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Executive Summary

The draft Cryptocurrency and Regulation of Official Digital Currency Bill 2021, which is likely
to be introduced in the Budget session of Parliament, will ban all private cryptocurrencies and
introduce a framework to develop an official digital currency in India. The ban will prohibit
people from using, buying or selling, cryptocurrency; bar companies to provide
cryptocurrency-related services to consumers or investors which includes registering, trading,
settling, clearing or other services; and any other use of cryptocurrencies.

From a public policy standpoint, there exists an engrossing debate on the legal status of
cryptocurrency worldwide, with some countries regulating its use while others completely
banning the new technology due to concerns about illicit activities and safety of investors.
However, a sound regulatory framework, as adopted in many advanced jurisdictions can help
resolve these issues. Regulation supports the growth of crypto exchanges, which can help
protect the wealth of investors by improving liquidity in the market, and establish
transparency and accountability to the State by ensuring compliance with Know Your
Customer (KYC) norms and Anti-Money Laundering (AML) standards. In India’s case, a
complete ban on the use of digital currencies will impact approximately seven million
investors that own cryptocurrencies worth over a billion dollars.! Therefore, a thorough
assessment is imperative to understand the implications a future law may have on markets
and society. This paper aims to present a case for regulating private cryptocurrencies in India
on account of the following:

e Bansin India have often led to creation of a shadow market, with adverse implications for
the domestic industry. The prohibition on the use of drones and the import of gold are
two prominent examples. By extension, a ban on cryptocurrency may have similar
consequences because it is technically impractical to stop its inflow due to its
decentralised nature.

e Aban on cryptocurrency impinges on the right to freedom of trade and occupation under
Article 19(1)(g) and the right to privacy under Article 21. It also fails to meet constitutional
tests of reasonableness and proportionality under Article 14. Thus, the proposed
prohibition on cryptocurrency is unconstitutional.

e Less developed countries like Nepal, Algeria and Bolivia have completely banned the use
of cryptocurrencies. However, technologically sophisticated and financialised nations like
the US, Japan, and Singapore have resorted to regulating cryptocurrencies through sound
KYC, AML and countering the financing of terrorism (CFT) norms. India should adopt a
similar approach if it hopes to stay in sync with these jurisdictions and advanced
international practices.

e Tokenization is an integral part of a public blockchain’s value proposition and incentivises
people to maintain its integrity and develop it further. Tokenization also encourages
innovation by facilitating operations of decentralised applications (Dapps). However, the
proposed bill classifies any token as cryptocurrency. Therefore, a ban on cryptocurrency
will also bring tokenization to a close.

e Cryptocurrency has contributed to the evolution of computer hardware in order to
accommodate the computationally intense work of generating codes, which is now done
at data centres. This creates an opportunity for India to develop into a global data centre
hub, as envisioned by the Ministry of Electronics and Information Technology (MeitY).
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Fundraising activities conducted in traditional currency are less transparent and costly
due to high transaction charges. Cryptocurrency is uniquely well positioned to resolve
these issues.

Cryptocurrency can promote international trade via measures like cross-border G2G, G2B
or B2B cooperation in data exchange, detecting counterfeit currency and eliminating
intellectual property theft, among others. Besides, it can ameliorate international
payments by reducing time and cost through negligible transaction charges and simple
clearing and settlement mechanisms.

A regulated crypto industry can help generate additional income for the Government by
licensing exchanges, imposing capital gains tax if it is treated as an asset. Alternatively,
the government can charge a transaction fee if it categorises crypto as a medium of
exchange.

Crypto startups have the potential to grow exponentially and strengthen India’s position
as a hub of technology startups and drive innovation in the country. Besides, it can help
digitally upskill the country’s workforce.

India is home to the second largest unbanked population in the world, which impedes
access to credit. Cryptocurrency can enhance financial inclusion by enabling easy access
to formal credit through microlending. Further, as internet is accessible to larger swathes
of population, cryptocurrency can be a more efficient way to transfer funds without a bank
account, especially remittances.

Lastly, cryptocurrency like Bitcoin is found to be a superior investment option than legacy
market indices like NIFTY 50 and SENSEX. It offers a higher return for each unit of risk
undertaken by investors. Investor education programmes, in addition to hedging
instruments/tools like derivatives and stop-limit, can make cryptocurrency a safe
investment alternative, improving liquidity and depth of the market.
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Introduction

A cryptocurrency is a method of creating virtual “tokens”™ and providing for their secure
ownership and transaction using a cryptographic problem,? which is designed to be easy to
verify but difficult to compute.i The difficulty of this problem is adjusted routinely, depending
on the total computing power of the network. This method allows transactions to be verified
as unique and reliable. The network also rewards users with a certain number of coins after
verifying a block of transactions. This process is known as “mining.”ii The total supply of
certain cryptocurrencies is limited and pre-defined. For instance, in the case of Bitcoin, a
maximum of 21 million tokens can be generated.

The advantage of cryptocurrencies is that they enable a reliable transfer of value over the
internet by preventing double-spending — a problem where the same digital token or
cryptocurrency is spent twice. The consensus mechanism3, which necessitate miners to
validate each transaction, ensure the system’s integrity by precluding double-spending of
tokens. Cryptocurrencies and trading platforms are thus emerging as potential tech majors of
the future. For instance, a decentralized social network is already being built on the Ethereum
network, Amazon and Facebook plan to launch their own digital currencies, and MasterCard
also plans to introduce cryptocurrency to its network.

The increasing growth of cryptocurrencies has brought the spotlight on their regulation. A
primary challenge in the regulation of cryptocurrencies is determining what exactly they are.
While cryptocurrencies possess some attributes of cash, currency, property and securities, it
is difficult to neatly categorise them into any one of these categories. Due to this complexity,
there exists no global consensus about their definition or treatment.” Most countries are still
evaluating their regulatory responses to the rise of digital currencies.

The countries that permit the use of cryptocurrencies either categorise it as an asset, or as a
medium of exchange. For example, the Canada Revenue Agency (CRA) has characterised
cryptocurrency as a digital asset, that works as a medium of exchange for goods and services
between parties who agree to use it. The USA’s Internal Revenue Service (IRS) defines virtual
currencies as “commodities.”™ Japan’s Payment Services Act, 2009 defines cryptocurrency as
property value that can be used to purchase or lease goods, or that is mutually exchangeable
for such value."i

However, countries such as Estonia recognise cryptocurrencies as a value represented in the
digital form, which is digitally transferable, preservable or tradable and which natural persons
or legal persons accept as a payment instrument that is not legal tender.x Latvia also follows a
similar approach, recognising cryptocurrency as a contractual means of payment that can be
used in transactions of exchange.

These divergent approaches reveal the complexity involved in regulating cryptocurrency. The
Indian government has listed the Cryptocurrency and Regulation of Official Digital Currency
Bill, 2021 in Parliament, which aims to ban trade in all ‘private’ cryptocurrencies and prohibit
intermediaries like crypto exchanges to operate.® Crypto exchanges facilitate trade in digital
currencies and allow investors to buy, sell and hold them. They play a valuable role by
providing liquidity to the market and ensure transparency in operations. In this paper, we
discuss the need for India to regulate the use of cryptocurrencies in order to capitalise on the

t A token is a digital representation of any transferrable asset in the blockchain ecosystem.

2 Cryptographic problem is any form of data or information encrypted using a hashing algorithm.

3 It ensures that any changes made to the blockchain are agreed upon by all the nodes. This helps deter
double spending of cryptocurrencies.
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potential of this technology, and encourage innovative solutions to resolve some of the long-
standing issues that the country faces.

A sound regulatory framework can foster innovation and develop the digital currency market,
while restraining illegal activities. We discuss why regulating cryptocurrencies should be the
way forward in India.

Section I: Ban on Cryptocurrency
Bans have often led to unintended consequences

India has a history of banning goods/services that exemplify innovation in new markets. Such
bans often lead to unintended consequences, which include large revenue losses to the
government that impact the livelihoods of people, and have had severe implications for

A recent example of such a ban was on the use of drones in India in 2014.XVIt effectively clipped
the wings of a nascent domestic industry, while people continued to use them in defiance of
the ban.* Moreover, access to drones was not significantly obstructed since they were sold as
toys on online and offline markets. The regulation did whittle down domestic drone innovation
to a few academic projects and police applications. Meanwhile, Chinese companies such as
Da-Jiang Innovations (DJI) manufactured recreational drones during 2014-2018 at scale and
now command 70 percent of the global market. They have also diversified into end-to-end
drone management services such as photo and video editing software.® In 2018, India
realised that a blanket ban was ineffective and resulted in a missed opportunity for the
domestic industry. Hence, it introduced a regulatory framework to govern the use of drones in
the country. Similarly, in the pre-liberalised era, India tried to ban the import of gold.
However, after several years of trying to clamp down on smuggling, the government had to
withdraw the ban.xvii

A prohibition on cryptocurrency may have similar repercussions for the digital currency
industry. Due to the decentralised nature of the technology and the ease of transferring
cryptocurrency using the public key, it is technically impractical to stop the inflow of
cryptocurrency from abroad. Every cryptocurrency user has a public key and a private key.
Since the former is accessible to everyone, people can receive cryptocurrencies from anyone
on the web.xviii

Additionally, the underlying blockchain of a cryptocurrency is replicated on millions of
computers worldwide, with mining and nodes distributed across geographies.x* Therefore,
any attempt to prohibit the use of digital currencies would only hinder the growth of the
domestic industry and push investors/traders into illicit markets. Besides, a sound regulatory
framework can help reduce crypto related frauds.* Suitable guidelines for exchanges, for
instance mandatory Know Your Customer (KYC) process, can help protect against losses.

Ban on cryptocurrency is unconstitutional

Various fundamental rights apply to the use of cryptocurrencies in India, such as the right to
carry out trade and business under Article 19(1)(g). Individuals whose professions entail
mining, buying and selling as well as bartering cryptocurrencies are arguably covered under
the ambit of these rights.* In IJAMAI v RBI, i the Supreme Court of India ruled that (i)
individuals who buy and sell virtual currencies as an occupation, and (ii) cryptocurrency
exchanges, can invoke Article 19(1)(g).x The Court extended the protection under Article
19(1)(g) only to those buying and selling cryptocurrencies as a “trade or business” (i.e., where
a profit motive definitely exists), and not to those doing so as a “hobby” (i.e., where profit
motive may or may not exist). v
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However, a ban could also go against the fundamental rights of those who do not deal in
cryptocurrencies as a hobby. In KS Puttuswamy v Union of India*, the Supreme Court noted
that the right to privacy under Article 21 also protects an individual’s autonomy over
fundamental personal choices. ! Thus, an individual’s choice to ascribe value to
cryptocurrencies, by buying and selling or engaging in other transactions is protected under
the ambit of Article 21.1

Any restrictions on fundamental rights must meet the test of proportionality and
reasonableness. This means that a measure that limits fundamental rights must meet three
criteria: (i) it must be made for a proper purpose, (ii) the measure must be rationally connected
to the fulfilment of the purpose, (iii) there are no less invasive measures that are equally
effective, (iv) it must be done through means that are suitable and necessary for the purpose,
and (iii) it must be balanced with the harm caused by limiting the right.*ii In particular, in
Chintaman Rao v State of Madhya Pradesh ¥, the Supreme Court held that a measure that
invades the right under Article 19(1)(g) must strike a balance between the freedom guaranteed
by it, and the social control permitted by Article 19(6). If it does not do so, it fails to meet the
reasonableness test. *x

In TAMAI v RBI, the Supreme Court noted that RBI’s measure, which would almost wipe out
virtual currency exchanges, must be subjected to the test of proportionality.®*i This reasoning
could be extended to argue that a ban on cryptocurrency, that will have virtually the same
effect, must also be subjected to this test.

One of the main reasons cited to support the ban on cryptocurrencies is that it cannot replace
fiat currency, since it does not have any of its benefits. However, several systems of value
transfer, such as precious metals (eg: gold, platinum) or loyalty points also work alongside fiat
currency. In such a context, an outright ban, without studying the impact of cryptocurrencies
on financial stability or monetary policy, goes against the proportionality test.xxii

International best practices

A study of international trends in cryptocurrency regulation indicates that technologically
sophisticated and financialized countries such as the United States, Japan, Singapore, and
Australia have allowed trade in cryptocurrencies to proliferate by adapting existing regulations
and creating some new ones. The approach taken by advanced jurisdictions to legalize
cryptocurrencies is discussed below:

a. Japan: The country has a progressive regulatory regime on cryptocurrency.
Cryptocurrency is categorized as ‘legal property’, and the National Tax Agency (NTA)
considers gains made from cryptocurrency trade to be ‘miscellaneous income’, and
taxes them at rates of 15-55 percent.*xii A]l cryptocurrency exchanges must be
registered with the Financial Services Authority (FSA), which subjects them to strict
cybersecurity, anti-money laundering (AML), and countering the financing of
terrorism (CFT) regulations. v

b. USA: The United States has accepted the ubiquity of cryptocurrencies as an
inevitability, and there has been a significant level of engagement from the Commodity
Futures Trading Commission (CFTC), the Federal Trade Commission (FTC), Financial
Crimes Enforcement Network (FinCEN), and the Securities and Exchange Commission
(SEQ).

In a 2019 joint statement issued by the SEC, CFTC, and FinCEN, cryptocurrency
exchanges were defined as money service businesses (MSB). Thus, these are subjected
to AML, KYC, and CFT obligations under the Bank Secrecy Act (BSA).** Recently, the
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mayor of Miami expressed his intention to promote Bitcoins in the city by offering
municipal workers the option of receiving all or a part of their pay in Bitcoin, and
allowing residents to pay city fees and property taxes in the currency.*vi

. Singapore: The country is known to provide a hospitable environment to
cryptocurrency, with the Monetary Authority of Singapore (MAS) even teaming up
with blockchain company Rubin to devise a proof-of-concept project that uses
blockchain technology to conduct inter-bank payments. i The Payment Services Act
(PSA) of 2020 regulates traditional and cryptocurrency payments and exchanges in a
single piece of legislation. The MAS also released a separate notice that compels DPT
service providers to set up robust AML and CFT detection tools, and granularly dictates
requirements v

Conversely, less developed countries have shown a general proclivity for skepticism of this
technology, with Algeria, Bolivia, Morocco, and Nepal completely banning all cryptocurrency
activity. Bangladesh, Iran, and others have taken an intermediate route of prohibiting financial
institutions within their borders from facilitating cryptocurrency transactions.xxix

Table 1: Cross-country comparison of human and financial development against the legality

of cryptocurrencies
Human Financial
Development Development
Country Index Index Legality of Crypto
United States 0.93 0.90 |Regulated
Japan 0.92 0.89 |Regulated
Australia 0.94 0.88 |Regulated
Singapore 0.94 0.75 [Regulated
Prohibited for
Financial
[ran 0.78 0.44 |Institutions
Morocco 0.69 0.36 |Banned
Bolivia 0.72 0.31 |Banned
Prohibited for
Financial
Bangladesh 0.63 0.23 [Institutions
Nepal 0.60 0.21 |Banned
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Algeria 0.75 0.15

Banned ‘

Source: UNDP (2020)¥; IMF (2020)li

Amongst countries that have legalized and regulated cryptocurrency, the most common
approach has been to categorize them as either financial assets or foreign currency, and tax
them accordingly. Undesirable side effects such as terrorism financing and money laundering
have been mitigated by registration with and accountability to federal authorities. i
Developed nations, when compared to their developing counterparts, have been more
progressive and have resorted to regulate cryptocurrencies (Table 1). India should adopt a
similar approach if it hopes to stay in consort with highly financialized jurisdictions and
cutting-edge international practices. Besides, regulation would support the growth of crypto
exchanges, which can help establish transparency and accountability to the State by ensuring
compliance with KYC norms and AML standards.

Section II: Innovation
Unlocking digital innovations using tokenization

Tokenization of assets on a blockchain is the process of issuing a blockchain token to digitally
represent any physical or real tradable assets, enabling fractional ownership of that particular
asset (Figure 1).

Figure 1: Tokenization of Assets

Various Assets

Transfer to Asset
\\\ Verification blockchain-enabled valuation Tokenized
\\ of Ownership platform finalized Asset Offering

——HEH - B %
//'-_

//

//
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Tokens offer the ability to digitally represent anything of value and allow for a secure way to
use them for multiple purposes as illustrated in Table 2. For instance, tokenization can allow
investors to sell their investments on a secondary market.¥ii Tokens are an efficient way to
manage information/assets because the underlying blockchain makes it possible to have a
unique representation of value for that asset. Cryptocurrency is essentially a form of
tokenization, wherein each coin is a unique digital file of some value.

Table 2: Differentiated functions and utilities of various tokens

Payment Asset Token Utility Token Security Token
Token

Function | Means of Access to Provide access Represents rights
payment for buy/sell/invest in to a particular of legal ownership
goods and the digital asset or product or in a company and
services illiquid markets like | platform an entitlement to a
external to the | real estate, gold, share of dividends,
platform fine art
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running the future profits or
token cash flows
Operation | External to the | Units of value that | Accesstoa Backed by
platform organizations or function company shares
running the projects can provided by the | with a promise of
token customize and businesses who | future profits from
develop on top of issued it dividends, revenue
existing blockchains share, or market
appreciation
Purpose | Medium of Store of value Access to digital | Digital versions of
exchange service financial securities
like stocks and
bonds
Examples | USDT, USDC, | Bitcoin, ADA, Paxos | Ether, BAT, Tzero Equity
Dash, Dai etc. | Gold, NFTs like EOS, or Token, 22X,
CryptoKitties, etc. exchange utility | BCAP, etc.
tokens

Tokenization incentivises blockchain participants to grow the network and also enables
exchange of assets on the blockchain.XV Public blockchains like cryptocurrencies are
decentralised in nature, and rely on an open consensus method where all the nodes in the
network are engaged to validate transactions, to avoid double spending.* Tokens are
rewarded to people who validate transactions through a proof-of-work/proof-of-stake.4 Since
validating transactions or growing a blockchain through mining requires time and effort, it is
necessary to compensate miners for this. Reward tokens incentivise participants to maintain
the integrity of a system and develop it further.

Besides their use in cryptocurrencies, tokens are required to facilitate the operations of
decentralised applications (Dapps). These are built on decentralised networks using smart
contracts (backend code that enforces transactions on the blockchain) that operate on a
blockchain or a peer-to-peer network of computers. They have multiple use cases like
decentralised finance, gaming and secondary marketplaces, among others. Since Dapps are
incompatible with traditional currency systems, each Dapp uses its own token.xi

Further, tokenization offers the potential to solve legacy issues such as the under provisioning
of public goods. Tokenized public goods, with their value stored in coins, will allow people to
contribute capital for the creation of public goods and later sell their investment on secondary
markets. The United Nations International Children's Emergency Fund (UNICEF), for
instance, launched a ‘Boost Token’ to incentivise donations and volunteering activities.xi

Tokenization is therefore an integral part of the value proposition of blockchain technology,
especially public blockchain. The move to ban cryptocurrencies will adversely affect
tokenization. The draft Banning of Cryptocurrency and Regulation of Official Digital Currency
Bill, 2019 defines cryptocurrencies as “any information or code or number or token not being
part of any Official Digital Currency.” i If the same understanding persists in the new Bill,
any ban on cryptocurrency will also bring tokenization to a close.

Blockchains can lead to hardware and software development

4Tt is a system that ensures the integrity of the transactions on a public blockchain by preventing any
tampering to the ledger.
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Over the last decade, cryptocurrencies have contributed to the evolution of computer
hardware to accommodate the computationally intense work of generating codes. In 2013, the
computing power of Bitcoin was already equivalent to 150,000 petaflopss per second, which is
600 times the combined power of all supercomputers belonging to the Top500 list.xlix Such an
increase in the Bitcoin network has created an opportunity for the data centre industry,
providing powerful computers and server capacity to miners.! This, coupled with India’s
proximity to South Asia’s burgeoning digital market and readily available skilled workforce,
can enable the country to become a Global Data Centre hub, as envisioned by the Ministry of
Electronics and Information Technology (MeitY).l India currently has about 375 Megawatts
installed power capacity for Data Centre which can triple by 2025, according to the Draft
National Data Centre Policy, 2020. The demand for Data Centre infrastructure also has the
potential to generate investments worth USD 4.9 billion in the country by 2025.

In terms of software development, cryptocurrencies like Ethereum allow the application of
blockchain in finance, gaming, identity management, among others. The Ethereum blockchain
has also enabled the evolution of Dapps, which have an advantage over regular webapps as
they’re not managed by a centralised third party. This brings transparency in the network, and
reduces massive data breaches due to the absence of a central place to hack. In 2019, India
stood sixth in the number of patent approvals in the blockchain space.li Increased
development of Dapps in the country can pose as an opportunity for the growth of this nascent
technology.

Cryptocurrency can revolutionise philanthropy

Donations in cryptocurrencies present numerous benefits to charitable activities and can
resolve the issues associated with raising funds in traditional currency. Donations made in
traditional currency are less transparent, and are costly due to the increased participation of
intermediaries, which lead to high transaction charges, especially for international donations.
Digital currencies can overcome issues associated with donations made in traditional currency
in the following way:

a. Transparency: Unlike traditional currencies, cryptocurrencies are non-fungible, i.e.,
each unit is unique and identifiable. Consequently, cryptocurrencies are traceable even
through complex supply chains. From the donors’ perspective, it offers greater
transparency by enabling them to see where their money ended up being used. This
can also provide greater confidence to the donors and encourage them to donate more
money.

b. Direct giving: Charitable activities have witnessed an increase in intermediation
through multiple specialised organisations that collect donations from people and put
them to use in the service of beneficiaries. However, with the advent of digital
currencies, various platforms seek to enable person-to-person (P2P) donations.li
Evidence suggests that P2P donations are far easier and a more cost-effective way of
philanthropy."¥ Donors can use the public key to directly transfer cryptocurrency to the
wallet of any beneficiary or charitable organisation, without the need of any other
information.

c. International donations: Many charities operate across international borders and
need to move money accordingly. Banks levy high charges for foreign exchange and
money transfers, which reduces the money in the hands of the charitable organisation.
On the other hand, cryptocurrencies are non-geographic in nature and thus, do not

5 A unit of computing speed equal to one thousand million million (1015) floating-point operations per
second
Internet and Mobile Association of India
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attract any foreign exchange fees beyond the standard transaction charges levied on
payments. This makes digital currencies a cost-effective alternative to traditional
currencies.

Section III: National Development
Enabling international payments and trade facilitation

Cryptocurrencies are useful to make international payments including remittances. Some of
the key benefits of cryptocurrencies in enabling international payments are discussed below.

a. Reduced time costs- Simple clearing and settlement mechanisms, instant exchange of
information, and increased automation of processes in cryptocurrencies enable faster
cross-border payments.vii

b. Negligible monetary costs- Unlike service providers like Western Union, PayPal, and
TransferWise, the use of cryptocurrencies for international payments involves
negligible foreign exchange transactions costs (‘FX costs’) and payments limits.Mi In
this context, Facebook’s Diem project aims to use cryptocurrency to build a cross-
border payments system which is fast, cheap, stable, secure and scalable.l

c. Improved information and risk management- Cryptocurrencies enable the complete
transparency of information via a distributed depository of KYC and fraud
information.* This eliminates the need for individual banks to perform repetitive KYC
checks and also benefits in payments reconciliation. Therefore, the use of
cryptocurrencies could save banks’ time and resources devoted to complicated
reconciliation processes and which could be passed on to end users. Further,
cryptocurrencies reduce the risk of non-settlement of a pending payment as it
diminishes/eliminates the need for intermediaries and instantly transfers value.i

Besides enabling international payments, use of cryptocurrency through its underlying
blockchain technology (majorly public/permissionless blockchains) contributes to trade
facilitation.¥i Some of the technology’s fundamental features that make it particularly suitable
for trade facilitation, along with potential areas of suitability, and for compliance procedures
are discussed in Table 3.

Table 3: Public/Permissionless Blockchains’ Features and their Suitability Areas for Trade
Facilitation

Feature Suitability

Cross-border G2G, G2B or B2B
cooperation in data exchange.
Data protection and prevention of
data breaches.

Non-repudiable digital signatures
and digital identities.

Detection of tampering.

Public key cryptography?®

| 22K 2N

6 Cryptography is a method of encrypting data for storing and transferring it in a secure way.
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Timestamps” and cryptographic hashes® | => Identification, verification and
acceptance of electronic copies of
trade documents.

=> Detection of counterfeits and
elimination of intellectual property
theft. Detection of tampering and
unauthorized intrusions.

Consensus mechanisms and distributed | The distributed servers (nodes) of
systems ‘permissionless’ blockchains can ensure
more resilient trade infrastructure which
can withstand natural disasters, system
outages and cyberattacks, thereby
ensuring data preservation and business
continuity.

e-Payments Use of cryptocurrency can enhance
governments revenue collection efforts,
especially through improved
compliance/automation mechanisms
(e.g. a payment triggered by entry into a
customs terminal or an automated
issuance of final customs clearance
documents after specified duties are
received from a trader)

Source: UNCTAD 2020l

Banning cryptocurrency will therefore, preclude India from the larger benefits of
public/permissionless blockchains in facilitating international trade. Global interventions to
capitalise on this opportunity are already underway. For instance- the United Nations Centre
for Trade Facilitation and Electronic Business (UN/CEFACT) has proposed to use blockchain-
based distributed ledger technology to create a cross-border inter customs ledger for the
exchange of certificates of origin.V This is expected to streamline the process, reduce costs and
minimise compliance issues at the border.

In addition, cryptocurrency is well positioned, due to its decentralised nature and ease of
transfer, to serve as a medium of exchange in such extraordinary circumstances as the
imposition of sanctions on the country’s trade partners.

Generate additional revenue for the State

A complete blanket ban on the use of cryptocurrencies may result in large economic losses to
the government in terms of lost licensing revenue, capital gains tax, and/or transaction
charges, based on its classification as an asset or a medium of exchange.

If treated as an asset, the government may impose a licensing fee on crypto exchanges, to
ensure that they make a credible commitment to complying with rules like KYC, AML, etc. The
government can also impose a capital gains tax on sale of cryptocurrencies, similar to what

7 Timestamps are the standard of certain documents or files that exist for a certain time period without
relying on any third-party authentication and also avoiding long term maintenance cost or needs.
8 Hashing is a cryptography method to convert any data into a unique text string.

Internet and Mobile Association of India
12



AlAMAL

Internet And Mobile Association Of India

Australia does.*v A capital gains tax on crypto is better than taxing essential commodities like
fuel, which create inflationary pressures in the economy without growth. Besides, the
government needs tax revenue to finance its high fiscal deficit arising due to:

a. Outstanding disinvestment targets

b. Low debt rating in international markets increases the cost of raising money from
abroad

c. Undersubscribed bond issues

d. Tax administration takes a while to improve, however, capital gains tax is easily
enforced as intermediaries are regulated and information disclosures are mandatory

If cryptocurrency is treated as a medium of exchange, the government may impose a
transaction charge on all the payments made through digital currencies. Besides, as discussed
above, international trade facilitated through cryptocurrencies can enhance the State’s
revenue through customs duty collection.

A future for blockchain unicorns

Figure 2: Geographical distribution of blockchain unicorns in the world

Countries with Blockchain Unicorns

M China [l United States Il Ireland Switzerland [l Netherlands [l Japan

There are approximately 11 blockchain unicorns in the world, of which nine provide
products/services to facilitate trade in cryptocurrencies as exchanges or enable mining of
cryptocurrencies. Together these startups are valued at over USD 40 billion.xv

In India, there are over 200 blockchain startups and many operate in the cryptocurrency
industry/market.®i Recently WazirX, India’s largest cryptocurrency trading platform was
acquired by Binance, world’s leading global cryptocurrency exchange by trading volume.
Launched in 2018, WazirX saw as many as 200,000 downloads in just one year, before its
acquisition, il

Similarly, many other Indian startups have attracted major investments and have the potential
to grow further.*x The Indian crypto industry was valued at nearly USD 13 billion in 2017
before the RBI banned the use of cryptocurrencies.®* Since the ban was lifted in 2020, leading
crypto startups grew more than 400 percent in terms of trading volumes and users.*< Another
ban will distort the industry and adversely affect the startups in India.

India can leverage its position as the third fastest growing hub of technology startups to build
a strong ecosystem for innovation and entrepreneurship.i In 2020, the country ranked 48th
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among 131 countries in the Global Innovation Index (GII) ranking.ii It was third among the
lower-middle income countries, following Vietnam and Ukraine in the first and second
position respectively. While India shows significant progress in its GII ranking over time, there
is scope for further improvement. According to the Chief Innovation Officer of the Ministry of
Human Resource Development (MHRD), India aspires to be within the top 25 of GII rankings
by 2024.%% This can be done by making innovation a key priority in India’s path for
development. The blockchain ecosystem is a hotbed of innovation, and increased development
in this technology can lead India towards achieving its innovation goals.

According to the Ministry of Electronics and IT, “In the digital world, a trained workforce will
become India’s biggest competitive advantage”. In 2019, the government approved a budget
of Rs. 436 Crore for training around four lakh professionals in latest technologies like
blockchain and artificial intelligence, among others. v Moreover, top blockchain startups in
India like CoinDCX have also launched their own learning platforms with a vision to make this
technology accessible to everyone.’vi Upskilling the labour force in India with fast-growing
technologies like blockchain can give rise to more innovative products and solutions in the
form of startups.

Section IV: Financial Depth
Cryptocurrency can promote financial inclusion

Lack of access to financial services to the people at the bottom of the pyramid is amongst the
many causes of poverty in a country. Most people who are unable to access financial services
suffer from multiple forms of social exclusion.®i Therefore, financial inclusion is imperative
for the development of a country as it strengthens the availability of economic resources,
promotes savings among the poor, and provides an efficient way to transfer and receive
payments.

India is home to the second largest unbanked population in the world.*ii Cryptocurrency can
enhance access to financial services in the country through two channels — lending and
storage. Micro-lending or microfinance has played a crucial role in driving financial inclusion
in the country.*x It enables easy access to formal credit to people in rural areas. However,
microfinance is characterised by high operating costs, slow transaction resolution and lack of
transparency and standardization.®™ With transparency, speed and low transaction cost
forming the core of cryptocurrencies, they are well-positioned to address these concerns and
make microfinance more accessible to the people. Cryptos can also revolutionise peer-to-peer
lending, further bringing down the cost of credit.

Crypto wallets, that hold digital currencies, can be used to transfer or receive cryptocurrency
without a bank account. Compared to banks, the internet is accessible to a larger fraction of
the population, making cryptocurrency an efficient way to transfer funds, especially
remittances. India is by far the largest recipient of international remittances, which account
for approximately 2.9 percent of the GDP.xxilxxii Besides, India has over 120 million migrant
workers, who send remittances to rural parts of the country. States like Bihar and UP receive
approximately 60 percent of domestic remittances.®xii Due to instant transfer of funds and
low transaction charges, cryptocurrencies offer a great alternative to send and receive
remittances in India, and improve access to financial services in the country’s rural areas.
Further, unlike traditional digital wallets, crypto wallets offer interoperability, i.e., they allow
different wallets to connect with each other. This functionality can foster wider adoption,
higher transaction volumes and greater velocity of money.

Cryptocurrency can be highly profitable and safe
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Cryptocurrency, as an asset class, is popularly characterised as one that offers high-risk and
high-returns. A recent poll found that 40.6 percent of those surveyed believe that
cryptocurrency is too risky to invest in, while 37.7 percent do not understand the market.xiv
In order to compare the return offered by cryptocurrencies with that of other assets, it is
essential to adjust it with the amount of risk associated with each asset type. Risk-adjusted
return offers a consistent view of profitability across various investment options belonging to
different risk classes.

Sharpe ratio, a measure of risk-adjusted return, is used to estimate the total return earned in
excess of the risk-free rate per unit of risk, measured through volatility. A higher Sharpe ratio
would mean that an asset is more profitable for each unit of risk, and hence, a better
investment alternative. Table 4 compares the risk-adjusted return of Bitcoin with stock market
indices in India.

Table 4: Risk-adjusted return from various investment alternatives in 2020

NIFTY Small Cap
Bitcoin NIFTY 50 | SENSEX 30 | 100
Risk Free Return* 5.30% 5.30% 5.30% 5.30%
Return on Investment 302.79% 14.77% 15.60% 20.62%
Annualised Standard
Deviation 72.14% 31.22% 31.89% 30.53%
Sharpe Ratio 412 0.30 0.32 0.50

*Note: Risk free return is for 364-day government of India treasury bill as on 1st January 2020; Source:
RBI (2021)xxxv; NSE (2021)xxvi; BSE (2021)xxxvii; CoinMarketCap (2021)bxxviii

In 2020, the Sharpe ratio of Bitcoin (4.12) was much higher than that of India’s stock market
indices. For every one percent increase in risk, Bitcoin offers higher return to investors than
NIFTY 50, SENSEX 30 or NIFTY Small Cap 100, making it a superior investment option.

Additionally, the following investor protection initiatives/tools/instruments can make
cryptocurrency a safe investment alternative:

a. Cryptocurrency derivatives: Derivatives are tradable securities/contracts that derive
their value from an underlying asset. Similarly, cryptocurrency derivatives derive their
value from the underlying cryptocurrency. Crypto derivatives can be effective in risk-
reduction in two ways:

(i) Protection from volatility - Using digital currencies as a medium of exchange
exposes individuals to the risk of fluctuation in prices. Derivative instruments, like
futures, can be used to offset these fluctuations, provide certainty to individuals
and protect them from the volatility of daily price movements.bxxix

(ii) Hedging - Due to high volatility, holding cryptocurrency as an asset exposes
investors to the risk of a sudden fall in the prices. Crypto derivatives, particularly
options, can serve as a risk management tool for the investors and offset any
potential losses.x

b. Stop-limit order: Cryptocurrency exchanges in India allow investors to set stop-limit
orders to protect their profits and minimise losses.* In case of a sudden downside
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movement, investors can protect their wealth by setting a stop order, which is let’s say
10 percent below their buying price. In this case, if the price of the cryptocurrency falls
by 10 percent or more, the stop order will square off the position, protecting 9o percent
of investors’ wealth.

c. Investor education programmes: 37.7 percent of Indians fail to understand the
cryptocurrency market, and hence, decide to stay away from it. Lack of knowledge leads
to fear and misconception around digital currencies. Therefore, it is necessary to
educate investors about this new asset class and risks associated with it. Crypto
exchanges offer various educational programmes to guide people about digital
currencies, upskill them to trade in cryptocurrencies and conduct webinars in colleges
to educate students about the same. Further, just like RBI’s financial inclusion fund
(FIF), the government may legally mandate the regulator/intermediaries to educate
investors about cryptocurrencies.

Further, introducing regulation will also lead to the development of more exchanges. This will
help provide reliable information to investors and increase liquidity in cryptocurrency which
would further protect investments.

Additionally, if used as a currency, crypto is relatively safer than traditional currency. On
account of better security systems, cryptocurrency theft, hacks, and fraud fell by
approximately 57 percent in 2020 to USD 1.9 billion globally.x On the other hand, in India
alone, fiat currency related frauds amounted to USD 26.09 billion during 2019-2020.xii

Conclusion

The decentralized nature of cryptocurrencies makes a blanket ban on their use and possession
virtually impossible. Moreover, bans would promote the rapid proliferation of a shadow
market, stall constructive uses of blockchain technology, prohibit the ability of regulatory
bodies to control undesirable side effects, and cost the government significant losses in
potential revenue. By incorporating a measured mix of international best practices, existing
domestic regulatory regimes, and some new regulations, the Indian Government can promote
the use of cryptocurrency in the country.

As highlighted, cryptocurrencies offer numerous benefits in terms of enhanced financial
inclusion, transparency in donations/fundraising activities, facilitate international payments
and trade, and offer people a new and superior asset class to invest in. The Government must
therefore regulate the use of cryptocurrencies in India, whether as an asset or a medium of
exchange. In a regulated market, crypto exchanges will play a crucial role by ensuring
compliance to KYC and AML guidelines, and mitigate illicit activities in digital currencies. The
rise of cryptocurrencies and blockchain is an exciting opportunity, and India should look to
capitalise on the ground-breaking potential of this technology to advance its global position as
an IT power.
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