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Hazards of initial coin offerings
Regulatory coordination needed to attract

institutional investors

Bhavin Patel*

The access to distributed ledger technology that underpins ripple, ethereum,
bitcoin and other cryptocurrency platforms has allowed companies to create their own
digital tokens that can be offered to the public to generate funds.

These 'initial coin offerings' provide an alternative source of venture capital for
start-ups and encourage innovation in how these digital tokens can be used. Between
January 2017-February 2018, ICOs raised $4.5bn, outweighing venture capital
investment in blockchain-related start-ups more than threefold.

In contrast to initial public offerings on stock exchanges, 1CO issuers do not
sacrifice equity for financing. ICOs also allow for borderless online sales with fewer
points of friction. They typically bypass legal, jurisdictional and business hurdles, and
investment is promoted directly to a global investor base. However, investors face
major risks.

There is a lack of market security; 81% of 1COs are fraudulent, according to ICO
advisory firm Satis Group. Investors buy into the promise of a digital infrastructure’s
utility and significant returns without having access to the underlying product. They
usually can't consult business plans or accurate financial information about the issuer.
These hazards are exemplified by the fact that only 8% of all cryptocurrencies make it
on to exchanges.

Issuers are often anonymous and difficult to trace, making it easier for fraudsters

to exit the market with investors' capital. In addition, the method of investing adds a

1 Bhavin Patel is Economist at OMFIF.
RUC | 27



IM] Feas

layer of 'currency risk', as investors must buy into ICOs through existing

cryptocurrencies with high price volatility. This could make cashing out into a fiat
currency especially costly.

As most digital tokens are issued without being registered as securities, investors
are denied a number of legal rights. There are no shareholders rights, and a lack of
liquidity preference in the event that the company defaults or becomes insolvent. This
means ICO holders are unlikely to reclaim their initial investment. Furthermore, the
absence of antidilution protection allows issuers to release additional tokens to generate
more funding, diluting the value of initial investors' holdings.

One way in which investors can find protection is to sell their tokens very soon
after an ICO. This is a strategy that many venture capitalists follow to insure against
devaluation. However, this only increases market volatility.

Determining what legal and supervisory framework a cryptocurrency falls under
depends on how regulators classify it among asset classes. International coordination
on this is lacking, and the various jurisdictions that do regulate cryptocurrencies
categorize them in different ways. Others use a case-by-case approach to determine a
cryptocurrency's asset class.

These inconsistencies create the risk of regulatory arbitrage. Competition between
regulatory regimes, as countries try to attract innovative companies, exacerbates this
divergence between markets.

In the US and Canada, cryptocurrencies fall into legal grey areas. The European
Union is yet to formalize its approach, as the European Securities and Markets
Authority is assessing how to apply Mifid I rules to digital assets. The Swiss Financial
Market Supervisory Authority, Bermuda Monetary Authority and Gibraltar Financial
Services Commission define cryptocurrencies as a separate asset class to which new
regulations should apply.

Greater regulation will have a positive effect on ICOs and the cryptocurrency
market only if it provides certainty about how markets will operate globally.

Strengthening investor protection by providing assurances and improving transparency
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during ICOs could attract institutional investors, which would generate liquidity and

support market stability.
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The Anatomy of US-China Trade Balance
SHIN Kotbee?

China's trade surplus with the United States recorded the highest level ever last
year, followed by hard-line trade actions. The Trump administration, which has viewed
the persistent trade imbalance with China as a threat to America's economic health,
subsequently announced a list of Chinese goods imports to be subject to tariffs as
penalty for the alleged unfair trade practices. The Chinese government has threatened
to retaliated with its own tariff hikes on American goods. Despite three rounds of
bilateral trade negotiation, the two countries have not reached an agreement on how to
resolve the trade disputes.

China's goods trade surplus with U.S. is hardly new. Since China's accession to the
World Trade Organization in 2001, it has rapidly increased from $83 billion in 2001 to
$375 billion in 20172, On the other hand, China has persistently posted a deficit in
service trade with the U.S. and the service trade deficit has surged from $1.3 billion in
2007 to $40.2 billion in 2017. Most of China's service trade deficit comes from travel
and charges on the use of intellectual property.

In Shin et al. (2018), we identify three features in China's goods trade surplus with
the United States. First, it is highly concentrated in a few products including cellular
phones, automatic data processing machines, monitors and projectors. The surplus in
top ten products consists of 55.5% of the overall surplus with the United States®. Second,
the surplus in capital goods has begun to exceed the surplus in consumer goods since
2016. The surplus in capital goods in 2017 grew by 21.3% from the previous year,
recording $185.2 billion while the surplus in consumer goods decreased from $157.3
billion in 2016 to $135.8 billion in 2017. This suggests that the trade between the two
countries is associated with production as well as consumption. Third, the surplus in

high-technology products has caught up to that in lowtechnology products. This is not

1 SHIN Kotbee, Ph.D., Associate Research Fellow China Team / International Macroeconomics Team Korea
Institute for International Economic Policy

2 These numbers are based on statistics released by the United States. The Chinese statistics state $28 billion in
2001 and $282 billion in 2017. This statistical discrepancy mainly comes from conceptual and methodological
differences in the compilation and processing of trade data.

3 Statistics are calculated for 2017 data and products are classified according to Harmonized System code 4 digit.
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only due to the upgrade of Chinese manufacturing industries, but also due to the

dominant share of processing trade in high-technology products. According to Xing
(2014)*, the share of processing exports in Chinese high-technology exports recorded
79.9% as of 2010 while processing exports accounted for 46.9% of Chinese total
exports.

While the ongoing trade disputes focus on the U.S.-China trade balance, we have
to note that the gross trade balance can be misleading when considering that China is
deeply integrated in the international fragmentation of production. The domestic value
added contents of Chinese exports to the United States only accounted for 65.3% in
20112, This ratio shrinks for high-technology products. For example, the domestic
contents account for 45.9% of Chinese electrical and optical equipment exports to the
United States. This means that the trade balance measured in value added is much
smaller than the gross trade balance. OECD estimates for 2013 show the U.S. deficit
with China in value-added term is 25% smaller.

It is questionable whether Trump's recent trade policy to resolve America's trade
deficit is essentially beneficial for the U.S. economy. Since imported capital goods from
China are used to produce goods and services, tariffs levied on capital goods imports
will have a backlash on U.S. business. Tariffs targeting high-technology items will hurt
other countries on the supply chain rather than China, due to the low domestic content
of Chinese exports to the United States. In addition, if China imposes reciprocal tariffs
on U.S. goods, this will have an even more severe effect on the U.S. trade balance. It
will be beneficial for both sides to settle the trade disputes as soon as possible through

U.S.-China trade talks to ease the tension and reduce uncertainty.

1 Xing, Yuging. 2014. "China's High-tech Exports: Myth and Reality," Asian Economic Papers, vol. 13, no. 1, pp.
109-123.
2 Trade in Value Added (TiVA) data is used. The most recent data is for the year 2011.
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