, another largely underappreciated risk
is when crypto-asset companies and projects,
including stablecoin providers, are de-banked
from larger, traditional nancial institutions (FIs) with
a diverse clientele and holdings. Because banking
services are necessary for conducting business,
crypto-asset companies and projects may be
concentrated in smaller banks and institutions
where these companies and projects represent

a larger proportion of these smaller FIs balance
sheets, creating concentration risks that the smaller
FI cannot substantially diversify. A lack of banking
options can push companies and projects offshore,
making it dif cult for regulators and supervisory
authorities to police activities that are carried out
outside of their jurisdictions.

Pathways to the Regulation of Crypto-Assets: A Global Approach 11



- Challenges to a
global approach

A global approach to crypto-asset
regulation is ideal; however, there are

various challenges in achieving this.

Pathways to the Regulation of Crypto-Assets: A Global Approach 12



2.1

TABLE 2

Category

Lack of standardized de nitions, taxonomies,
classi cations and understanding

The crypto-asset ecosystem lacks a consensus

on de nitions, taxonomies or even classi cation,
and these continue to evolve as the uses for

the technology develop. For too long, national
regulators have metaphorically spoken different
languages when communicating about and de ning
crypto-assets. Comparing regulatory frameworks
worldwide, there are divergent licensing and
registration obligations, but also different de nitions
and classi cations of key terms. For example, the
term exchange tokens is used by HMRC, the tax

Crypto-assets spectrum of uses

Payment/exchange Investment

of ce of the United Kingdom, to describe tokens
intended to be used as a means of payment or as
an investment,? but it is not a commonly used term
worldwide. Other institutions and organizations may
de ne cryptocurrency as an asset or property.

Most of the policy guidelines and regulations

tend to classify crypto-assets in terms of primary
functionality, despite the fact that most, if not all,
can be used as a form of payment or exchange and
have a spectrum of uses:

Description

Subcategory

Provides rights and obligations
similar to traditional nancial
instruments such as shares, debt

Designed or intended to be used as
a means of payment or exchange
instruments, etc.

Payment, e-money, exchange
crypto-assets

Hybrid crypto-assets

Security crypto-assets

Grants holders access to a current
or prospective service/product

in one or multiple networks or
ecosystems

Utility crypto-assets

Source: Bank for
International Settlements,
Supervising Cryptoassets
for Anti-Money Laundering,
2021

However, even this classi cation is not
comprehensive because questions relating to the
functionality (primary/incidental) of even long-
standing crypto-assets such as hitcoin and ether
remain subject to discussion. Similarly, hybrid
tokens with multiple and variable functionality may
fall within more than one category, making it dif cult
to navigate the available regulatory frameworks.
This is rendered more complex due to the fact that
possible uses are still emerging.

Without a common minimum understanding it is

dif cult to regulate the ecosystem from a global
perspective, considering the cross-border nature of
crypto-asset activities. This leads to:

1. Inability to develop ecosystem consensus:
Lacking a common minimum understanding
prevents entities within government and private
industry from being able to agree on common
terminologies, much less common regulation.

One example of this can be seen in AML and KYC
frameworks. Currently countries regulate AML/KYC
statutes based on their national-level legislative
frameworks, a number of which are informed by the
Financial Action Task Force (FATF) recommendation
(see Case study: FATF Travel Rule ). But the cross-

border nature of crypto-assets results in a need to
develop ecosystem consensus, no matter where
these ecosystems are headquartered or based
geographically around the world.

2. Increase in cost for compliance and setting
up legitimate global businesses: Increasing costs
for compliance for small and medium businesses
(SMBs) to establish themselves in a global context
may limit innovation and SMB growth in the
absence of a harmonized approach. SMBs are
often the cornerstone of innovation for emerging
technologies, particularly as these SMBs can help
identify speci ¢ gaps and niches in which such
technologies can be used.

3. Lack of consumer protection/empowerment:
Individuals participating in the digital economy

on a global scale expect equal and consistent
protection on the different platforms or services they
use, but without a coordinated global approach
there is uneven consumer protection. This issue is
observable, for example, in the United States, where
there is little federal oversight of existing actors in
the crypto-assets ecosystem, which leaves each
state to use its own consumer-protection agencies
to educate and protect its own constituents.
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2.2

Few jurisdictions have chosen to address the
dif culty of classifying tokens, partially relying
instead on the functionality enabled by the token.
For example, Liechtenstein has chosen not to
rely solely on classi cations but to introduce the
token as such as an element in Liechtenstein
Law, meaning that the right or asset represented
in the token triggers the application of special
laws (the so-called token container model ). This
means that the tokenization as such has no legal
effect: if a nancial instrument is tokenized, the
nancial market laws are applicable if the activity

Regulatory arbitrage

Global coordination may require countries

to develop a consensus or, at the very least,
harmonize policy and regulatory frameworks to
the extent that this is feasible. With crypto-assets,
a few countries/regions have been more open to
the development of an ecosystem than others,
leading to a concentration of ecosystem actors in
some regions. Because builders can often choose
their jurisdiction, irresponsible actors may prefer
locations with a lighter touch and responsible ones
those with a fuller regulatory framework. With
varying regulatory approaches and the resulting
regulatory arbitrage (i.e. the practice of capitalizing
on regulatory loopholes), it may pose a challenge
to develop a coordinated approach to crypto-asset
regulation. The reasons for this are:

1. Evolving regulatory models: The relatively new
nature of the crypto-assets ecosystem has resulted
in an ever-evolving and quickly changing crypto-
asset landscape. The development and widespread
use of crypto-assets remains relatively limited.
Owing to the ecosystem s developing maturity, it
may be too early to feasibly implement regulation of
crypto-assets in a coordinated global approach.

Countries from the Americas, Asia-Paci ¢ and the
Middle East to Europe have rolled out consultations
since 2022, focusing on a wide range of activities

in the ecosystem, from centralized activities and
stablecoin operation to decentralized nance as

well as regulatory objectives such as consumer
protection and the prevention of market abuse. At
the same time, some jurisdictions are set to nalize
legislative proposals to expand crypto regulation
from AML to prudential issues, for example, Markets
in Crypto-Assets (MiCA) in the European Union.
Based on the scheduled commitments in these
consultation and legislative exercises, various models
of prudential crypto regulation could start their
implementation progressively from 2024 onwards.

With the emergence of new uses and business
models, policy-makers may also need to review
existing approaches or adapt their planned

is regulated, too; if a commodity is tokenized, the
laws for commodity trading might be applicable;
and so on. For new instruments, such as utility
coins and virtual currencies, a new regulation

has to be de ned. As another example, the
Virtual Assets Regulatory Authority in Dubai,
have put forth a framework that is underpinned
by overarching regulations and compulsory
rulebooks, but has segregated activities-based
rulebooks to rapidly account for novel products,
emerging technologies, and new business models
that require regulatory capture.

regulatory approaches due to new considerations
as they arise. It would be essential for regulators to
initiate a dialogue with a view to seeking regulatory
consistency, or at the very least preventing
regulatory arbitrage due to different regulatory
models. Without a consistent approach, innovation
might be hampered and lead to widespread
adoption lag.

2. Evolution of regional hubs: In the past few
years, countries have tended to operate on a
regulatory spectrum, ranging from banning to
adoption as legal tender, although more recently
countries have moved away from the option of a
total ban due to the challenges of enforcement.
Recognizing continued interest among retail and
institutional investors, countries continue to review
and adapt their regulatory models. Countries
seeking to serve as a national/regional crypto hub
tend to be early movers in introducing regulatory
frameworks, including having clearer and more

ef cient licensing processes.

These regional hubs can be more open, agile and
willing to innovate depending upon the country s
priorities. Some hubs may be considered too
friendly , as having a light-touch approach or
simply as ineffective in terms of regulation due

to a lack of suf cient controls and excessive
exposure to the ecosystem, leading to problems of
regulatory arbitrage.

3. Geopolitical issues: Global coordination requires
countries to align on various issues. At present a
number of international organizations for example,
the Financial Stability Board (FSB), the Basel
Committee on Banking Supervision (BCBS) and the
International Organization of Securities Commissions
(I0SCO) are driving the discussion of crypto-asset
regulation on an international level. However, such
processes may not align entirely with the national/
regional pace of regulation. In addition, the current
geopolitical landscape also adds challenges to
achieving seamless global cooperation.
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2.3

Fragmented monitoring, supervision

and enforcement

Monitoring, supervision and enforcement are an
essential component of regulatory framework
effectiveness. Many jurisdictions around the world
have begun to promulgate regulatory frameworks,
but most have only just begun enforcement through
examination and active supervision. In the context
of AML supervision of crypto-assets, a Bank for
International Settlements (BIS) 2021 survey found
that oversight remained nascent globally.?¢ Although
many are at different stages, with some countries
still nalizing applicable law and policy and a small
portion engaging in active supervision, by and

large effective enforcement measures remain a
work in progress. The result is a complex tapestry
of enforcement trends as well as enforcement

risks posed by the cross-jurisdictional in uence of
crypto-assets.

Fragmented monitoring, supervision and
enforcement present problems in achieving a
coordinated global approach to regulation. Apart
from the technical challenges posed by crypto-
assets to regulatory enforcement, issues are also
raised by the regulatory environments themselves.
These are due to the pre-existing challenges to
cross-industry and global coordination but also
because crypto-assets and their commercial
environments present overlapping areas of risk
and possibility for enforcement. Some of the key
challenges to cooperative efforts for crypto-assets
are discussed below.

1. Challenges to international cooperation:
Financial-sector regulators are engaged with their
industries in a far deeper and more interactive
way than other regulatory bodies.?” In contrast,
regulators are only just beginning to engage in
enforcement, let alone supervisory and monitoring
activities with respect to crypto-assets. In February
2022, the FSB published a risk assessment on
crypto-assets, stating that crypto-assets and
markets must be subject to effective regulation
and oversight commensurate to the risks they
pose, both at the domestic and international
level .28 With respect to regulatory enforcement
perimeters, many jurisdictions have adopted the
same risks, same rules approach to identifying
appropriate enforcement bodies and regimes. For
instance, if a crypto-asset token were classi ed
as a security, it would fall under the purview of the
US Securities and Exchange Commission (SEC) or
in-country equivalent; if it were an e-money token,
it would fall under the country s e-money regulator;
if it were a utility or exchange token, it might fall
outside of regulatory supervision entirely. Despite
this, there is no internationally agreed taxonomy
of crypto-asset classi cation, and the rapidly
evolving ecosystems (such as the emergence
of decentralized nance [DeFi]) have continually
presented uses that undermine such taxonomies.
The overall result is a heterogeneous and reactive
enforcement environment, which sti es innovation
and con dence more than it establishes a healthy
environment for innovation and supervision.
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2. Challenges to domestic/regional cooperation:
This heterogeneity can be both domestic and
international. At a domestic level, this could be
across different industry regulators with different
taxonomies, which may choose different paths
with respect to enforcement. Take, for example,
consumer-protection regulation in the context of
crypto-assets. It is very dif cult to identify if this

is a policy concern that should overlap several
regulatory bodies, such as a securities regulator,
markets regulator and consumer regulator.
Furthermore, it is dif cult to assess which of these

regulators would bear the burden of supervision

in line with applicable policies.?® Meaningful
coordination of local market regulatory perimeters is
a crucial component of crypto-asset enforcement,
with certain countries taking this approach explicitly.
For instance, in South Africa all nancial regulators
with jurisdiction on crypto-assets coordinate under
a single cooperative body, the Intergovernmental
Fintech Working Group (IFWG), through which all
policies in relation to crypto-asset regulation are to
be channelled.® Such an explicit structure might be
bene cial in ensuring regional coordination.

CASE STUDY

FATF Travel Rule

The FATF s Travel Rule is a good example of where differences in

regulatory environments and resources could affect enforcement.

The FATF s Travel Rule, also referred to as FATF
Recommendation #16, obliges businesses to record and
disclose the information of participants (originators and
bene ciaries) to a transaction. This rule, originally applicable
only to banks, was extended in 2019 to also require VASPs
to record and disclose information relating to crypto-asset
transactions. As a result, many observing countries began
incorporating the Travel Rule into their local AML directives.
Part of the Travel Rule required countries to ensure that
nancial institutions monitor transfers for the purpose
of detecting those that lack the required originator and/
or bene ciary information. If a de ciency is detected, that
institution must take appropriate measures.

The need for global coordination and harmonization
is well established, but given the events of

2022 and the variations in legal systems and
geopolitical concerns, coordination is dif cult to

Unfortunately, the technology solutions to implement the
Travel Rule are limited, and as noted in FATF s June 2022
targeted update report,®* interoperability across technical
solutions and across jurisdictions is still lacking. Such
fragmented enforcement techniques will pose a challenge

to the supervision and monitoring of crypto-assets against
regulations in the short term and may take many years to
standardize. This years-long process is concerning, given
the dynamic growth and rapid technological developments in
crypto-assets, although the industry is also actively developing
standards to address this gap. Even if consistent supervision
and monitoring were possible in some jurisdictions, it is
unlikely that it would be possible in all, potentially resulting in
further information and enforcement asymmetries.

evolving. Jurisdictions may agree on the need to
ensure nancial stability, market integrity and the
protection of consumers, but the pathways they
take are often different.

achieve, especially for an ecosystem that is still
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