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Executive Summary

On October 26, Deloitte released its inaugural Digital Assets Banking and Capital Markets Regulatory Digest. This special issue
covers several recent and significant regulatory releases:

Issuance Summary

President’s Working Group (PWG) on The long- awaited report acknowledges that there are fundamental gaps in

Financial Markets: Report on Stablecoins’ prudential authority over stablecoins used for payment purposes. The report
analyzes these gaps proposes the following recommendations: (1) bold legislative
Released November 1, 2021 by the PWG, which has | action aimed at creating a federally harmonized oversight framework for stablecoins,
representation from the US Treasury, Federal Reserve, | and (2) interim action within regulators’ current jurisdictions, leveraging the rules they
Securities and Exchange Commission (SEC), and already have at their disposal today.

Commodity Futures Trading Commission (CFTC). The
report was released in conjunction with the Office of
the Compdtroller of the Currency and Federal Deposit
Insurance Corporation (FDIC).

Financial Action Task Force (FATF) Guidance | This updated guidance, which focuses on stablecoins, clarifies the definitions of
for a Risk Based Approach: Virtual Asset and | virtual assets (VAs) and virtual assets service providers (VASPs), explains how FATF

Virtual Asset Service Providers2 standards apply to stablecoins, updates guidance on addressing risks and tools for
addressing money laundering, and updates licensing and registration guidance

Released October 28, 2021 by FATF, a global among other things.

standard setting body.

Application of the Principles for Financial The report defines stablecoin arrangements and identifies four overarching

Market Infrastructures to Stablecoin considerations for assessing the systemic importance of such arrangements:

Arrangements (SA)3 (1) governance
(2) risk management

Published November 3, 2021 by International (3) settlement finality

Organization of Securities Commissions (I0SCO), a (4) money settlement.

global association of securities regulators.

Acting Comptroller Michael Hsu's Remarks In this speech Hsu coins the term “synthetic banking providers” and calls for “leveling

before the American Fintech Council* up” their supervision. He concludes by explicitly stating that the OCC is increasing its
focus on banks that provide services to firms at or outside of the regulatory

Given November 3, 2021 at the Fintech Policy perimeter.

Summit.

Four collective takeaways from the series of issuances are:

1. The regulatory perimeter: Individually and collectively, these releases signal recognition of expansion of activities
outside the regulatory perimeter. At the same time, they explicitly acknowledge that regulators lack the authority they
desire to effectively regulate the domain at present.

2. Nomenclature & taxonomy: The releases represent a step towards working regulatory definitions of certain terms.
Both the International Organization of Securities Commissions (I0SCO) and the President's Working Group on Financial
Markets (PWG) define the term “stablecoin” and create an inventory of functions and activities associated with stablecoin
services.

3. Continued uncertainty: Because the existing regulatory framework is—in the view of US regulators—not structured to
sufficiently regulate the full stablecoin ecosystem, the PWG report calls on Congress to enact legislation. This casts a
degree of uncertainty over the long-term legal framework and regulatory perimeter as US regulators will be taking
interim measures while lobbying Congress for additional powers

4. Reporting obligations: Tax reporting and anti-money laundering/know your customer (AML/KYC) obligations associated
with digital assets are getting more stringent. While exact details still need to be established, clearly sophisticated
systems will be required to collect and manage the relevant data in a manner that serves these dual obligations and
complies with privacy regulations.
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PWG Report on Stablecoins

On November 1, 2021, the PWG, the Federal Deposit
Insurance Corporation (FDIC), and the Office of the
Comptroller of the Currency (OCC) released a long-awaited
interagency report on stablecoins. The interagency reportis a
call to action to close current regulatory gaps relating to the
use of stablecoins for payment purposes. According to PWG,
FDIC, and OCC, these gaps can inhibit user protection as well
as oversight of stablecoin-related prudential risks, namely
stablecoin deposit run risk, payment system risk (driven by
operational risks inherent to the payment systems/processes
involved), and systemic risk, including concentration of
economic power. Against this background the report makes
its recommendation in two general categories: (1) a call for
legislative action, and (2) interim measures.

Here are Deloitte’s takeaways from the President’s
Working Group stablecoin report:

e The report recommends that stablecoin issuers be
required to become insured depository institutions and
only insured depository institutions can mint
stablecoins. Bank-like regulatory standards should also
be applied to other entities that engage in stablecoin-
related activities, such as custody, storage, transfer, etc.

e |t concludes that prompt legislative action is necessary
to close fundamental gaps in prudential authority over
stablecoins used for payment purposes. In the interim,
it calls for regulators to extend their existing authorities
over this space.

e The report acknowledges the existing enforcement
authorities of federal agencies like the SEC and CFTC. It
reinforces the importance of firms complying with
existing regulation, stating that “much of the trading,
lending, and borrowing activity currently fueled by
stablecoins on digital asset trading platforms and
within decentralized finance (DeFi) similarly may
constitute securities and/or derivatives transactions
that must be conducted in compliance with federal
securities laws and the CEA, including applicable
regulations.”

e While the report makes specific recommendations to
Congress, the potential for legislative action introduces
another layer of uncertainty regarding the long-term
legal status of digital assets since the legislative process
can be volatile.

e The report defines a number of terms that—while not
legal definitions—shed light on regulators’
understanding of the ecosystem:

o The report defines stablecoins as “digital
assets that are designed to maintain a stable

value relative to a national currency or other
reference assets.”

o Stablecoin arrangements are implicitly defined
as a set of activities that collectively provide the
core functions of stablecoins: (1) creation of a
stablecoin, (2) transfer of stablecoins between
parties, and (3) storage of stablecoins.

o Payment stablecoins are defined as “those
stablecoins that are designed to maintain a
stable value relative to a fiat currency and,
therefore, have the potential to be used as a
widespread means of payment. These
stablecoins are often, although not always,
characterized by a promise or expectation that
the stablecoin can be redeemed on a one-to-
one basis for fiat currency.”

o When using the term digital asset trading,
the report defines it as including trading,
lending, and borrowing of digital assets.

o Custodial wallet providers are wallet
providers that users may rely on to hold
stablecoins on their behalf

e The report demonstrates that US regulators are
committed to alignment with international standard-
setters in this developing policy area. It specifically
references the recent FATF guidance, echoing the FATF's
call to encourage countries to implement its standards
on digital assets, and the IOSCO consultative report,
reiterating IOSCO's target to provide a framework for
applying the “Principles for financial market
infrastructures” to systemically important stablecoin
arrangements.

Legislative Action:

The report recommends that Congress adopt a legislative
framework that requires stablecoin issuers to be insured
depository institutions, subject to appropriate supervision and
regulation, at the depository institution and the holding
company level. When enacted, stablecoin issuers would need
to obtain a banking charter from federal or state regulators
and would be subject to bank-like regulation (e.g., related to
risk management, capital and liquidity requirements, and
resolution regimes).

It acknowledges that (operational) payment system risks are
particularly complex and hard to manage in light of the large
number of entities and firms involved in providing stablecoin
services. Without any one organization being in ultimate
control of the processes, there will be no clear entity to
regulate. Therefore, prudential standards shouldn't only apply
to issuers, but also to other market participants, such as
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custodial wallet providers which play a central role in the
stablecoin ecosystem. The report recommends that they be
required to meet prudential standards and be subject to
regulatory examination. Also, enhanced controls should limit
the exchange of user data with commercial entities and
promote data privacy.

Spanning an even broader potential regulatory perimeter,
the report further recommends applying prudential
standards—such as the Principles for Financial Market
Infrastructures—to all activities critical to the functioning of a
stablecoin arrangement. PWG, FDIC, and OCC are fairly
specific about the scope of entities that should fall under
this recommendation: It would be targeted at activities like
management/custody of reserve assets, settlement
(meaning on- and off-chain transfers of stablecoins to
process transactions), and distribution of stablecoin to users,
including “providing access channels and other services that
allow users to obtain, hold, and transact in the stablecoin.”
As a result, many ecosystem players may find themselves
being pulled into a regulatory environment that poses new
and unexpected challenges. Furthermore, the report finds
that both stablecoin issuers and custodial wallet providers
should be required to comply with activities restrictions that
limit affiliation with commercial entities. And supervisors
should have the power to facilitate interoperability among
stablecoin and across other means of payment by adopting
standards separately.

Interim Steps:
PWG, FDIC, and OCC emphasize the need to move ahead
urgently, advocating for immediate regulatory action within
the current jurisdictions of US regulatory agencies. The
Securities and Exchange Commission (SEC), the Commodity
Futures Trading Commission (CFTC), the Consumer Financial

Protection Bureau (CFPB), the Financial Crimes Enforcement
Network (FINCEN), among others, should utilize the power
that they have at hand today to enact rules and perform
oversight. For instance, federal anti-money laundering (AML)
rules already apply today to stablecoin activities that fall
under regulated “money transmission services.” Another
relevant example are stablecoins that are securities and
therefore fall under the SEC’s jurisdiction: The report reminds
that, in such cases, federal securities laws apply to offers,
sales, and promotions of stablecoins.

The report also recommends that the Financial Stability
Oversight Council (FSOC) consider steps to address the
stablecoin-related risks. Specifically, the FSOC may designate
certain activities as, or as likely to become, systemically
important payment, clearing, and settlement (PCS) activities.
Such designation would permit to establish risk management
standards for financial institutions that engage in designated
PCS activities (e.g., in relation to reserve asset backing,
compliance with prudential standards, etc.). Designated PCS
activities would also trigger examination authorities and
enforcement frameworks for the respective competent
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authorities. It is important to note that financial institutions
may include nonbank financial institutions. Also, the FSOC can
designate firms as systemically important financial market
utilities, allowing the FSOC to expand the scope far beyond
core FSI market participants.

FATF updated guidance for a risk-
based approach to Virtual Assets
(VAs) and Virtual Asset Service
Providers (“VASPs")

Among the important changes from the previous guidance
(published in June 2019) is an increased focus on stablecoins.
The potential for stablecoins to be adopted for widespread
commerce has led to increased scrutiny by global regulators,
as they could pose a broad systemic risk and cause financial
instability due to heighten Money Laundering/Terrorist
Financing (ML/TF) activities.

Generally speaking, the guidance: (1) clarifies the definitions of
virtual assets and VASPs, (2) offers guidance on how FATF
Standards apply to stablecoins, (3) discusses the risks and the
tools available to countries to address the money laundering
and terrorist financing risks for peer-to-peer transactions, (4)
updates guidance on the licensing and registration of VASPs,
(5) provides additional guidance on implementation of the
“travel rule”, and (6) enunciates principles of information-
sharing and co-operation amongst VASPs Supervisors.

Here are Deloitte’s takeaways from the guidance:
e The guidance reorients the definitions of “virtual asset”
and “VASP" away from a focus on the underlying
technology and towards the service being provided.

e The guidance states that VASPs or financial institutions
involved in stablecoins should be supervised in the same
manner as VAs or financial assets but acknowledges that
regulators should consider a staged approach to
regulation and enforcement.

e The guidance recommends that countries treat all VA
transfers as cross-border wire transfers to “ensure that
originating VASPs obtain, and hold required and
accurate originator information and required beneficiary
information on virtual asset transfers.”

e Addresses DeFi considerations for the first time and
provides some considerations for when arrangements
may fall under the FATF definition.

The guidance “makes clear that [the definitions of virtual
assets and VASPs] are expansive and there should not be a
case where a relevant financial asset is not covered by the
FATF Standards (either as a VA or as another financial asset).”
With regard to the application of FATF standards to
stablecoins, it states: “VASPs or [financial institutions] (Fls)
involved in stablecoins should be supervised in the same
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manner as VAs or financial assets as appropriate [and]
assessment of their risks should form part of this process,
and stablecoins may pose higher or lower [money laundering
(ML)/ terrorist financing (TF)] risks, according to the
judgement of supervisors, with attendant consequences for
the type and intensity of supervision.”

Regarding DeFi, or decentralized finance, the guidance
indicates that a “decentralized software protocol would not
be considered a VASP under the FATF standards, as the
Standards do not apply to underlying software or technology.
However, care must be taken that even if those
arrangements seem decentralized it may fall under the FATF
definition of a VASP where they are providing or actively
facilitating VASP services.” Even more, according to the FATF,
countries should consider requiring (unregulated) DeFi
arrangements to be operated through regulated VASPs.

Additionally, the guidance recognizes that peer-to-peer
transactions pose specific ML/TF risks, as they can potentially
be used to avoid Anti-Money Laundering (AML)/ Combating
the Financing of Terrorism (CFT) controls in the FATF
Standards. The October 2021 guidance states that countries
should “seek to understand what types of P2P transactions
pose higher or lower risk and understand drivers of P2P
transactions and their different risk profiles” and emphasizes
the countries that that ban or prohibit VA activities or VASPs
should assess the ML/TF risks associated with VAs and VASPs
on a periodic basis.

Finally, the guidance states the VASPs that are licensed or
registered should be required to meet appropriate licensing
and registration criteria set by relevant authorities and
recommends the criteria include “the obligation to
demonstrate that, prior to launch, their AML/CFT programs,
including policies, procedures and organization taking into
account the characteristics of the VASP's activity (e.g., types
of VAs and transactions, targeted customers, distribution
channels), are implemented or able to be implemented once
launched”.

IOSCO's CPMI Report on the Application of the
Principles for Financial Market Infrastructures to
Stablecoin Arrangements (SA)

The report identifies four overarching considerations for
stablecoin arrangements (SAs): (1) size of the SA (2) its nature
and risk profile (3) interconnectedness and interdependency,
and (4) substitutability. Here are Deloitte’s takeaways from
the report:

+ The Committee on Payments and Market
Infrastructures (CPMI) and 10SCO have defined
stablecoin arrangements: According to the CPMI
and I0SCO, an SAis “an arrangement that combines a
range of functions to provide an instrument that
purports to be used as a means of payment and/or
store of value.” While this allows for a particular SA to

be used for different purposes and to evolve over time,
an SA typically provides three core functions: issuance,
redemption, and stabilization of the value of coins,
transfer of coins, and interaction with coin users for
storing and exchanging coins. While all three functions
may be conducted by a single entity, they can also be
unbundled and managed by a different entity or person.
Further, the transfer of coins, in and of itself, would
render an SA to be considered Financial Market
Infrastructure (FMI), as defined by IOSCO.

The CPMI and 10SCO have identified four
overarching considerations when assessing the
systemic importance of an SA: I0OSCO has
recommended application of its Principles for Financial
Market Infrastructures (PFMI) to be applied to SAs
deemed to be systemically important FMIs.
Determination as to the systemic importance of an SA
will be driven by the size of the SA, the nature and risk
profile of the SA's activity, the interconnectedness and
interdependencies of the SA, and substitutability of the
SA.

The CPMI and 10SCO provided a set of expectations
for systemically important SAs: While the IOSCO has
recommended that all systemically important SAs should
observe all relevant principles of the PFMI, they have
also acknowledged that these principles may impact
organizations differently. Although 10SCO sets forth a
broad principle-based approach, they acknowledge that
systemically important FMIs should have the following:

o Governance arrangements that promote safety
and efficiency, such as documented and
disclosed governance arrangements that
provide clear and direct lines of responsibility
and accountability.

o Aframework for integrated and comprehensive
management of risks, such as a sound risk
management framework for comprehensively
managing legal, credit, liquidity, operational and
other risks as well as risk-management policies,
procedures and systems that enable it to
identify, measure, monitor and manage the
range of risks.

o Settlement finality, such as rules and
procedures that clearly define the point at
which settlement is final, a final settlement no
later than the end of the value date, and a
clearly defined point after which unsettled
payments, transfer instructions or other
obligations may not be revoked by a participant.

o Central bank money as a settlement asset
where practical and available or use a
settlement asset with little or no credit and
liquidity risk that is readily convertible into
central bank money or other liquid assets in
both normal and stressed circumstances.
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Acting Comptroller Michael Hsu’s
Remarks before the American
Fintech Council®

On November 3, 2021, Acting OCC Comptroller Michael Hsu
gave remarks before the American Fintech Council at the
Fintech Policy Summit. In the speech, entitled “Leveling Up
Banking and Finance,” Hsu acknowledges that “increasingly, the
three cornerstones of banking—taking deposits, making loans,
and facilitating payments—are being reassembled functionally
and digitally outside of the bank regulatory perimeter.” Here
are Deloitte’s takeaways from his speech:

e The OCCis very focused on the activities performed by
banks vs. non-banks.

e (Chartering decisions are expected shortly and will offer
clarity around the OCC's interpretation of previous
rulemaking and guidance.

e Hsu explicitly states that the OCC is increasing its focus
on banks that provide services to firms at or outside of
the regulatory perimeter and calls for “leveling up” their
supervision.

e Hsu says that “many [of these] universal crypto firms
hold themselves out as regulated. But this is a half-
truth. Crypto firms today are regulated at most only
partially and selectively.”
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Endnote

' https://home.treasury.gov/system/files/136/StableCoinReport Nov1 508.pdf

2 https://www.fatf-gafi.org/media/fatf/documents/recommendations/Updated-Guidance-VA-VASP.pdf

3 https://www.fsb.org/wp-content/uploads/P131020-3.pdf

4 https://www.occ.gov/news-issuances/speeches/2021/pub-speech-2021-115.pdf

5 https://www.occ.gov/news-issuances/speeches/2021/pub-speech-2021-115.pdf

About Deloitte’s Blockchain and Digital Assets Practice

At Deloitte, our people work globally with clients, regulators, and policy makers to understand how blockchain and digital assets
are changing the face of business and government today. New ecosystems are developing blockchain-based infrastructure and
solutions to create innovative business models and disrupt traditional ones. This is occurring in every industry and in most
jurisdictions globally. Our deep business acumen and global industry-leading audit, consulting, tax, risk and financial advisory
services help organizations across industries achieve their various blockchain aspirations. Reach out to our leaders to discuss
harnessing the momentum of blockchain and digital assets, prioritizing initiatives, and managing the opportunities and pain
points associated with blockchain adoption efforts.
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