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To
Ms. Anat Guetta
Chair, Securities Authority

27 Adar 5778
19 March 2018

Re: Submission of interim report of the Committee to Examine the Regulation of
the Issuance of Decentralized Cryptographic Currency to the Public
We hereby respectfully submit to you the interim report of the Committee to Examine the
Regulation of the Issuance of Decentralized Cryptographic Currency to the Public
(hereinafter: the “Committee”). The Committee began its work in September 2017 and
since has convened many times, conducting internal discussions and meeting with
various bodies active in the sector.
The Committee’s main task was to examine the application of the Securities Law for offers
and issuances to the public in Israel based on Distributed Ledger Technology (DLT). The
Committee was asked to study and characterize these ventures, prepare a comparative
review of the law in developed countries, and recommend an outline for regulatory policy
in areas related to the Securities Authority. The overarching goal was to balance the
encouragement of technological innovation with the protection of the public of investors.
The Committee aimed to increase certainty concerning the application of the Securities
Law to the sector, which is vital to both the development of the industry in Israel and the
continuation of investors’ trust in the capital market. The Committee also examined future
recommendations related to the application of the Securities Law to any activities
associated with that sector, with the view that this new sector is challenging the existing
rules, which may require future adjustments.
Given the innovative, complex, and dynamic nature of the sector, and its early stages of
regulatory treatment (in Israel and around the world), the Committee's work must be
viewed in the mirror of time. The Committee also believes that dialogue and cooperation
between all the regulatory bodies is essential to the creation of regulation in this
developing sector.
We would like to thank the Committee members who invested their efforts and experience
to complete the draft report in a short time, professionally, and comprehensively. We
would also like to thank all those who submitted material to the Committee and appeared
before it.
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Introduction
We have recently witnessed the appearance of a phenomenon of raising capital from the
public by issuing cryptographic currency based on distributed ledger technology (ICOs)
(hereinafter:

“currencies”,

“cryptographic

currencies”,

"Cryptocurrencies"

or

“tokens”). It has been estimated that during 2017, some 6 billion dollars were raised in
this way. Israeli entrepreneurs and developers are thought to be dominant in the
international blockchain industry and a meager number of companies in Israel are
considering making, are in the process of making, or have already made issuances of this
type in the last year.1
Against this background, an interdepartmental committee was appointed in the Authority
to examine the regulation of cryptographic currency issuances to the public. The
Committee’s main task was to examine the application of the Securities Law for offers
and issuances to the public in Israel based on distributed ledger technology (hereinafter:
“currency offers”, “ICOs” or “issuances”). The Committee was asked to study and
characterize these ventures, prepare a comparative review of the law in developed
countries, and recommend an outline for regulatory policy in areas related to the
Securities Authority. The overarching goal was to balance the encouragement of
technological innovation with the protection of the public of investors.
The industry based on Distributed Ledger Technology (DLT) is an innovative one with the
potential to shape the financial world in Israel and abroad and make it more efficient.
Israel’s special characteristics and its international standing in this industry can lead to
this industry making a contribution to the growth of the Israeli economy. A public issuance
of cryptographic currency allows innovative technological ventures, at the start of their
journey, to raise funds in a relatively short time and allows them to reduce their reliance
on the traditional funding bodies, such as venture capital funds. Another advantage of the
issuances is, the possibility for investors to be part of the development of the product or
service. They can contribute to its success by participating in the writing of the technical
code or actively using the platform itself with the currencies. On the downside, cases of
fraud and trade manipulation were discovered in some of the issuances as well as security
breaches that led to the loss of investors’ and entrepreneurs’ money. There are some

1

These companies are not necessarily incorporated in Israel and issuances of the currency are also made

outside Israel.
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who believe that the currency issuances sector is in the stages of a financial bubble,
similar to the Internet industry in its initial stages, and that some of these transactions are
only a way to circumvent existing regulation on the raising of capital from the public.
In the last few months, a number of regulatory authorities worldwide have published
preliminary references to currency issuances, representing different approaches to the
status of these currencies from the aspect of the local law. Some countries, such as
Germany, Brazil, the Netherlands, Russia, Poland, Malaysia, Thailand, Nigeria, and
Dubai have only published general warnings to the public. A group of countries, including
the United States, Australia, Hong Kong, Singapore, New Zealand, and Canada,
published parameters according to which every issuance will be examined on a case by
case basis. Some countries, including France and Germany, are examining special
regulation of cryptocurrencies. While countries, such as South Korea and China, have
strictly prohibited any capital raising activities using this method. Conversely, the
Financial Securities Authority (FSA) in Japan has granted a license for 15 cryptocurrency
trading platforms.
Against the background of these developments and considering the policy of the
Securities Authority in recent years to encourage the development of innovative means
of financing, while protecting investors’ interests and warning of unsupervised
investments, the Committee examined the subject and it hereby respectfully submits its
draft of recommendations.
The Committee aimed to increase certainty concerning the application of the Securities
Law to the sector, which is vital to both the development of the industry in Israel and the
continuation of investors’ trust in the capital market. The Committee also examined future
recommendations related to the application of the Securities Law to any activities
associated with that sector, with the view that this new sector is challenging the existing
rules, which may require future adjustments.
In the course of its work the Committee met with many bodies, including other regulators
from Israel and abroad, key figures in the industry, developers and entrepreneurs who
have made or are expected to make ICOs, investment bodies active in the sector,
professional associations, and professional advisory bodies, including law and
accountancy offices. These meetings were held with the aim of studying all aspects of
this complex subject in depth, and drawing educated conclusions to the extent possible
9

in a limited time. The Committee strove to hear representatives with all points of view on
the sector, however the desire to provide certainty to the developing industry in the
shortest time possible did not allow the Committee to hear other bodies, and we hereby
appeal to all those interested in having their voice heard to write to us during the public
comment stage.
Due to the fact that this is a relatively new field, there is a lack of official sources and
academic and professional works examining it in depth. Therefore, the content of the
document and the background work done by the Committee is based, on many
occasions, on information amassed during the meeting described above, on information
from unofficial sources,2 and on work that included a case by case examination of many
situations.3
It is important to note that since this is a new and dynamic sector on which there is no
regulatory oversight in Israel and globally, the Committee’s work needs to be examined
in the mirror of time. It must be taken into account that due to the dynamic nature and
rapid development of this sector, much may change in a short time that puts the
Committee's findings in a different light.
As will be described in the body of the report, there is a variety of different types of
cryptocurrencies called by different names in an effort to characterize them. In this
document, the definitions and names we will use are not to be given their meanings as
expressed in various sources, but only as they will be defined in this document. At this
stage, we would mention that we will use the name cryptocurrencies as a general term
and that when a reference is made to a specific type of cryptocurrencies it will be defined
individually.
The Committee believes that cooperation between the regulating bodies is important to
the design of regulation for this developing sector and will be happy to make its work
available for the benefit of that cooperation. The Committee also attaches great
importance to holding a joint dialogue with those active in the sector, and invites all those
interested to write to us.

2

These sources are not always uniform or accurate.

3

In this document, no specific ventures will be described and no names will be mentioned (apart from

known crypto currencies whose source is not in Israel).
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The main question with which the Committee was concerned is the issuance of
cryptocurrencies (ICOs) – When are they considered to be issuances of securities that
are required to publish a prospectus and follow the provisions of the law deriving
therefrom? In the case they are considered to be issuances of securities – Is the existing
regulatory framework appropriate for these issuances or do any adjustments need to be
made? The report will also relate to other legal frameworks in the area of securities,
however less so from this aspect, and it will not include recommendations for the creation
of a new regulatory framework. However, the public is invited to also comment on these
aspects.
The document is structured as follows: the first part of the document will review the
phenomenon of currency issuances, the characteristics of the sector and the ventures,
and the developments over the last few years. In the second part, an economic analysis
will be presented which examines the opportunities, the challenges, and the risks facing
the entrepreneurs, the investors, and the economy as a whole. The four following sections
will relate to each of the relevant aspects of the subject in the Securities Laws: the third
section will deal with the question of when a cryptocurrency is a security and the
application of an obligation to publish a prospectus in accordance with the Securities Law.
The fourth section will deal briefly with other frameworks determined in the Securities
Laws – trading and clearing platforms; joint investment trusts; investment advice, and
investment portfolio management. A short review will be given in each section of the Law’s
objectives and the relevant definitions, followed by an examination of the application of
the Law to the various types of cryptocurrencies. The last section will review the main
expressions and publications on currency issuances worldwide. The appendixes will
include a warning to the public and a description of the accounting treatment of
cryptocurrencies in public companies. (The last section and the appendixes are not part
of this transcript).
Before we delve into the topics described above, there follows a number of definitions
followed by a summary of the Committee’s conclusions and its recommendations.
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Definitions
For the sake of convenience and consistency only, following is a list of short generic
definitions of the main terms used in this report.
“Securities Law” / "the Law" – The Securities Law – 1968;
"The Consultancy Law” – The Regulation of Investment Advice, Investment Marketing
and Investment Portfolio Management Law, 5755-1955;
“The Trusts Law” – The Joint Investment Trust Law, 5754-1994;
“Distributed Ledger Technology – (DLT) – Technology to manage a decentralized
data bank among multiple parties with no central body;
“Blockchain” – A DLT system based on a “chain of blocks” that documents and
regulates all the transactions created in the network;
“Mining” – Verifying transactions on a blockchain network using computing power in
return for the creation of new currencies and/or commissions;
“Cryptocurrency” – A digital information file encrypted using DLT and transferrable
between parties, Including:
(1) A cryptocurrency used exclusively as a medium of exchange
(2) “Token” – A dedicated cryptocurrency conferring rights in a specific venture;
(a)

“Security Token” or “Investment Token” – A token conferring
ownership, participation or membership of a specific venture, or rights to
future cash flows from such a venture;

(b)

“Utility Token” – A token conferring use rights in a product and/or
service proposed by a specific venture;

Everywhere in this document where the term "cryptocurrency" is mentioned, its meaning
is as defined in the main definition unless one of the secondary definitions is used.
“Smart Contract” – Software code capable of self-executing contractual conditions
between parties;
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“Token Launch”, "Token Sale”, “ICO” (Initial Coin Offering), “Coinsale”,
“Airdrop”, or ”Currency Issuance” – An initial issuance of cryptocurrencies to the
public;
“White Paper” or “Disclosure Paper” – A marketing document published by the
issuer in an initial issuance of cryptocurrencies to the public;
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Summary
The Committee mainly examined the application of the provisions of the Securities
Laws

to

the

issuance

of

cryptocurrencies

(ICOs)

and

these

are

its

recommendations in brief:


Whether a cryptocurrency should be considered a security will be
determined according to all the circumstances and characteristics of each
case, and against the background of the Law's objectives.



Cryptocurrencies conferring rights similar to those of traditional securities, such as
stocks, bonds, or participation units, will be deemed securities.4



In general, cryptocurrencies intended only for use as a means of payment, clearing
or exchange, and are not intended to be used in a specific venture, do not confer
additional rights, and are not controlled by any central entity, will not be deemed
securities.5



In general, cryptocurrencies giving entitlement to a product or service and
purchased only for consumption or use, will not be deemed securities.6 In this
context, the relevant test is the actual objective of the purchase, so that the
absence of any real ability to use a token at the issuance stage, or the possibility
of trading it in the secondary market may be indication that its purchase was not
for consumption but for investment purposes.



It is proposed to consider the use and expansion of existing and future capital
raising frameworks for ICOs, including examining: lenient regulation on small
scales ICOs; raising capital through ICO using crowdfunding platforms;
determining a temporary framework for experimentation with the issuance of
cryptocurrencies and advising entrepreneurs in this context, in the form of a

4

This category is sometimes called “Security Tokens” or “Investment Tokens”.

5

This category is sometimes called “Currency Tokens” or “Payment Tokens”. The Committee members

emphasize that this does not constitute any opinion on the legal status of these assets (including their
definition as "currencies") from the aspect of other laws (tax, banking and prohibition of money laundering
laws) of which the Authority has no authority of their interpretation or enforcement.
6

This category is sometimes called “Utility Tokens”.
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regulatory sandbox; and examining the possibility of relying on foreign regulation
applying to the subject of cryptocurrencies.


If there are ICOs pursuant to a prospectus, an adjustment of the disclosure
requirements under the Securities Law will be required for the special
characteristics of this sector, as was done with regard to other areas of operations
(real estate, gas and petroleum, biomed, etc.).



The question of whether an ICO constitutes an offer of securities to the public in
Israel will be examined according to the characteristics of the offer. An offer will
not be considered a public offering in Israel if its characteristics clearly show that
it is not intended for the public in Israel (for example, by the language of the offer,
the absence of any marketing, advertising or soliciting of the public of investors in
Israel). The Committee raises for discussion the question of whether it is necessary
to adjust the existing tests of an offer to the decentralized and inter-territorial nature
of issuances of cryptocurrencies.



The report also related to other legal frameworks in the area of securities, however
less so from this aspect, and it will not include recommendations for the creation
of a new regulatory framework.

For more details of those recommendations, see page 50 of the report.
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Description of the phenomenon7
Background
At the end of 2008, during the global financial crisis, with the undermining of trust in the
traditional financial institutions, an article by Satoshi Nakamoto8 (his real identity is
unknown) was published presenting the Bitcoin, a virtual and cryptographic (protected by
security measures) currency. Nakamoto’s motives for creating the project and
disseminating it are not entirely known. However, the evidence of people and texts
published in his name indicate that he was influenced by a libertarian ideology, a
perception that seeks to cancel out the influence of governments and central banks on
the value of money.9 (One characteristic of Bitcoin intended to realize this objective is a
restriction on the amount of coins that go into circulation, ensuring that it will be
disinflationary.)
Since then and especially since 2013, the cryptocurrencies industry has experienced a
sharp takeoff in the currency prices and their distribution.
Bitcoin is essentially the first application of the Distributed Ledger Technology
(henceforth: “DLT”) blockchain. Distributed ledger technologies are technological
infrastructures that enable decentralized actions of recording and underwriting.
Distributed ledger ventures are mostly based on open-source code and allow users from
different computers to share an online information bank of transactions, including
encrypted data. Using blockchain technology, the computers connected in a network keep
the entire transaction history and can ensure its integrity. The information is encrypted so
that every computer in the network knows from which address (“public key") any amount
was transferred to any address, but the entity behind each address is not known (an entity
holding a “private key” connected to that public key). Blockchain technology also makes
it possible to ensure the integrity of the transaction and the order in which they are
executed, which prevents situations of double spending of the same currency by the same

7

This section was written near the end of 2017 and consequently does not relate to changes, events or

publications since then.
8
9

Satoshi Nakamoto, “Bitcoin: A Peer-to-Peer Electronic Cash System”
Professor Milton Friedman, Nobel laureate in economics, predicted the development of an internet

currency that would enable anonymous trading with no go-between as far back as 1999, as the missing
part of the development of the Internet as one of the key forces in the reduction of government involvement.
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entity. This is done by creating a cluster of transactions in “blocks” and the network’s
agreement to the order of their creation and their integrity.10
This ability to verify transactions with no need of a central managing entity enables a
relatively reliable, simple and easy management of transaction between businesses and
consumers. The use of the technology is particularly relevant to the financial sector,
especially to money transfers, alongside other areas such as smart contracts,
decentralized information storage, etc. A central component of distributed ledger ventures
is the DLT token (a token or cryptocurrency as defined above) in which transaction are
executed, information is transferred and rights are assigned and transferred.
As previously stated, the Bitcoin was the first application of this technology. The Bitcoin
was intended to transfer value between users in a secure and anonymous way, with no
physical presence, no central body controlling the currency or its supply (there is final
fixed supply of 21 million coins, and the rate of their creation is written into a protocol;
there are currently close to 17 million), and with no need for an intermediary or central
agency to clear the transactions.11 The initial value of Bitcoin was close to zero, and when
it entered the public consciousness it began to accelerate to the extent that at the time
these lines were written, its price had reached a peak of almost 20,000$ a unit, with
extreme fluctuations of up to tens of percentages in a day, and its market cap had reached
more than 300 billion US dollars (more than most of the companies in the S&P 500 index).
This trend has also found expression in trading volumes, which have increased in the last
few years from tens of millions to billions of US dollars a day. Following the Bitcoin, many
other currencies based on similar technologies are being created that strive to provide
more efficient solutions for the same use or intended for other uses. It is estimated today
that there are more than 1,300 cryptocurrencies or tokens12 with a market cap that started

10 With

Bitcoin, for example, the clearing and creation of agreement to the order of the transactions executed

in the mining process, in which many entities in the blockchain network compete to assemble blocks of
transactions while solving a mathematical puzzle requiring investment of computing power ("proof of work").
There are other mechanisms for creating that agreement, such as "proof of stake".
11

For a more extensive treatment of the way the Bitcoin works (and the blockchain in this case), see

Appendix 1 – not translated to English.
12

According to other estimates, their number exceeds 2,500.
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2017 at 18$ billion and reached around 600$ billion near the end of the year (fluctuating
frequently in light of the high volatility of this market).13
In 2013, the Colored Coins method was developed, which allowed “painting” Bitcoin
currencies so that they would be able to represent ownership of assets in the real world
and enable transactions in them. In the same year, a number of projects were initiated,
among them Mastercoin14 (which was considered by many to be the first currency
issuance), which were intended to allow complex functions on the Bitcoin network. These
were the first smart contracts, one of the most important developments in this field. These
contracts enable the enforcement of various conditions automatically by computers in the
network. A smart contract can, for example, ensure that there is approval from a number
of entities for the transfer of coins from a certain account (multi-signature), and ensure
that the action will only be performed after a certain date or after a certain amount of coins
has been received in an account. This is only one example of the use of a smart contract,
but the uses are many and include, among other things, the conferring of various rights
in ventures (that may be embedded in the token code) and the creation of entire
organizations managed automatically (Decentralized Autonomous Organizations – DAO),
detailed later in this document.
2015 saw the launch of the Ethereum Protocol that created an infrastructure and relatively
simple programming language (Solidity) that enables anyone custom creation of tokens
and smart contracts embedded in them. The clearing and enforcement of contracts is
performed on the Ethereum blockchain network.15 Payment for this service (called GAS)
is made with the Ether coin, the value of which is derived from the expectation of demand
for the service. The Ether is currently the second largest currency with a market cap
topping 130$ billion (at a price of more than 1,300$ a unit at its peak).
The possibilities provided by Ethereum led to the launch of many currencies based on
that protocol (and other protocols enabling a similar service), which in effect brought into
being an entire industry of issuing coins conferring rights in various ventures and their
sale to the public in order to finance those ventures. This phenomenon is called, among

13

According to CoinMarketCap data

14

Now called OMNI

15

Which uses a mechanism called "Ethereum Virtual Machine”.
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other things, Initial Coin Offering (akin to Initial Public Offering – the raising of initial capital
from the public by selling stocks).
These capital raisings have accelerated in the last few years as an alternative means of
financing. According to estimates, in 2017 alone the amount of capital raised reached 6$
billion16 in hundreds of currency issuances, most of them during the last half of the year,
compared with 300$ million in 2016.17 The development of the amounts of capital raised
in 2017 can be seen In Figure 1.
Figure 1: Amounts raised in ICOs in 2017

Source: ICODATA.io

This market is characterized by great variety and these ventures differ from each other in
their mode of operations, the rights the tokens confer in these ventures, the extent and
method of raising the capital, the extent of disclosure they provide, their business models,
the location and type of incorporation (if they are incorporated at all) and in the product
development level. Following is a review of these characteristics.

16

According to ICO Data website data – https://www.icodata.io/stats/2017

17

Including The DAO issuance of 150 million dollars, which was returned to its owners due to an attempted

theft by hacking code (more details later)
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Venture types
As previously stated, a wide variety of ventures can be found in this market, differing from
each other in their mode of operation. A considerable number of these ventures are aimed
at developing DLT infrastructure (mostly blockchain), although as the sector develops,
we see more and more ventures aimed at providing services or relating to
products/assets, that are not part of the technology. In these ventures the cryptocurrency
is used as a method of payment for the use of the service or represents ownership of
assets or other rights.
The various ventures can be divided according to different characteristics. Following is
only a partial list of possible distinctions:


DLT based ventures vs. ventures using a token for capital raising purposes
only – There are DLT based ventures that use a distributed network actively as
part of the service. These can include projects developing infrastructure
themselves (for various uses) or take use of a distributed network infrastructure for
other services, such as sharing of disc space or computer power between personal
computers managed in a distributed way. These ventures generally operate with
the aim of establishing a community of users that will create an ecosystem in which
all the users are involved in promoting the venture, for example by using the
platform, editing the code, providing services, etc. As this community grows and
contributes to the venture the value of the tokens (which are also held by the
entrepreneurs themselves) increases.18 On the other hand, there are those whose
operations have no connection whatsoever with DLT, but use the tokens to present
other rights, such as means of payment for their service or rights to profits deriving
from the venture (as set out in detail later), and use them only for capital raising
purposes. These are mostly reliant on the existing blockchain networks and
principally the Ethereum network (a survey we conducted showed that 80% of the
tokens issued on a network are issued on this network).



Consumer ventures vs. investment ventures - There are ventures offering
investors consumer services, such as financial services, purchase of computer
games, or issuing tickets for performances. On the other hand, there are ventures

18

Details of this model are described in the economic analysis section.
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operating as joint investment ventures. These ventures can invest in other
ventures (either with a capital investment or by purchasing tokens), in
cryptocurrencies or in any other asset. Their objective is to achieve high returns
for their token holders (conferring a right in profits or ownership of assets), in some
cases using crowd wisdom (so that holders of tokens can propose opportunities
and vote on the choice of investments).


Innovative ventures vs. ventures that improve existing products – There are
ventures that bring with them a new perspective on consumerism, such as paying
the user for viewing content (attention tokens). On the other hand, there are
ventures that take a service or an existing product and offer it in a more efficient
or less expensive form. As previously stated, some construct the service to use
tokens (“tokenization”), which may on many occasions make it more efficient
(although not necessarily).
Providing a virtual service vs. holding a real asset – Many ventures invest in
the development of a product to be used by its customers in the virtual world, such
as gambling websites or computer games. On the other hand, there are ventures
in which the tokens represent rights on products or goods in the real world, such
as real estate, computerization servers (used mostly for currency mining) or gold
(called “off-chain” products).



Ventures directed at a specific community against a venture for the public at
large – There are ventures that solicit a specific community and are aimed at
providing them with functions such as a currency for local use or a token given in
return for contributions to the community and providing discounts on local
products. A specific community can also be a community of existing users, such
as users of a computer game who purchase coins for internal use in the game or
members of a club of some kind. On the other hand, many ventures are aimed at
the public at large.



Ventures with central control vs. ventures with no central control – Some
ventures are managed by the body that developed the tokens. A bold example of
this is when the token permits access to a service provided by that body. In other
ventures (mainly in those engaged in blockchain infrastructure) the tokens are an
integral part of the system and the community built around it continues to use the
21

tokens and support the system. In these ventures, too, there is no uniformity with
regard to central management, and the venture may reserve for itself preferred
rights over those of the other holders, such as the ability to revise and change the
code without the consent of the majority. But even if the entrepreneur doesn't
reserve preferential rights for herself, it may be that in fact since she19 is the entity
leading the project, the consent of the majority is dependent on her.20 An additional
differentiation in this regard is whether the venture is based on a private or
distributed blockchain network. As distinct from the distributed network in which all
interested parties can participate and be part of the recording or clearing
(permissionless), in a private network permissions are required to do so
(permissioned), and is usually characterized by centralization, so that a number of
parties control it and can make changes in it.


Ventures for an existing product/service vs. an open venture – There are
ventures that make sales of tokens for which the service already exists (or is in the
advanced development stages) and that can be used at the time of sale. This sale
can for example launch the platform with a desire to create a community of users
as described above (see details in the economic analysis section). Raising funds
in this way can be geared to supporting that community and enlarging it, to adding
services and future developments and as a return to the platform developers. Such
a sale can also be used for other purposes, such as representing services or
assets in which the tokenization may improve efficiency (like dividing ownership
into small, negotiable parts). On the other hand, many ventures distribute the
tokens (or an assurance that they will provide them in the future) when all they
have is an idea or a project that is in the early development stages.These can use
the capital raising to fund the development and for the same purposes described
above.21

19

Throughout this document gender-specific terms may be used in order to ease the text flow. Whenever

such term is used, it should be understood as referring to both genders
20

One example of this kind of venture is the Ethereum Protocol in which all holders have an equal right and

the founder directs developments only by having the majority rely on his opinion, although a change in such
a network demands broad agreement and requires a hard fork (a split into two separate currencies).
21

More details of this subject in the section on the venture stage
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In addition to the difference in their character, the ventures are spread over many
industrial sectors. According to CoinSchedule data, as of December 2017, 35% of the
funds raised went to DLT infrastructure ventures, 14% were for projects in the trading and
investments sector (these include, for example, access to algorithmic trading software or
investment ventures), 10% in the financing sector ( e.g., a digital bank tailored for the
blockchain age), 8% in the payments and trading sector ( e.g., interbank transfers by
representing the assets in blockchain and credit cards for using cryptocurrencies), 8% in
the storage and information sector ( e.g., sharing available disc space between computers
using blockchain). Other sectors in which the companies are operating are computer
games (4.5%), gambling (3.2%), marketing and advertising (1.9%), identity and reputation
(1.2%), art and music (1.1%), real estate (1.1%) and others.
Figure 2: Amounts raised in ICOs in 2017 according to sectors of operations

Source: Coinschedule

Types of rights conferred
In the early stages of cryptocurrencies, the right conferred by the token was only the ability
to transfer value between users ( Bitcoin is the best known example) and not a right in
any specific venture. This type of cryptocurrencies is still being issued and/or distributed
today. With the development of the market and mainly as a result of the development of
smart contracts and protocols that allow “custom made” tokens to be issued (led by
Ethereum), that is to say conferring rules or rights at the issuer’s discretion, more and
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more ventures began to appear issuing tokens to the public at large (or to specific
audiences) and using their sale to fund their operations. These tokens for the most part
give their purchasers the ability to use a service or product developed by the
entrepreneur, but can confer additional rights. These rights vary and change from venture
to venture.
Following is a non-exhaustive list of the main rights that tokens can confer:


Right of access/use – as previously stated, the principal right that can be seen in
many ventures is the right to use a service offered by the venture. Uses for the
tokens also vary from venture to venture and depend heavily on the type of venture
and the business model behind it. Thus, for example, in ventures of a consumerist
nature, such as computer games, they can be used as a means of payment for the
service (something that already existed before the development of that market). In
ventures offering an external platform ( e.g., a trading algorithm), they can be used
to provide a way to access the service or platform. In the case of a venture that
has real assets, such as computer servers, the token can allow its holder to use
those assets (like rent). When the service itself is blockchain based, the use can
be embedded in the token (a kind of software sale), and its holder can perform
actions on the network (such as sharing disc space) or can pay parties in the
network with it for the computer power required to perform the desired action (such
as payment transactions or the enforcement of a smart contract, similar to
Ethereum).
These are only some examples of the many possibilities for using tokens.



Profit rights – In these ventures, token holders are given rights for a share of the
venture’s profits. These rights are characteristic of investment ventures in which
token holders are entitled to receive some of the venture's profits that will be
distributed when there are any, similar to a dividend.



Rights to royalties – Tokens can confer the right to use a platform offered by the
venture to offer its services to other users (a kind of franchise or marketing license)
and collect payment for them.



Rights on assets – Tokens that confer on their holders rights for a share of the
assets owned by the company. One possibility is to represent a share of the
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ownership of all the company's assets (like stocks). Another example could be the
representation of some real-estate asset or any other physical asset (and if so, in
contrast with the use of the token as rent, it represents ownership in the asset).
A right to provide a paid service – Ventures can pay token holders for the provision
of various services. Thus for example, a token can allow clearing or mining
services, which in most cases will compensate the token holder with additional
tokens (in the form of a commission from the party requesting the service and/or
in the form of creating new tokens);can provide an incentive to extend the services
offered in the venture by giving tokens to developers of additional features to the
venture (the payment can also be offered by the user community with a token for
improvements they need); or to allow users to provide content services and such
like in return for tokens.


Voting right – Tokens that allow their holders to vote on topics up for discussion
and in this way to influence decision making in the venture. The right can be in
taking administrative decisions (such as choosing investments in a fund) or only in
a predefined area of activity (such as arbitration on issues arising between platform
users). There are ventures in which it is also possible to trade in voting rights with
no trading in the token itself.



Rights to cash flows – Tokens can also credit their holders with undertakings from
the venture to pay them fixed or variable cash flows.



Editing rights – Tokens that give their holders the right to make changes and
improvements in the code.

As previously stated, this is a non-exhaustive list, and there may be many variations of
these rights and other rights. Every token can also confer more than one right.
There are a great variety of tokens, from cryptocurrencies meant to be used as a means
of transferring value and that are not intended for use in a specific venture, through tokens
that confer a right of access to a service or means of payment for the service or product
a specific venture provides, to tokens that represent rights in assets or in a company such
as representation of ownership, profits or voting rights.
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Research conducted at two universities22 examined 253 issuances up until August 2017.
This research revealed that 81% of the tokens conferred use rights, 68% conferred voting
rights and 26% conferred profit participation rights.23
An analysis of data on 53 issuances, as published on websites conducting surveys of
ventures (a random sample, although predicated on the website's survey), showed that
most of the tokens confer use rights (76%), 27% confer voting rights and 18% confer profit
rights.24 See Figure 3.
Figure 3: The rights conferred to encrypted tokens, as percentage of all ICO's

Use rights in
a service

Voting rights

Profits
participation

Editing rights

Mining rights

Source: The Economic Department, Securities
Authority

There are many definitions in this industry for categorization of the various tokens. Among
others, it is customary to draw a distinction (that is not official or unambiguous) between
three types of tokens for regulation purposes: “Digital Currency/Cryptocurrency”
(“cryptographic currency”), “Security Token” and “Utility Token/”App coin”.

22

Saman Adhami, Giancarlo Giudici & Stefano Martinazzi, “why do businesses go crypto? An empirical

analysis of Initial Coin Offerings”, Università Bocconi % Politecnico di Milano
23

It is important to remember that this study was concerned with issuances made up until August 2017 and

there may have been changes in the market since then.
24

This sample is not necessarily representative and depends on the level of detail provided by the various

survey websites and the projects surveyed. Issuances for the period March-September 2017 were included
in the survey.
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“Cryptographic currency” is mainly a currency intended for use as a means of
transferring value and not for a specific venture (such as Bitcoin).



Security Token applies in the main to tokens included in the definition of a security
in the US Securities Law or in other countries.



Utility Token relate mostly to tokens that provide access to a service or a right to
use a service or product (DLT based or not) provided by a specific venture (for
instance, as a means of payment).25

The categorization criteria are not always uniform and clear cut and are not necessarily
accepted by the various regulators. Thus for example, the Securities Authority in the
United States (SEC) takes the approach that the existence of a "Utility" is not in itself
sufficient to exclude the token from being defined as a security, and announced that it
would weigh additional factors for token categorization purposes.26

The incorporation methods
These ventures are incorporated in various methods and operate in different countries.
There are many legal ramifications of the location and method of incorporation on their
mode of operations and on the obligations they are under.
There are cases in which the entity developing the venture is registered in a certain
country and, for issuance purposes, an additional company is incorporated in a more
"convenient" country for issuances of that type (from considerations of regulatory
certainty, lenient demands, lenient tax regimes, the ability to work with the financial
system, etc.).
The most common27 incorporation methods for those companies is described below:

25

This differentiation finds expression in legal opinions of law firms in the United States and other countries,

made for ventures concerning the exclusion of the tokens they offer from being defined as a security.
26

On this issue there were a number of cases about which the SEC declared that they constituted an illegal

sale of securities and a number of claims were made in the United States accusing venture organizers of
selling securities illegally, alongside other claims concerning their integrity. detailed on the international
review (not part of this transcript)
27

There are other incorporation styles, such as partnerships, which have not been included here since they

have a very limited presence in this industry. This list also needs to be qualified since many ventures do
not indicate their incorporation style.
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Non Profit Foundation (NPF) - Many ventures are incorporated as nonprofit
foundations, so the return from the capital raising is received by an organization
that does not profit directly from the use of a product. In that case no small amount
of tokens is issued directly to the entrepreneurs, allowing them to profit from their
future sale and giving them an incentive to support the venture's success.28 Some
of the models in the world may also allow income to entrepreneurs as salaries or
through associated companies (when the NPF is raising the funds but the
development and the provision of the services is by another company). This
incorporation method is widespread in Switzerland, for example, among other
reasons due to the great flexibility of the NPF laws in Switzerland and the possibility
of obtaining an exemption from taxes under certain conditions. These NPFs also
have various restriction imposed on them, including corporate governance and
report filing rules.



A limited company (Ltd., LLC) - Another incorporation method is of a limited liability
company. This legal structure gives the entrepreneurs protection from being held
personally responsible for the company’s activities (providing it is not acting
illegally). It is common in the United States, for example, and especially in the state
of Delaware, which recognizes the option to managing shareholders’ registry in a
distributed registration ledger.29



Non-incorporated ventures – Some ventures are not based on formal legal
incorporation and for the most part a few entrepreneurs work together in them to
develop the product and the service. In that case, there is a risk of being sued
personally, but the costs and complexity of setting up a company are avoided.

Each of these possibilities has many implications that vary from country to country for
which we will not go into details.

28
29

For more information, see the economic analysis section.
https://global.delaware.gov/2017/07/10/delaware-is-close-to-law-that-will-let-companies-trade-shares-

on-a-blockchain/
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The venture stage – from idea to product
The difference between the many ventures with regard to currency issuances is also
reflected in the various levels of development of the products or services the ventures
want to market to the public.
There are venture that seek to raise money when all they have is an idea (in return for
tokens or an assurance of tokens in the future) or when they are in the early stages of
development. In contrast, ventures may offer the public tokens when they have a finished
product (or in the late stages of development), and the token can already be used by their
purchasers – although even when full use is made of the tokens, it is common for the
entrepreneurs to continue to develop the product, with the addition of more features and
with platform maintenance.
There are also ventures that are somewhere between an idea and a finished product.
They may offer initial versions of a product or a service that includes only some of the
services described in the venture’s presentations for which the capital is being raised. In
view of the practice developed in the United States, which differentiates between a utility
token and a security token (as described in the section "Types of rights conferred"), there
are ventures that allow use of a token that may be curtailed or different from the use
intended according to the funded development.
The great difference in the product development level and the question of whether they
are active when the offering is made to the public is of importance to purchasers of the
tokens. The public purchasing an assurance of a future right (whether the development
is at the beginning of its journey or the product does not include all the promised features)
is completely dependent on the entrepreneurs’ efforts, and there may be considerable
gaps in information between the entrepreneur and the investor (that may be reduced by
proper disclosure and appropriate conduct, or alternatively exploited by the entrepreneur).
Even when the product exists, the purchasers may be dependent to a great extent on the
entrepreneurs’ efforts to perform current maintenance and to add features to the venture
(the extent of the dependence is dependent on the venture’s business model), and so
even under those circumstances, there may be gaps in information, albeit fewer.
According to data published in October 2017 by a project called “Token Report”, of the
226 issuances completed and surveyed, only 20 enable the actual use of a service (which
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was not necessarily enabled at the time of the issuance), and all the rest enable only
trading of the token.30
In light of the differentiation between a utility token and a security token, when attorneys
submit an opinion regarding the classification of the token from that aspect, the question
of whether the token enables immediate use of the product or service offered by the
venture is a pivotal one, since the answer to it is likely to have a great effect on the
classification of the token.31
In practice, in the United States and other countries, tokens that still do not have full utility
are customarily regarded as a security in accordance with the US Securities Law (as part
of the Howey Test, in which in this instance the conditions are met for an expectation of
an increase in value due to the efforts of others).32
In the United States this situation led to the development of the SAFT (Simple Agreement
for Future Tokens),33 which is a standard contract for a pre-sale of tokens – before the
service in return for them has been developed – for accredited investors only. The
contract is defined by its developers as an investment contract categorized in the US
Securities Law as a security, and for the most part uses an existing exemption in Reg D
30

https://www.bloomberg.com/news/articles/2017-10-23/only-one-in-10-tokens-is-in-use-following-initial-

coin-offerings
31

Thus for example, from the SAFT white paper (detailed below in the next paragraph):

“Pre-functional Utility Token Sales Are More Likely to Pass the Howey Test Potential plaintiffs (whether
private or governmental) seeking to assert that a token is a security, might argue that the “efforts of others”
prong is satisfied whenever the developers sell tokens prior to the network launch and prior to genuine
utility (aside from mere tradability). They might take the position that the purchasers of these pre-functional
utility tokens in such a scenario necessarily rely on the managerial and technical efforts of the developers
to realize value from their tokens. For many pre-functional utility tokens, there is merit to this position. As
stated in the prior section, the secondary market price of an already-functional utility token is determined
by a great variety of factors. Likewise, the secondary market price of a pre-functional utility token could also
be determined by a great variety of factors. However, the application of the technical and managerial efforts
of the seller is likely to be the predominant factor in the price of a pre-functional utility token until it transitions
to being a full utility token. The purchasers of a pre-functional utility token are, by and large, reliant on the
efforts of the seller to develop functionality. These sellers have not yet expended their "essential" efforts.
Those efforts are still required to deliver functionality, and therefore profit."
32

For more information see the International survey section.- Not translated

33

Juan Batiz-Benet, Jesse Clayburg & Marco Santori, “The SAFT Project: Toward a Compliant Token Sale

Framework", Cooley, Protocol Labs, October 2nd 2017.
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that allows the sale to accredited investors without meeting all the regulatory demands.34
Once the full serviced has been developed, the tokens are issued – defined as utility
tokens – to contract holders (who can then sell them on the market), and the venture can
make additional offerings of tokens to the public.

The offering to investors
The fundraising process may be of great importance to the amount raised and the
continuation of the venture's development. Beyond the actual money required for
development, the distribution of tokens to the public may be an important element in the
creation of a wide community of users and in the creation of a marketing “buzz” around
the product. There are ventures that invest enormous resources in this process, and we
are witnessing the development of an industry designed to support the process. The
process can be divided into a number of parts.


Pre-ICO – Many ventures solicit accredited investors (venture capital funds,
private funds, angels [large private investors], etc.) prior to the issuance, at a stage
called Pre-ICO (similar to the process called Road Show in the traditional issuance
of stocks or bonds).
A survey conducted by Luxemburg and Sydney universities35 found that 68% of
the ventures in the sample36 raised capital prior to the issuance, and it is estimated
that the true number is greater, since the disclosure is lacking. These sales are
sometimes made at a lower price than the price to the public, and their amounts
may be a significant portion of the entire capital raised. Moreover, the meeting with
these investors is generally face to face, and they can demand a great deal of
information, such as receiving the computer code used by the venture and
checking it independently. There are ventures that are satisfied at this stage and
do not solicit the public at large immediately thereafter, whether from
considerations with regard to the amount of capital needed or because there is

34

https://www.sec.gov/fast-answers/answers-regdhtm.html

35

Dirk a. Zetzsche, Ross P. Buckley, Douglas W. Arner, Linus Föhr, “The ICO Gold Rush; It’s a scam, it’s

a bubble, it’s a super challenge for regulators”, 2017.
36

The sample included 150 ventures
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concern regarding regulation (against the existing exemptions in the security laws
in various countries).37


Preparing the venture for capital raising – The preparation may include, among
other things, planning the business model, engagement with consultants and
obtaining opinion letters (legal and professional), preparing presentations to
describe the venture and for marketing purposes (including a white paper, a
website, short films, etc. as described later), advertising preliminary material in
forums, and obtaining feedback from the public, development of the infrastructure
and the issuance (which may include writing smart contracts to manage the
distribution), writing the code for the tokens being sold, etc.



Marketing the capital raising offer to the public – Ventures can turn to various
channels for marketing purposes, such as spreading the word on social networks,
advertising on content websites and using professional marketers to disseminate
the news. Alongside the development of the industry, websites were createdfor the
promotion of token issuances and including long lists of anticipated issuances (or
such that have already ended). Some of them conduct surveys of various depths
on the ventures and even grade them and the risk level in them. These surveys,
like the promotion of the venture and giving it prominence on the website may be
in return for payment.



The issuance – A currency issuance, as previously stated, is the issue of
cryptocurrencies. The return for it is mostly obtained in exchange for other
cryptocurrencies (generally Bitcoin, Ether or any other coin used as payment on
the blockchain network used by the venture). Payment may also be received in the
traditional currencies (fiat38). The issuance process itself is by and large conducted
automatically by smart contracts drawn up by the venture developers. These
contracts may include many mechanisms, including automatic dispatch of a
predefined quantity of tokens after receipt of the coins received from the
participants, and enforcement of the vesting periods for tokens being transferred
to entrepreneurs (if such are defined). These contracts can also hold the return
from the issuance. The contracts can be produced by the entrepreneur using tools

37

See details in the section on the venture stage.

38

In Latin, "so it will be", in other words, their validity is derived from the law.
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and codes distributed on the network and by purchasing the service from
professionals.
In most cases, a specific period is determined in advance (generally a number of
days) during which money can be transferred in return for tokens (or in return for
the assurance of tokens) at a price known in advance (which may also vary
throughout period).
As previously stated, at all stages of the issuance there are professionals providing their
services to entrepreneurs, and there are also platforms providing full support for the entire
process. These platforms may play an important role in the design of the industry, and
they can influence the way entrepreneurs frame their offering, the disclosure they make,
and the rules of conduct they adopt. In view of the importance of reputation in this sector,
the platforms intending to remain active over time will likely strive to maintain high
standards even in the absence of regulation, and if regulation does develop in the sector,
they will be able to take a significant part in its implementation.

The venture’s presentations and disclosure to investors
The disclosure provided to investors at the time of the offering is an important element
that allows an investor to learn about the nature of the capital raising, the risks involved
in it, and its feasibility from the investor’s point of view.
In the traditional capital market in most countries, a company choosing to offer securities
to the public is required to disclose all the pertinent information and take upon itself rules
of corporate governance. Among other things, a public company is required to publish a
prospectus containing detailed information, such as the sector of its commercial
operations, the nature of the securities offered and their quantity, the purpose to which
the raised capital will be put, financial data on the company and its assets, the ability of
certain people to purchase securities on special terms, etc.39 This information is published
and accessible to the public of investors, so an investor can understand the risks of in
investing in the company and allows them to assess the feasibility of the investment. The
company is also legally responsible for all the information provided in its publications, so
that investors can rely on it. The company is later required to publish periodic financial

39

See the Securities (Details, Structure and Form of Prospectus and Draft Prospectus) Regulations, 5729-

1969.
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statements, details of the holdings of interested parties, etc., and immediate reports on
important events. Apart from the disclosure, the company is required to maintain proper
corporate governance aimed at protecting the investors' interest, such as the
requirements that transactions with connected parties or executive compensation will be
stipulated on the consent of the majority of minority shareholders.
For capital raising by means of an ICO to the public, the situation is currently different.40
Many issuers consider themselves exempt from regulation and the obligation to meet its
requirements. Therefore, there is no uniform disclosure provided by the ventures for
capital raising purposes, and every venture may publish or conceal important information
about itself, such as the development level of the intended product, financial data, and
business plans. Nor are there any demands for proper corporate governance.
The purchaser may have a number of key ways to obtain information on ventures
intending to make an issuance of tokens, among them the white paper, the company’s
website, marketing websites that review the ventures, professional external audit
services, and content websites and blogs in which the community is active.
The most common document to accompany an offering of tokens and provide disclosure
concerning the venture and the type of investment in it is, the white paper. This is a
document drafted by the entrepreneur (who does not necessarily consider it an
undertaking)and sometimes vetted by professionals. The purpose of which is to present
the idea behind the venture, to market it, and to provide information about the offering.
This document is not uniform and may include one or more of the following clauses at
different levels of detail and clarity.41


The idea and the vision behind the venture



The business plan (likely to include an economic model, market analysis,
challenges, etc.)

40

There is no such difference when companies solicit accredited investors such as risk capital funds,

individual funds or angels. In that case, the bargaining power of large investors and or those accredited
investors allows them to demand personal reporting of any relevant information, and they generally monitor
the project throughout its life.
41

As the sector developed, standards also began to develop for the level of detail in these documents. For

more information see the section “Trends in the development of the phenomenon”.
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Technical details of the technology and software code (a clause that may comprise
a large part of the document)



The development stage



Details of the entrepreneurs and consultants accompanying the venture (which
may be of considerable weight for investors in this field)



Information on the company (style and place of incorporation, etc.)



Details of the tokens, including:
o The rights conferred by the tokens
o The way they are used
o The amount issued and whether the amount is limited
o The existence of a buy-back mechanism
o The issuance price (fixed or variable)



Details of the anticipated offering, including:
o The amount of capital to be raised (occasionally unlimited, which can raise
questions concerning the future use of the funds)
o Date of the offering
o The purpose of the offering (sometimes divided according to the different
objectives, such as paying salaries, development, etc.
o The way the tokens will be divided (in many ventures, some is transferred
to the entrepreneurs, some is offered to the public, and some remains in the
company for future use)
o The vesting period for the portion issued to the entrepreneurs (if any)
o How the funds are held (with a smart contract or by some kind of trustee)
o Coins received during the issuance (which will for the most part include
common cryptocurrencies and may also include traditional money)



Anticipated development timetables
35



How the funds will be kept and how secure they are



Examples of possible uses for the service



Predictions for the future, such as the number of customers or profits
(quantitatively or qualitatively)



Other assurances, such as the existence of a secondary market and increase in
value

Any of these details may appear separately from that document on the company's website
or on the other channels indicated above, or may not appear at all.
In the absence of oversight, any venture may present itself as it pleases. They can
emphasize the potential advantages the product or the service they are developing may
have and ignore any disadvantages and risks there may be. Moreover, there is a great
difference in the level of disclosure appearing in this paper (and in the other presentations)
– there are ventures in which the level of disclosure is meager and very little information
is provided to the investor, and on the other hand there are ventures whose white paper
is relatively comprehensive.
In the above mentioned survey42 the researchers concluded that for most of the ICO
ventures sampled, it was impossible to make an educated investment decision.43 This
study presents a gloomy picture of the level of disclosure provided in the white paper.
From a sampling of more than 150 ventures that made an ICO, it was found, that more
than 20% of them did not disclose information about the entrepreneurs behind the
venture, 25% did not disclose information about the way the money raised would be used,
and more than 89% did not specify whether the money could be withdrawn immediately
by the entrepreneurs. It was also found that 59% of the ventures providing information
about the entity did not provide their exact addresses, and in 33% of the studies the name
of the entity that wrote the white paper was different from the names of the entrepreneurs
or the company behind the venture.

42,

“The ICO Gold Rush; It’s a scam, it’s a bubble, it’s a super challenge for regulators”, Dirk a. Zetzsche,

Ross P. Buckley, Douglas W. Arner, Linus Föhr, 2017.
43

“In most ICOs in our sample, potential participants are given so little financial information that their

decision to fund the ICO cannot be based on a rational calculus.”
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Another issue that arises due to the absence of regulation on the ventures' offerings is
the legal validity of the white paper. Ventures raise capital from the public relying on these
presentations but then sometimes changes are made in them at a later stage, or the
ventures are not true to the nature of the development and the product components on
the basis of which the money was raised. At the time of writing, a number of claims are
being made in the United States against a venture that made an offering of tokens, and
the question of the legal validity of the white paper is at the center of these claims. Many
ventures even declare in the document itself that it is not a binding document or a
solicitation for investment, and that it is not an offering to buy a security and therefore, is
not subject to any regulations.44 This disclaimer does not necessarily absolve them of
responsibility.
On the venture’s website, apart from some of the information described above, the
progress of the capital raising is generally described along with possible current
information being published about the venture. It may also be possible to write the
entrepreneurs, to ask questions and obtain additional information about the venture.
Many ventures also publish short explanatory videos on their websites about the venture
to simplify the, sometimes complex, idea to the purchaser and to market it. The website
may include important information that is sometimes absent from the white paper,
whether they were removed from the document for various reasons or because it was not
in existence at the time of the offering. Sometimes there are even changes and
modifications to the services planned or to the company’s operations. The company’s
website may provide updates on these subjects, as well as updates on the progress of
development and the various issues affecting the venture.

44

Following is a typical version of a disclaimer of this sort:

“Nothing in this White Paper shall be deemed to constitute a prospectus of any sort or a solicitation for
investment, nor does it in any way pertain to an offering or a solicitation of an offer to buy any securities in
any jurisdiction. This document is not compose in accordance with, and is not subject to, laws or regulations
of any jurisdiction which are designed to protect investors. Certain statements, estimates and financial
information contained in this White Paper constitute forward-looking statements or information. Such
forward-looking statements or information involve known and unknown risks and uncertainties which may
cause actual events or results to differ materially from the estimates or the results implied or expressed in
such forward-looking statements.”

37

There are independent websites that coordinate lists of ICOs and some even review these
ventures and rate them according to various parameters. This service is provided, in
many cases, for payment from the venture--which may be detrimental to their level of
trustworthiness. Other websites also monitor the progress of the projects.
Another channel from which the investor can obtain information is content websites and
blogs. The information on them may not necessarily be reliable and there is no formal
information on the level of understanding or conflicts of interest the authors may have.
However, there appears to be an active community of people who examine each offering
made to the public, publish incisive criticism, and demand answers from the
entrepreneurs. Thus, for example, even if the company has not contracted with an
auditing service, various parties in the community may themselves audit the code at the
basis of the venture and publish its findings to the public.
In the present reality, standards of disclosure have begun to be developed in various
forms. These standards may constitute self-regulation that market participants take upon
themselves from a desire to distinguish themselves from problematic ventures. Such
standards can be expressed in the disclosure in the company’s presentations of all the
material relevant to an investor, in refraining from giving assurances without cover, and
in the availability of the entrepreneurs to answer questions.
Another expression is the hiring of external audit services. The audits are conducted on
various levels and to varying degrees, and there are companies that have gained a
reputation in this sector. In many cases, the audit reviews the tokens' code and examines,
among other things, its content, its quality, its efficacy, and the level of its security. The
review may also include the code of the smart contract used to manage the distribution
process. In these cases, the audit will alert, among other things, vulnerabilities allowing
the venture to change the codes conditions (e.g. changing the amount issued to the
developers), security breaches, etc.
The audit report will occasionally divide the shortcomings into various levels of severity
and the issuer has the option to respond or correct the shortcomings found and to update
the public thereon. There are also more comprehensive audits which review the entire
capital raising process and which may include the company's conduct, the money
management (i.e. whether all funds raised remain in the company’s wallet), a legal
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examination of the participants in the offering and the process of customer identification
(KYC45), fraud, and corporate governance.
Standards have also begun to be developed in the sphere of corporate governance,
although to a relatively lesser extent.For example, there are ventures that determine a
vesting period which may extend to several years, during which the entrepreneur cannot
sell the tokens allocated to her in the offering. This mechanism allows the purchasers to
know that the entrepreneur will continue to act for the benefit of the venture since she
cannot sell her holdings immediately and “abscond” with the money.

Types of investors
In a venture making an ICO there are likely to be various types of purchasers - those who
are mainly motivated by the desire to use the service or product offered by the
entrepreneur, and contrariwise, those mainly motivated by the expectation of profits. It is
common to make an additional division of potential purchasers into several main
categories:


Users/potential customers - Those who are interested in using the service offered
by the venture, whether immediately or at a later stage (and then the purchase can
be based on the assumption that they are purchasing the use right at a reduced
price).



Pioneering investors – The developers, the users, and the investors who have
purchased cryptocurrencies at their early days. In light of the astounding increase
in the prices of some of the cryptocurrencies since their issuance, those who
purchased those currencies in the past, even for small sums of money, and held
them until present days have earned returns that may be in the hundreds of
thousands of percentages and have increased their capital dramatically. That
capital might still be held in cryptocurrencies, granting their holders relatively
convenient access to these issuances and allowing them to use the currencies
without having to convert them into dollars (which may not be a simple task for
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large volumes).46 It may also be surmised that these investors are enthusiastic
about the technology, are familiar with it and the sector to some extent or other,
are looking for the next investment opportunity, and some would argue that they
are also less cautious in light of their sudden riches.


Miners and trading platforms – By their activities, these hold large amounts of
cryptocurrencies and profits are, for the most part, made in those currencies. They
are also involved in the market and have a large amount of information to hand.
They can, therefore, account for a considerable part of the overall investment in
that market.



Accredited investors – As previously stated, a substantial part of the funds from
capital raising comes from accredited investors, mostly at the pre-ICO stage.
Included in them are venture capital funds, private funds, family offices, angels,
etc. These investors are mostly recruited personally, and the investments may be
relatively large. In most cases, these are experienced investors with great
knowledge of the business world. These investors can, on the one hand, make
many demands such as demands for information and disclosure throughout the
entire life of the investment or demand to receive part (or all) of the investment as
a holding in the company’s shares and not only in the tokens issued. On the other
hand, these investors can provide professional support for the project and advise
the entrepreneurs in their sphere of expertise. Moreover, in light of their vast
experience, the recruitment of accredited investors can also serve as a sign to
other investors that the venture has potential. Another reason for turning to those
investors, in view of the lack of certainty about the application of the securities laws
on these ventures in many countries worldwide, is the fact that in many countries
the offering to accredited investors (according to various definitions) gives them a
broad exemption from regulatory requirements including from publishing a
prospectus. If the venture chooses to avoid the requirements of the securities laws,
it must limit the recruitment to accredited investors only or postpone the public
offering to the stage at which the level of development provides greater certainty.
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As the sector develops, there are more and more funds geared to investment in
cryptocurrencies. Some of these funds are for hundreds of millions of dollars.
Moreover, there is evidence that established funds are beginning to enter the
sector.
The recruitment of these investors was a main channel in the capital raising of
startups even before the development of the sector. In the last year, raising capital
by issuing tokens appears to have become the main channel for companies
engaged in the DLT sector, with volumes overtaking the volumes of capital raised
directly from VC funds at the seed stage of startups.47


Retail investors – These investors may be characterized as having less knowledge
than the investors described above, in both the investment and the technological
worlds. In light of the smaller volume of investment they make, they are likely to
have less influence on the ventures and the disclosure required from them. The
media hype and the high returns seen in the sector, in tandem with a world of low
interest rates, has led to these investors being attracted to it.

Secondary market
One of the main features of this industry is the existence of a secondary market trading
in cryptocurrencies. Distinct from the primary market, which relates to the initial sale of
tokens to the public by the venture, a secondary market is the opportunity for people to
trade in tokens in markets or on platforms intended for such.48
There is currently a large number of platforms in the world that facilitate trading in
cryptocurrencies. It is estimated that there are around 200 trading platforms, a large
proportion of which are concentrated in the Far East and the United States. There are
platforms that only facilitate trading between cryptocurrencies, and there are those that
also facilitate the conversion of traditional money into those currencies (mostly against
the most common currencies which are later traded against the other currencies).
The latter are more complex operationally, due to the need to manage bank accounts for
the customers’ money and to comply with regulatory requirements in various countries.
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As distinct from most platforms in the east, trading platforms in the United States (and
other countries) are supervised by various bodies, mainly the authority for the prevention
of money laundering and terror financing (FINCEN) and bodies supervising currency
service providers, bodies mostly belonging to the local authorities. 49 The existing
supervision is mainly of platforms that exchange fiat money for cryptocurrencies (in light
of the transfer of money between the banking system and the anonymous system of the
cryptocurrencies). These requirements include, among other things, KYC processes and
a check on the source of the money as part of anti-money laundering requirements
(AML).50 On the other hand, distinct from the traditional secondary markets, there does
not appear to be any official supervision of the trading conducted, and no action is being
taken to identify manipulations. Another difference between the platforms is the question
of whether the platform is acting as a counterparty with the customer (as a dealer or
money changer) or only as an intermediary for the various customers, which matches buy
and sell orders of third parties, akin to stock exchanges. This difference, too, may have
operational and regulatory ramifications.
Given the regulatory uncertainty and mainly to avoid a determination by the SEC
concerning a breach of the US securities laws, the large trading platforms operating in
the United States enable trading in cryptocurrencies which are considered to be
currencies that do not come under the current definition of a security in the United States
and the issuers of which carried out all the processes required by other regulators.
Therefore, for the listing purposes of any token, these platforms may make demands of
the ventures, such as a legal opinion testifying that it is not a security and proof that a
KYC process has been carried out during the issuance. Due to the great advantages of
listing a token for trading on a stock exchange (liquidity for the holders), these platforms
have become a kind of gatekeeper concerning these demands on ventures. It should be
mentioned that the listing for trading can be made by the entrepreneur (or the token
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holders) referring to the trading platform, but can also be carried out on the platform’s
own initiative.
There are currently two main platforms operating in Israel which facilitate the conversion
of shekels into common cryptocurrencies.
The most common cryptocurrencies are traded on a great number of platforms and in
volumes that provide some degree of liquidity.51 On the other hand, many currencies are
registered with a small number of platforms (if at all) and their liquidity is relatively low.
There are ventures that attempt to solve this lack of liquidity by constructing internal
trading mechanisms or alternative mechanisms, such as built-in reserve mechanisms that
allow customers to deposit or withdraw coins.
Another fact that needs to be addressed is that there may be substantial differences
between the platforms in the extent of liquidity and the price quoted for the same currency.
These differences may run to hundreds or even thousands of dollars and they may testify
to a certain lack of efficiency in this market. In addition, many transactions are performed
outside these platforms after buyers and sellers coordinate on social media or messaging
apps. They will then meet face to face and transfer payment for the cryptocurrencies
between them in fiat (traditional) money.
For the most part, anyone interested in trading on such a platform is required to transfer
her coins to a private key owned by the platform. This fact carries a considerable risk of
these platforms being hacked, which can even lead to their collapse. A prime example of
the realization of that risk is the February 2014 hacking of the Mt. Gox platform, the largest
platform at the time for trading in Bitcoin. The platform collapsed after it was revealed that
it had been hacked and 850,000 Bitcoin with a value in excess of 450 million dollars
belonging to customers had been stolen (according to the exchange rate at that time). 52
Another example published during the writing of this report (Dec 19 th, 2017) is where a
trading platform in South Korea declared bankruptcy in the wake of hacking in which
customers’ money was stolen.
Another relevant area is the development of distributed trading platforms. Although the
cryptocurrencies are an attempt to exempt those performing transactions from the need
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to rely on a third party, most of the trading is carried out today on centralized platforms
that keep customers' money as part of the service (in separate wallets whose private key
is retained, as previously stated, on the platform). Distributed platforms try to resolve
concerns over the reliance on a third party using smart contracts operating in various
mechanisms (for example, by creating a proxy token that represents a holding of another
currency (cryptographic or fiat) and facilitates automatic peer-to-peer trading. This type
of platform raises questions regarding needed adjustment of existing regulatory
mechanisms which were constructed mainly for the traditional model of centralized
exchanges.

Trends in the development of the phenomenon
The ICO is a phenomenon that began only in the middle of the present decade. Prior to
2016, there was only a modicum of currency issuances. The phenomenon began to gain
speed in 2016 and the outstanding issuance event in that year was the DAO issuance
(details of which will be given later) in May 2016 with a value of 150 million dollars. That
issuance was considerably larger than all the other issuances up to that time. Total
issuances in 2016 were 300 million dollars. This trend continued to gain speed during
2017, and in the second half of that year there was a considerable increase in the number
of offerings and the number of ventures raising money in this way. This increase was
supported by a number of large issuances, amounting to more than 250 million dollars for
a single venture (some were not made to the public, but only to accredited investors).
It is worth mentioning the issuances of tokens by old-established companies which
integrated the use of tokens into the services they were providing.53 It is estimated that in
the whole of 2017, 6 billion dollars were raised in hundreds of currency issuances.54
These issuances were accompanied by strong growth in the total market cap of
cryptocurrencies. As can be seen from Figures 4 and 5, the market value at the beginning
of 2017 was 18 billion dollars, the Bitcoin representing 90% of that. By the end of 2017
the market cap reached more than 600 billion dollars, an increase of more than 3,000%
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and the Bitcoin share fell to below 50%. This was despite an increase of 1,400% in the
Bitcoin price. This increase in the total market value of the currencies was the result of
both the issuances of many currencies, some with a significant increase in the price, and
of a marked increase in the value of the older currencies, such as Ether and Ripple, which
increased in value by thousands of percent (the market segment of each of which is more
than 10% of the total market value).55
In tandem with the increase in market value, there was also a marked increase in trading
turnovers. At the beginning of 2017 and before then, trading turnovers were less than 200
million dollars a day, and towards the end of the year they reached several tens of billions.
Figure 4: The market value of all the cryptocurrencies, July 2013 – January 2018

Source: CoinMarketCap
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Figure 5: The market share of major cryptocurrencies, July 2013 – January 2018

Source: CoinMarketCap

There is evidence of a number of other trends in the development of this industry which
are worth addressing.
Increase in public awareness – One of the phenomena that accompanied the
development of the currency issuance industry and the marked increase in the prices of
cryptocurrencies in general, and of Bitcoin in particular, is their rapid entry in to public
awareness, accompanied by a great media hype. During 2017, there were many articles
in the economic press on cryptocurrencies, and they became a topic of everyday
discussion worldwide. Many prominent public figures are also being heard on the matter
and offering words of support or of caution,56 mainly with reference to Bitcoin. Awareness
also grew following the marketing efforts of a community of cryptocurrency supporters.
Launch of traditional investment products – In the past year, investment products
have begun to be developed in the traditional financial world based on the prices of
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cryptocurrencies. The most prominent example is the launch of futures contracts on
Bitcoin in the CME and CBOE stock exchanges.57 These are cash settlement contracts
on the price differences between Bitcoin and the dollar (as distinct from the actual
conversion of Bitcoin on the settlement date) according to one fixing per day. Activities in
them do not therefore translate into Bitcoin activities. Moreover, the trading turnover in
them is currently relatively low. Despite this, their launch is seen by some as an important
step in the entry of the Bitcoin into the traditional financial system.
In addition, the SEC has not allowed the launch of ETF funds that will track the prices of
cryptocurrencies.58 In other countries, and mainly in Eastern Europe, such products have
already begun trading. It should also be noted that other investment funds and products
already exist in the cryptocurrencies industry (as distinct from the traditional financial
world), and some of them are themselves traded with tokens.
The entry of traditional venture capital and investment funds – As already described
in the section dealing with the types of investors, as the sector develops it is possible to
see, alongside the development of dedicated funds for the sector, the entry of traditional
investment funds – starting with the VC and private equity funds, which also began to
accept tokens for their investments in those companies (in many cases in addition to
equity) and ending with large investment banks, which announced the opening
cryptocurrency trading desks.59 We would qualify this by saying that there is currently no
evidence that the pension funds and large institutional investors, that manage public
investments, are entering into the sector directly, whether due to their more conservative
nature or because of the regulation imposed on them.
The development of standards for proper conduct - There is evidence that as the
industry matures (as a consequence of the learning processes of investors and
entrepreneurs and the entry of large and important players from both sides), some
ventures are taking upon themselves conditions aimed at maintaining fairness towards
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investors, even without any regulatory requirement. These processes may create best
practice standards that will distinguish between fair ventures and those less considerate
of the investor's needs or that are planning to defraud him. An example of this
development is the setting of a vesting period that can extend to several years, during
which the entrepreneur cannot sell the tokens allocated to her in the issuance. This
mechanism allows the purchasers to know that the entrepreneur will continue to act for
the benefit of the venture since she cannot sell her holdings immediately. Another
example is the use of external auditors that examine the code of the token or the smart
contract responsible for distribution, giving token purchasers certainty regarding their
quality and trustworthiness. Yet another example is the level of detail in the white papers
and the venture's presentations, the availability of the entrepreneurs to answer questions,
and the use of Escrow to hold the funds raised, in addition to the use of smart contracts.
The development of standards is a welcome phenomenon that should contribute greatly
to the development of the industry, to the protection of investors, and should allow them
to better assess the value of their investment. However, it is doubtful if this will be
sufficient to protect the investor public.
Changes in the types of ventures – At the beginning of the ICO phenomena and in the
preceding period, the majority of issuances were for DLT infrastructure development
projects. As this sector developed, companies began to enter that offered other services
and used the technology as part of another service or merely for the purpose of using the
token (as representatives of a service that has no connection with the technology). For
example, according to Coinschedule data, in 2016 and in the first half of 2017,
infrastructure projects constituted more than half of the total offerings. On the other hand,
the datum for the whole of 2017 is 35%. That is to say, in the second half of 2017, there
was a sharp drop in the share of infrastructure projects.60
Changes in the rights conferred by the tokens – There is evidence that the rights
themselves have also undergone changes during the short period the phenomenon has
been in existence. It is estimated that after the publication of the SEC report on The DAO
project in July 2016, together with the declarations of many regulators during the same
period, more and more ventures, which understood that regulation was on the way, began
to try to distance themselves from the possibility of being defined as a security (or issue
60
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the tokens only to accredited investors). One of the consequences of this process is the
issuance of tokens that confer only a use right, with no rights identified with a security
such as participation in profits, ownership or voting. Another effect is the issuance of
tokens once a partial utility has been developed.
Development of supporting services – The development of a new sector provides a
great potential for supporting services providers – both the established service providers,
such as professional consultants and attorneys, and new service providers developing in
its wake. In light of the existing regulatory uncertainty in most countries, attorneys acting
in the sector are benefiting from strong demand for project consultancy and opinions on
the status of the token issued, supporting the stand that it doesn't constitute a security.
The new business model and the fact that this sector is highly technological, also brings
high demand for professional advisors, economists, and developers who understand the
sector. We are also witnessing the development of an entire industry for ancillary
services. Included in these are platforms that facilitate the capital raising and marketing
of ventures, bodies that conduct external audits of the venture , platforms for trading
tokens, digital wallets, content websites, blogs, etc.
Development of the DAO model – one of the most interesting phenomena in the industry
is the development of ventures in which most of the management processes are
automatically executed using smart contract that enable "democratic" management of the
venture. The name normally given to such organizations in Decentralized Autonomous
Organization (DAO). The smart contracts allow the various predetermined conditions to
be enforced. Thus, for example, a certain contract can ensure that decisions are taken by
the company only by a majority of those holding a certain voting right. A prominent
example of such an organization is The DAO, which made a coin issuance in May 2016
in which 155 million dollars were raised (the largest till then). The venture was a fund for
investment in cryptocurrencies, which allowed its investors to determine its investments
through participation in voting.61
A significant proportion of the management processes were enforced with smart
contracts. The failure of that venture was expressed as one of the biggest problems of
organizations of this sort, which is the total reliance on predetermined roles and encoded
in the smart contracts, with no ability to easily change them. This reliance led to the code
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being hacked and Ether coins valued at 50 million dollars being stolen from investors’
holdings (later returned while creating a hard fork in the Ethereum network).62
Ventures of this type raise questions regarding their legal status, since they do not have
to be officially incorporated and subject to centralized management, and are more likely
to resemble a partnership based on a wide audience.
All the trends described above are only some of the existing trends in this sector. It is also
a new field that is at the beginning of its journey and it is reasonable to suppose that as it
develops, there will be other important changes in it.
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Economic analysis – opportunities, challenges and
risks
Raising capital with an issuance of cryptographic coins (tokens) yields many
opportunities, as well as challenges and risks, for the entrepreneurs, for the investors (or
customers), and for the economy as a whole. In this section we will analyze the
advantages and the challenges and disadvantages of raising capital in this way from the
perspective of the various entities involved in the sector. The technological nature and
rapid development of the industry are leading to many changes in nature of the ventures
and capital raising, and so new opportunities, challenges and risks may arise in the future
while others may lessen or disappear. In light of the immense differences between the
various ventures, there are also differences in the effects they have.
It should be noted that whereas the issuance of tokens is one feature of the use of
distributed ledger technologies, these technologies are of much greater importance. The
industry based on them is an innovative one with the potential to change many sectors
and make them more efficient, including the financial world.
However, this is not the place to delve into this subject or the subject of cryptocurrencies
in general, and we will concentrate only on the significance of ICO's (although it is not
always possible to distinguish between them).

The entrepreneurs
Main opportunities:
The capital raising channel – ICO's provides the entrepreneur first and foremost with
an additional channel for raising capital. This is an alternative to the traditional methods
– which concentrate on private investors, financial institutions and the capital markets –
mainly for projects engaged in distributed ledger technology,63 since the channel provides
easy access to a public of investors worldwide, whose ability to invest in projects of this
type was previously limited, and as described above, makes it possible to raise
considerable sums, sometimes relying solely on an idea, with relatively meager disclosure
of information. This type of capital raising is considered by many to be a simple, efficient
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and cheap process relative to the traditional ones. However, as the market matures and
more ventures compete for investors’ attention, the process is becoming more difficult.
Pre-selling with no allocation of shares and with a limited undertaking – In traditional
capital raising, the entrepreneurs are required to give an investor a share of their holdings
in the venture (in the case of shares) or an undertaking with regard to future cash flows
(in the case of a loan or bond). As described above, some tokens do not confer these
rights, but only usage rights. Thus the entrepreneur can in effect raise considerable sums
without diluting her holding in the company and without any undertaking to repay the
money and/or to pay interest. Questions may also be raised with regard to the existence
of any true undertaking on the issuer’s part in many of these issuances.
Sharing business model (the network effect) – The issuance of tokens allows
ventures, mainly those offering platforms for the provision of additional services, to create
an exceptional business model in which the investors take an active part from many
aspects of the venture. First, in many cases the token is in fact a hybrid product that
combines utility with an investment product. Thus a structure of incentives is created
bringing investors in the token to aspire to using the product and spreading the news,
since the larger the community of users becomes and the further the network spreads, so
the demand for tokens will increase and its value will rise (Net effect). Moreover, in many
cases, there are disinflationary measures to ensure that as more use is made of the
tokens their price will rise (like having a limited amount of tokens or the omission of
tokens on every use).
Secondly, in many ventures the same community is also responsible for making
improvements in the code and for providing services as part of the venture (in return for
payment), from transaction clearing services to services provided on the proposed
platform. There can be a great variety of these services depending on the nature of the
venture. For example, a venture proposing a platform for content services can pay those
offering content on it and attracting other users (similar, non-token models also exist but
these can make them considerably more efficient). In addition, since the service providers
are rewarded with tokens, they are incentivized to continue to improve the system and to
increase the value of the tokens (similar to options compensation). This business model
can assume different forms and be expressed on different levels, depending on the
structure of the venture and the rights conferred by the tokens. Thus for example, when
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the tokens also confer a voting right on various decisions in the venture, that
investor/customer/service provider described above can also participate in the
management decision making process of the venture.
These features create a sort of ecosystem that is self-nourishing and creates value for
the venture even without the entrepreneur’s involvement (although insofar as she acts to
increase the community so also will she benefit). In this model, a significant part of the
entrepreneur’s profits may come from her holding a large quantity of tokens and not only
from selling services.
Absence of full and tailored regulation – The situation today is that many ventures are
uncertain with regard to their entry into the existing legal definitions and it may be that
from their point of view they are not required to comply with regulatory requirements, such
as publishing a prospectus, financial statements, and corporate governance. This
situation allows entrepreneurs to save many costs and sometimes even to publish
presentations biased in favor of the venture (which improves the chances of the capital
raising).
Internationality – Since the cryptocurrencies work on the network with no regard to
borders, the entrepreneurs working with them are able to transfer value speedily and
easily to anywhere in the world. This has a number of advantages, the main ones being
the potential to solicit a wide community of customers (or investors) and making the most
of global resources – such as manpower, computer power, and money – in a relatively
simple way (thus for example, they will be able to transfer payment in tokens easily
without converting currencies or using any third parties).

Main challenges:
Transfer of value to the tokens - Along with the advantages described above, it should
be kept in mind that value cannot be created from nothing. An issuance of tokens can in
some cases transfer all or part of a company's value to the tokens. For example, a
company choosing to sell tokens providing use of the platform it created will not benefit
directly from an increase in the value with the arrival of new users who are willing to pay
more for the service (than on the initial sale) since they will do this by purchasing tokens
in the secondary market. This is also obviously dependent on the venture’s business
model. Thus for example, if the venture continues to sell tokens after the initial sale, it will

53

continue to benefit from that income, but will at the same time cause negative impact on
their price (due to increased supply).
In this context, keep in mind that a significant amount of tokens is usually held by the
enterpanuer and the venture itself, hence they also benefit from the increase in their price
(or lose on a price drop). When the value is transferred to the tokens, the venture’s profits
may be characterized by many fluctuations due to the effect of speculative motives on
trading in the secondary market. 64
Absence of full regulation tailored to the sector – The situation described above as
an opportunity for entrepreneurs can also be their downfall. This situation may lead to
capital raisings by ventures that do not properly represent themselves and even by those
whose purpose is to defraud the investors, which is liable to do great harm to the
industries reputation and to the success of honest ventures in the future.

The investors/users
Main opportunities
Variety of investment options – Investment in tokens allows investors access to
innovative ventures in the early stages of their life, in which there is a chance of
substantial profits – n investment that until now have been accessible mainly to accredited
investors. It is also an additional investment channel, not necessarily correlated with other
investments of those investors, which gives them an opportunity to diverse their portfolio
and distribute its risks.
Ability to invest in small sums – In light of the nature of the market, there is no
significant restriction on the amount invested, and it can vary from extremely small sums
to extremely large.. Thus small investors are also given an opportunity to reach
investments that previously had by and large only been accessible to large investors.
Secondary market and liquidity – For the most part, an investment in innovative
ventures at the beginning of their journey is made, often through VC funds and the like,
for a long period and does not allow instant liquidity. The use of tokens traded in the
secondary markets (or with conversion mechanisms) gives investors greater liquidity
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(although it is limited according to the existing amount of liquidity in the market for those
tokens), and gives them the possibility of selling their holding at any time.
The existence of a secondary market is one of the factors contributing to the investor's
ability to benefit from an increase in the price of the token even when it has no rights
beyond the ability to use the service offered by the venture. An investor who believes that
the value of the token will rise, for example due to the expectation of an increase in
demand for the service or progress with its development when the venture has yet to
develop the service, purchases the token in the expectation that she will be able to sell it
in the secondary market at a later stage. This is in contrast with crowdfunding of a product
for example, for which there is not expected to be an active secondary market (there are
obviously other differences).
The ability to influence the project – The advantage to an entrepreneur of the sharing
business model as described above is also relevant to a great extent to investors. The
investors can benefit from the contribution made by their companions in the investment
and also contribute themselves, receive payment for services, vote on management
decisions, etc., and thus influence the project and the value of the tokens they hold.
Use of services/products – The services and products offered by these ventures are
usually innovative and can make many processes more efficient for the user. Thus for
example, the ability to transfer value easily and without intermediaries cuts the user’s
costs and can make things much easier for him.
Also, for many, the mere participation in a community with shared values and objectives,
such as the communities described above, itself has a great value.

Main challenges:
Exposure to risks – The investment in cryptocurrencies involves risks different in their
severity or nature from those known to an investor in the capital market. These risks
include market risks (such as the development of price bubbles, low liquidity and high
volatility), operational risks (such as the risk of fraud and manipulation in unregulated
trading, cyber risks, centralization and control over currencies, and the difficulty of working
with the banking system), as well as regulatory risks (including the implications of future
regulation on the sector). More details of these risks will be presented later, but in the
following lines we will focus on the risks involved in participation in ICOs.
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A large proportion of the ventures making ICOs are innovative, technology driven projects
at the beginning of their journey. Alongside the chances of large profits, an investment in
these ventures is very risky. Many of these ventures are likely to fail, and the investors in
them are liable to lose all their investment. Moreover, as opposed to the investment of an
accredited investor, which for the most part monitors the progress of the project and
invests in stages, the public’s investment in ICOs is made in advance, with no stipulation
or collateral provided.
Another risk involved in such an investment is the fact that the sector is open to fraud. It
is not regulated, and the investor does not necessarily know who is behind the venture
and where she is located. This situation is very compelling to fraudsters, and the investor
might lose all her investment with no way of recouping it. One example of this is the
cryptocurrency "One Coin", which proved to be a Ponzi scheme a year after being issued
and many investors had lost their money. Other frauds connected with ICO’s have
recently been published for which indictments were issued (by the SEC for example).65
The investment in cryptocurrencies carries a liquidity risk that may be great relative to the
investment in other assets (although it also provides liquidity in investment in ventures
which previously had none, as described above), that is, the risk that selling the holding
will involve high costs. This risk is even greater when the venture is new and it is unknown
how much liquidity there will be in the token it is issuing. As already described, there are
mechanisms that attempt to solve this problem, for example by the use of reserves, but
these mechanisms, too, have their disadvantages and they will not necessarily provide
the investor with a way to sell her holding without considerable cost. This shortage of
liquidity may lead to even more price volatility and expose these tokens to manipulation
in trading.
Another risk in investing in these issuances is the fact that it relies on computerized
wallets and smart contracts which are exposed to cyber risks and hacking. There are a
number of examples of this, among them the hack of The DAO (described above) or of
CoinDash, in which seven million dollars were stolen during the ICO by channeling the
money to an alternative address.
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Asymmetry in information – As with every financial investment in ventures controlled
by a central body, in this sector there are also many cases of inherent asymmetry in
information between the entrepreneur and those working under her and the investor. Thus
for example, the entrepreneur is aware at all times of the company's financial state, the
successes or failures of key processes in the venture, such as the development of the
product or the extent to which it is being used, of transactions and cooperation, and every
important event in the life of the project. In many cases, the entrepreneur is also the one
who moves these processes along. On the other hand, the investor is often dependent
on the extent of disclosure provided to her by the entrepreneur. These differences may
make it difficult, for example, for the investor to assess the company’s value (whether at
the time of the issuance or during the life of the investment) and expose her to insider
trading by the entrepreneur or those working under him. In the traditional capital markets,
these differences were resolved by applying regulation that included appropriate
requirements of disclosure, rules of corporate governance, and an assurance of fair
trading (described later).
Valuing of the investment – A number of factors are liable to make it difficult for the
investor when she comes to assess the value of the tokens she is purchasing. In the first
place, this is in many ways a new type of investment vehicle which is very different from
the traditional vehicles and therefore it is not necessarily possible to use standard models.
Secondly, every venture can use different models to create value for the tokens and each
has ramifications on their pricing. Moreover, as described above, the sector is exposed
to great uncertainty in a number of areas which makes it difficult to make an assessment.
As described above, there are also differences in information which can derive from the
absence of any obligation for the issuer to provide information and/or from the difficulty of
assessing the reliability of the information accessible to the investor, as well as the
technological nature of the information which demands a great deal of expertise in the
area, are all liable to exert a considerable strain on the investor's ability to assess its
value.
Absence of full regulation tailored to the sector – As previously stated, this sector is
not yet regulated in most countries, and many ventures are avoiding being brought under
the supervision of regulatory provisions as selling securities (or are ignoring them). This
may have many repercussions. First, as already described above, it exposes investors to
various risks, such as the risk that they will fall victim to fraud, the risk that trading will be
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manipulated, and stability risks (such as the collapse of the trading platform or ventures
following a cyber-attack with no proper safety cushion or insurance, in contrast with the
traditional financial investment in which there is a partial answer to these risks with
regulation). Secondly, the absence of regulation may allow companies to provide
deficient, biased, and even misleading disclosure. Ventures can for example include little
information on the disadvantages of the idea and of the business model, while on the
other hand emphasizing the advantages. In many instances there are questions regarding
the legal status of the venture's presentations, including the white paper, and there are
ventures that even write in it that it is not a binding document (which does not necessarily
exempt them from responsibility). Ventures may therefore change the content of these
documents, renounce some of the assurances given in them, or act in ways different from
those promised.
This fact is important for the investors, since there is no guarantee that their money will
be used by the entrepreneur for the purposes that led to making the investment decision.
Moreover, in the absence of rules of corporate governance and regulatory supervision,
ventures may also change important conditions, such as the ability to issue more tokens
(which will directly affect their value) or change the vesting conditions, or even allocate
the money for other purposes, that might not necessarily be connected with the venture
for which the money was raised.
As previously stated, another situation made possible by the absence of regulation is the
fact that there are no appropriate demands for disclosure, including periodic reports on
the company’s condition and immediate reports on exceptional events, coupled with the
lack of supervision on trading activity and insider trading (if relevant). In this situation, an
insider who knows that a certain important event is expected to occur can buy or sell
tokens prior to the publication of the information to the public, and thus profit from changes
in its price. So, too, if the venture is on the verge of bankruptcy but the investors have no
way of anticipating it. In that case an insider can sell her holdings before the collapse
occurs. These extreme situations are only examples of situations that can be caused due
to the absence of these reports. During the lifetime of the venture (or at the time of the
issuance) the absence of reporting may also harm investors' ability to properly assess
their investment. We would qualify this by saying that there are ventures that provide

58

proper reporting even without any regulatory demand, and are managed honestly and
strive to fulfill all their obligations.66

The economy
Main opportunities:
Encouraging innovation and growth – The development of an additional financing
channel for innovative companies at early stages may make a considerable contribution
to the economy. First, these ventures, and mainly those engaged in distributed ledger
technology, can lead to greater economic efficiency in many fields. The technology being
developed by these entrepreneurs affects many area and can, among other things,
reduce costs, save the need for intermediaries, and improve the way information is
transferred between parties (and save much bureaucracy). Thus for example, in the
financial industry it may save the need to rely on central bodies to clear and register
transactions and thus reduce the systemic risks deriving from it and save the brokerage
costs. The use of smart contracts can also bring more efficiency to many fields requiring
enforcement of contracts, since it is carried out automatically by computers. These are
only a small part of the advantages that can be provided by ventures striving to create
DLT based solutions.
Moreover, the development of many ventures, along with the chance that some of them
will become extremely successful, will contribute directly to GDP and to growth, as well
as creating many sources of income (both in the companies themselves and among the
service providers supporting them).
The sharing economy – In general, the sharing economy makes it possible to share
property, products and services among people, by using resources more efficiently and
the surplus in them, and they are therefore of great value to the economy. Examples
known to the fields of the sharing economy are carpool services and short-term rental
services of unoccupied rooms and apartments. This industry has an affinity with this
concept from many aspects.
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See the section dealing with trends in the development of the phenomenon with regard to standards.
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First, many ventures in this sector use the technology to allow unused resources to be
shared. Thus for example, there are companies offering platforms for sharing available
disc space or unused computer power.
Secondly, the sharing business model described above allows, for example, every user
in the network to contribute her free time and skills to improving the venture, to receiving
a reward for doing so, and to benefiting from an increase in the value of the entire network
and of the tokens they hold, This is in fact better use of existing resources.
Another advantage offered by the use of tokens is the possibility of division into small
units, represented by tradable tokens, products that require for the most part a large
investment and that have a high entry bar, such as real estate, works of art and
commodities. This division allows these smaller units to be purchased so that anyone can
benefit from an investment in those products, and provides these investments with
liquidity. This may improve the allocation of the capital, capitalize on the effect of crowd
wisdom on the pricing of the assets, permit a fairer division of wealth, and may make
other sectors with less liquidity more efficient.
Risk spreading and improving the allocation of wealth – Risk spreading on the
economy level and variety in the sources contributing to its growth are important if the
economy is to be kept stable. Expanding the supply of the existing models and structures
reduces the dependency on a small number of factors. Moreover, the allocation of capital
is likely to be more efficient if greater use is made of crowd wisdom.
Social benefit – A new sector opening new opportunities for entrepreneurs and investors
is of great worth to society. This worth increases due to the availability of this means of
raising capital for entrepreneurs and investors who do not have great financial resources
and due to the advantages described above affecting the sharing economy. All these can
contribute to a more egalitarian division of resources in society and reduce inequality.

Main challenges:
The economy’s exposure to risks – As previously stated, the existence of an innovative
industry has many advantages, but when it is unregulated it exposes investors to many
risks, and consequently also exposes the economy to risks. The fact that many projects
may not be successful, together with the fact that there is a risk of fraud and concern over
the development of price bubbles, may lead to vast amounts of money being lost and
cause damage to the economy. Moreover, the greater the share the sector accumulates
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of the economy and the more investments it withdraws, also from the traditional
investment world, the more systemic risks may develop that are liable to do considerable
damage to the economy.
Reputation – Just as Israel’s reputation as a leader in this sector can attract many
investments to the country and contribute to the economy and to the concept that Israel
is an important player in the development of the international platforms, the risk of projects
failing or fraud may put Israel’s reputation in danger and diminish its international
standing.
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The risks involved in investment in cryptocurrencies
By virtue of its innovative nature, an investment in cryptocurrencies is different in a
number of aspects from the investments familiar from the capital market. Alongside the
clearing mechanism, the way purchases and sales are made, the mining and the holding,
the investment in cryptocurrencies also involves risks varying in their severity or nature
from those known to investors in the capital market. In what follows we will address these
risks, including market risks, operational risks, and regulation risks.

Market risk
Value of the currencies – It is extremely difficult to assess the fundamental value of
cryptocurrencies, and it is not clear how the known economic and financial models can
be used to assess their economic value.
Like fiat currencies, the value of cryptocurrencies (such as the Bitcoin) is based on a
system of trust and an expectation that that trust will continue and the network of users
of a cryptocurrency will continue to exist. But as distinct from fiat currencies, this trust only
exists between the users, and no coercion or undertaking by the government or any
counterparty is involved.
There is a body of evidence or ramifications of the difficulty of assessing the value of
cryptocurrencies. For example, the value of Bitcoin increased by a factor of more than 20
in 2017 (and by thousands of a percent in the last five years), to a market cap of over 300
billion dollars, with no clear evidence of any material change in its economic value or its
adoption as a means of payment.67 As a rule, the price of cryptocurrencies is extremely
volatile and their value soars or plummets over short time periods.
There are many estimations on the future direction of the prices of cryptocurrencies with
Bitcoin at their head. Many estimates maintain that the increase in the value of these
currencies derives mainly from speculative purchases. Many reputable economists have
made declarations of a real concern that this is a bubble with no economic basis, including
Nobel laureates Paul Krugman and Robert Schiller, and former head of the FED Alan
Greenspan. A survey recently conducted by the Wall Street Journal among economists
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This needs to be qualified by the fact that it was defined as a means of payment in Japan (as distinct

from “legal tender”), but it can scarcely be claimed that this change is what lies behind the price jumps that
occurred before and after.
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from the private market revealed that 96% of them agree that we are witnessing a price
bubble.68 Senior figures in regulatory bodies worldwide also made declarations that
investors should be wary of investing in cryptocurrencies. For example, the head of the
FCA in Britain warned that investors need to be aware that they may lose all their
money.69 Moreover, the price quoted for these currencies is not necessarily in line with
the "market price", so that the price sometimes varies considerably between the various
trading platforms, and can reach differences of hundreds and even thousands of dollars
(in Bitcoin for example).
Liquidity risk – Trading in Bitcoin, considered the most liquid cryptocurrency, may have
reached substantial levels (10 billion dollars on average in the last month) 70, but the
trading is spread over hundreds of trading platforms worldwide, and differences in prices
between the platforms can be as much as hundreds and even thousands of dollars (which
may indicate a lack of efficiency in the market). As for the other currencies, the less known
the currency the less ability to trade it (for Ethereum, for example, the second largest, the
average volume is less than two billion dollars and for the tenth largest it is around 200
thousand). As previously stated, most of the trading in cryptocurrencies is made on
centralized or distributed trading platforms. In contrast with the regulated markets, in
which there is constant study and monitoring of liquidity and the resiliency of the market
in extreme conditions, very little, if anything, is known about these indexes in the crypto
markets. The trading platforms are the main source of liquidity, but there have already
been instances when they have ceased operations or even collapsed completely, Two
examples of this are the trading platform Mt. Gox, which collapsed in 2014, and the trading
platform in South Korea in December 2017, described above in the "secondary market"
section.
Moreover, due to the structure of some of the blockchain networks, including Bitcoin,
there are reports of possible serious delays in clearing transactions at peak traffic times,
and high commissions are required in order to get priority. This risk can increase the
liquidity risk in times of crisis.
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There is also evidence of difficulties in making large sums liquid. For example, in
Coinbase, one of the largest trading platforms in the United States, there is a restriction
on the size of transactions permitted to a customer, and it varies according to a number
of factors.71 It may be, therefore, that when it becomes necessary to sell a large position
it will not be possible to do that in a short period.
Volatility – The trade in cryptocurrencies is characterized by extremely high volatility, and
their value is likely to change by tens or even hundreds of percent in a day. In the past
year there were dozens of occurrences of tens of percent changes a day in the value of
the Bitcoin, and the volatility of smaller currencies may be much greater.

Operational risks
Fraud – At the time of writing, trading in cryptocurrencies is unregulated. The trading in
them may therefore be liable to be significantly exposed to fraud and price manipulation.
Since there is no body supervising the trading activity, it is difficult to point to cases of
manipulations in trading (there are reports of companies that cheated investors and
against which enforcement measures have been taken), but many in the market and
among regulators estimate that there are parties with the ability to influence
cryptocurrencies (the holders of large quantities) and engage in “pump and dump”
practices, mainly in the less liquid currencies.72
Moreover, since this market is unregulated, it is likely to be extremely difficult to get money
back in cases of theft or fraud.73
Cyber risks – As described above, the currencies are held in a “digital wallet” and the
holding is registered according to its owner’s “private key”. If a foreign party obtains a
certain person’s private key, it is actually gaining control over all the currencies she owns.
Moreover, these currencies, and all the services involved in them (such as wallets and
smart contracts allowing various uses), are totally dependent on computer code. For
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these reasons, a holding in cryptocurrencies is considerably exposed to hacking and
failures associated with their code. This is especially important in the case of trading
platforms, since a person who would like to trade on such a platform is required to transfer
her currencies to a private key owned by the platform. A prominent example of this risk is
the hacking of Mt. Gox described above, in which currencies worth 450 billion dollars were
stolen.
There are other examples of theft or trapped currencies to the value of hundreds of
millions of dollars for bugs in the software code, among them the theft of 50 million dollars
of investors' money in The DAO fund (which operated with smart contracts and most of
which was returned at a later stage)). Another example is the bug in Parity wallets that
caused a permanent trapping of users’ Ethereum currencies worth 150 million dollars.
Whereas money deposited in the traditional financial systems is insured in many cases74
or backed up by the government, money invested in cryptocurrencies does not benefit
from that insurance.
Centralization and control – These currencies are usually described as distributed
currencies that are not controlled by any one party, but this is not an unambiguous fact.
First, to make a change or update to a currency’s code requires a consensus by the
majority of users, although in many cases it is the currency's founding party that lays out
the path.75 Secondly, in many cases the coins are mined by a small number of parties or
mining pools that wield great computer power. This leads to the likelihood that these
parties have great power to influence the decisions taken in the community (disputes
between various parties in the Bitcoin community influenced the existence or nonexistence of hard forks), the ability to considerably restrict trading (if they cease to
operate) and even the ability to carry out manipulations and double spending of
currencies (they will, however, need computer power of more than 50% of the network,
but there is no guarantee that this situation will not occur in the future). For the sake of
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65

demonstration, there are currently four mining pools with more than 50% mining power in
the Bitcoin network. Moreover, four of the five largest pools are located in China.76
Another concern is that the miners, the trading platforms, the investment funds, and the
early buyers of these currencies hold considerable positions (or will hold in the future),
and could have a significant influence on their prices (“cornering”).
Forks – Splitting a currency (“hard fork”) is a situation in which the community or some
of it, updates the currency code and causes the creation of a new currency that acts in
tandem with the old one, with a similar history. The new currency is issued to all holders
of the old one. In the Bitcoin network there were a number of splits, the best known of
which involved the creation of Bitcoin Cash, whose market value exceeded 30 billion
dollars (the third largest currency), and according to some assessments it is controlled by
entities in China. Whereas the investors who held the currency before the split will also
receive the new currency, these splits may present a risk if the investor chooses to buy
new coins (or continue mining) of the "less successful" currency. Another example of a
risk that may derive from hard forks was the sudden cancelation of a fork in the Bitcoin
network (SEGWIT2X), that led to a temporary drop of tens of percent in the value of the
Bitcoin (and an increase in the value of Bitcoin cash).
Working with the financial market – There is evidence of banks and financial
institutions in the world that are not prepared to accept money the source of which is in
cryptocurrencies, whether due to anti money laundering regimes or due to other risks
involved. Regulators around the world have warned that these are high-risk activities for
banks.77 Thus for example, in a judgment handed down in a claim by the company "Bits
of Gold" (which provides conversion services between shekels and Bitcoin or Ethereum)
against Bank Leumi, the district court decided that the bank could not be forced to accept
the company’s money which came from activities in Bitcoin, especially in light of the fact
that the Bank of Israel (and the other authorities) indicate the risks inherent in Bitcoin
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trading and have difficulty in reaching a decision on the measures that have to be taken
in order to prevent that risk.78

Regulatory risks
The legal status of cryptocurrencies in general and Bitcoin in particular is still unclear in
many countries, and there are many regulatory and legal issues with regard to them,
which may lead to changes in the future.
No country has yet defined Bitcoin or any other cryptocurrency as “legal tender”. The
definition in Japan is that it can be used as a means of payment, while other countries
are likely to prohibit certain activities in these currencies.79
The use of cryptocurrencies as a money laundering tool is one of the main concerns of
the world’s regulators.80 The concern arises due to the possibility of making transfers in
cryptocurrencies between accounts the identity of the owners of which is unknown to any
third party. Anti-money laundering authorities in various countries currently demand
trading platform to conduct full identification of customers , although the off-platform
trading is still not regulated. The policies adopted by anti-money laundering authorities
also influence the management of banks with regard to accepting money the source of
which is an investment in cryptocurrencies. A change in policy of anti-money laundering
authorities may have a substantial effect on investment in those currencies.
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The policy of the tax authorities is also likely to have a powerful influence, and every
change in the clasification of cryptocurrencies is expected to have direct repercussions
on the income from investment in cryptocurrencies.81
The position of the world's central banks is also likely to have considerable implication in
the future. If the cryptocurrencies are used as an alternative to currencies issued by
countries (a situation that is liable to pose a threat mainly to weak economies), the central
banks may take a position restricting their use.
The supervisory bodies over banks may also have an influence. The banking supervision
department of the bank of Israel has not published specific instructions with regard to the
possibility of companies and individuals depositing money the source of which is in
activities in cryptocurrencies, and its decision on the issue is likely to have a considerable
effect on that industry. As a result of this uncertainty, many banks are choosing not to
allow companies dealing in the sector to open an account.82
The supervision of trading activity and manipulations in cryptocurrencies is another area
that is not yet defined in many countries, and it is not certain which body should supervise
them (if at all) and with what means.83
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Another area in which dealing in cryptocurrencies has recently begun is regarding the environment.

Mining that type of currencies, requiring enormous computer power, leads to a great waste of electricity,
and hurts the environment. According to estimates, the consumption of electricity of Bitcoin mining is
currently equal to three million homes in the United States, and as the network grows, so too does the
electricity consumption.
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The obligation to publish a prospectus in an offering
of securities to the public
Introduction
The obligation to publish a prospectus for an offering of securities to the public is a basic
requirement in the securities laws. Section 15 of the Securities Law, 5728-1968
(hereinafter – the “Securities Law”) states that no person may make an offer or sale of
securities to the public except pursuant to a prospectus or draft prospectus the publication
of which has been permitted by the Securities Authority, whichever applies.
The purpose of this obligation is to determine the application of the Securities Law to the
offering and selling of securities, in order to protect the public of investors. The
requirement for a prospectus serves, among other things, the following purposes:
First, it provides comprehensive disclosure regarding the investment being offered to the
public. The disclosure is intended to allow the public of investors to make an informed
investment decision, and criminal, administrative and civil responsibility applies on the
company and its managers with regard to the information included in the prospectus. This
responsibility is intended to ensure that the information included in the prospectus will be
complete and correct.
Secondly, after publishing the prospectus, the company whose securities have been
issued to the public is defined as a reporting corporation, and is bound by the obligation
of continuous disclosure as long as its securities are held by the public. These obligations
are intended to give investors the ability to make an informed decision on actions to be
taken in the company's securities, including buying and selling them in a secondary
market, voting at the company's general meeting, estimating the value of their rights, and
investment of additional sums in the company.
Thirdly, the companies laws and the securities laws provide many additional protections
to holders of securities issued pursuant to a prospectus, according to the type of security
offered, such as rules of corporate governance in a company offering stocks or bonds,
the appointment of a trustee, rights to call bonds for immediate repayment, etc.
The courts have stressed the importance of the securities law when raising money from
the public at large, as a system of rules of conduct intended to guarantee complete
honesty and transparency in an issuance of securities to the public and the trade in them,
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ethicality in the capital market, and lastly – the trust of the investors and their willingness
to invest in that market. The various means and mechanisms set out in the law are
intended to ensure, among other things, that the public will not put its money into a
doubtful venture and to reduce the risk that it will fall prey to acts of fraud and deception.
In particular, the courts have stressed the importance of the principle of due disclosure in
view of the special characteristics of securities, and its four main objectives: providing the
public of investors with information in order to make rational decisions on their
investments; deterring companies and managements from improper conduct;
strengthening public trust in the securities market; and increasing market efficiency. 84
Also clear from this is the importance of the requirement to publish a prospectus, which
is the entry gate to the securities laws and to the laws applying to public companies.
Sections 15A and 15B to the Securities Law determine exemptions and exceptions to the
obligation to publish a prospectus. Thus for example, when the offering and sale of
securities is made to a small number of investors (up to 35 investors according to the
regulations)85 or to qualified investors set out in the First Schedule,86 when the offering is
small in size and percentage and to a limited number of investors, 87 when the offering is
through an offering coordinator using crowd funding,88 in case of a general publication
regarding intention to offer securities,89 etc.
The offering and sale of cryptocurrencies to the public may fall under an obligation to
publish a prospectus if it is an offering and sale of securities, and there are no exceptions
to the obligation to publish a prospectus. The question of whether an issuance of
cryptocurrencies is an offering of securities is likely to be complex and dependent on the
circumstances. Cryptocurrencies are innovative instruments technologically and
commercially, with special features that distinguish them from the more familiar securities
that have developed over hundreds of years, like stocks, bonds and derivative
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instruments. The process of offering them is also different from the standard ways capital
is raised in the traditional capital market. Moreover, the public participating in the
allocation is not always defined territorially and it is not always easy to determine where
the offering is being made. Similar to the situation in other countries, these special
qualities pose a knotty challenge to regulators and players in the market who need to
decide if it is a security according to existing laws, which were mostly legislated many
years before the technological developments that made possible the appearance of
cryptocurrencies.
In order to decide whether an offering and sale of cryptocurrencies is an offering and sale
of securities to the public in Israel, and consequently subject to the provisions of the
Securities Law and Securities Authority supervision, the language of the law and its
purpose must be examined. In this part, a preliminary analysis will be presented with the
aim of setting out guidelines on this topic.

The legal framework
Section 15 of the Securities Law prohibits the making of an offering and sale of securities
without publishing a prospectus or draft prospectus, whichever is applicable.
“(a) No person shall offer securities to the public, except by a a prospectus that
the Authority permitted to be published or by a draft prospectus that was
approved and signed as said in Section 22 and submitted to the Authority.
(b)

No person shall make any sale to the public otherwise than by a prospectus
the publication of which the Authority permitted.”

Section 1 of the Law defines the terms "securities" and "offering to the public" as follows:
“Securities” – Certificates issued in series by a company, a cooperative society, or
any other body corporate that confer a right of membership or participation in is or
claim on it, and certificates that confer a right to aquire securities, all irrespective
of registered or to bearer, and exclusive of securities issued by the government or
by the Bank of Israel…”
“Public offering" – An act intended to induce the public to acquire securities; without
derogating from the generality of the aforesaid, it also includes the following:
(1)

The listing of securities for trading on the Stock Exchange
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(2)

A call to the public to make offers for the acquisition of securities”.

In light of the aforesaid, an activity that meets all the following conditions – offering, of
securities, to the public – require the publication of a prospectus which has been allowed
by the Security Authority or of a draft prospectus approved and signed as stated in Section
15 of the Law. A sale to the public of securities must be made pursuant to a prospectus
the publication of which has been allowed by the Authority.

Offering
The Law is concerned with an action intended to motivate the public to purchase
securities. Court judgments have determined that there are various methods of offerings
[and] possibilities of offering securities, including an offering by word of mouth or an
offering via the Internet or other communications network.90
Issuances of cryptocurrencies are made via public or encoded computer networks. In
most cases the offering will contain, among other things, the following actions: (1)
Publication of a Whitepaper describing the main features of the cryptocurrency being
issued or the venture for which it is intended, which will be presented on the issuer's
website and will be accessible to all; (2) Publication and marketing by the issuance
organizers in discussion groups (forums) and in messaging applications; (3) Other
publications or public notifications from the issuers of the currency presenting the digital
wallet to which the proceeds of the issuance will be sent, mostly in another cryptocurrency
such as Bitcoin or Ether, against the new cryptocurrencies.
All these actions or similar ones, directed to the public at large, may be considered as
motivating investors to purchase cryptocurrencies.

Securities
The cryptocurrencies issued in the last few years are not identical to each other, and are
distinguished by a variety of characteristics and features. A main difference between the
currencies is the various rights attached to them: apart from the right to hold or transfer
the currency or participate in mining it, during the past year a growing group of
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cryptocurrencies that confer additional rights on or off the blockchain network on which
the currency is based has developed. This group is called “tokens”.91
In order to decide which currencies are subject to the Law’s application, a distinction has
to be made between three super-groups of cryptocurrencies or tokens currently standard
in the market: (1) Currency Tokens - tokens intended for use as means of payment,
exchange or clearing; (2) Security or Investment Tokens – tokens intended to confer
ownership rights, membership or participation in a specific venture, or rights to future cash
flows from said venture; (3) Utility Tokens – tokens intended to confer access or use rights
in a service or product offered by a certain venture. As we will see later, the decision of
whether a token is a security depends on the circumstances and the true nature of the
transaction, and is not based on label attached to it.92 In general, cryptocurrencies from
the first group (currency) – that is cryptocurrencies intended for use only as a means of
payment, clearing or exchange,not in any specific venture, which do not confer additional
rights, and which are not controlled by a central entity93 - will not be considered securities.
In general, in the opinion of Committee members, despite there being some doubt about
the extent of their utility as a means of payment,94 these currencies will not be considered
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a security, since they do not confer a right to profits, participation, or claim from whoever
issued them to the public. For the removal of doubt it should be noted that this does not
constitute any opinion on the legal status of these assets (specifically in regards to their
definition as “currencies”) from the aspect of other laws (tax, banking and anti-money
laundering laws) of which the Authority is not in charge of their interpretation or
enforcement.
On the other hand, tokens from the second and third groups are not intended for use as
a method of exchange only but confer additional rights. These rights are mostly broader
than the right of ownership in the token, and include, among other things, rights in
connection with a specific venture.95 In the last year, tokens conferring a variety of rights
have been issued, from a right of ownership or membership for profit purposes to a right
to use a service, product, or to use an application or platform brokering between users.
Another material difference between the payment category to the securities and utility
category is the personal factor behind it - in contrast with cryptocurrencies with a
distributed nature, tokens and the venture for which they are intended were by and large
developed by a centralized issuer, sometimes in the preliminary stage when the planning
or development of the service or product had not yet been completed. As we will see later,
the differences in rights embedded in tokens have legal implications that may lead to the
categorization of some of them as securities. The analysis on the possible application of
the definition of a security will therefore relate to the category of tokens (as previously
stated, tokens of the investments and utility type) and not to the cryptocurrencies used as
a means of payment only (subject to the conditions set out above).
The purpose of the discussion that follows will be to present general guidelines on the
question of when cryptographic tokens will be deemed securities. This is in order to
enhance regulatory certainty and make it easier for companies operating in the blockchain
and DLT sector in Israel to operate according to the law's provisions. However, it should

Bitcoin as a means of payment and more description of it as a "digital asset" whose purpose is to maintain
its worth, similar to gold. This does not at this time derogate from the conclusion that it is not a security.
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be clarified that every case needs to be examined on its own merit. The following
discussion does not exhaust the analysis required or the Authority's position with regard
to cases that may be examined in the future.
In general, and as we will explain below, cryptographic tokens can be categorized into
three groups: cases which appear to come under the definition of a security; cases which
do not appear to come under the definition of a security; and cases requiring more precise
investigation before deciding the issue.
We will now examine whether tokens are a security according to the main elements of
the definition in the Law: a. certificates issued in series; b. by a company, joint association
or any other corporation; c. conferring a right of membership or participation or claim from
the corporation.
Certificates issued in series
The court judgments that have interpreted the definition of a security have determined
that the term “certificate” should be broadly interpreted. According to these judgments,
the term does not only relate to a formal document such as a share certificate, and in
principle any document, i.e. a written version, is likely to be included in the definition. 96
Concerning “series”, court judgments have determined that the similarity in the economic
nature of the certificates must be examined. There is not necessarily any identity between
the documents, and small differences in the certificates’ conditions are not sufficient to
remove them from the definition of a series.97
A cryptocurrency is a software code written in a software language and there is nothing
to prevent it from being considered a certificate. Neither does the element of “series” raise
any real question when a large quantity of cryptocurrencies is issued with similar (and
generally identical) conditions.
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Issuance by a company, joint association or any other corporation
This condition states that an issuance of securities must be made by a corporation.
Important in this regard is the distinction mentioned above between cryptocurrencies used
as means of payment only behind which there is no specific entity, such as Bitcoin, and
cryptographic tokens issued by a certain issuer. Cryptographic tokens are generally
issued by an issuing entity – sometimes a company that is developing a product of a
platform and sometimes a group of developers who are not incorporated as a separate
legal entity. If the tokens are issued by a company or other registered corporation, then
clearly the condition is met.
Right of membership, participation or claim
The determination of whether a certificate is a security depends on the package of rights
it confers. Not every right conferred by a certain certificate makes it a security, but only
such as contains one or more of the elements in the definition: membership, participation
or claim. These elements certainly characterize the classic security, such as stocks or
bonds, but the definition was made intentionally broad so that it would apply not only to a
closed list of securities, but also to a variety of possible instruments. At the same time, in
view of the possibilities of conferring rights in various contexts that are in no way securities
(for example, for a sports club conferring a right of membership), it is important to examine
the rights against the backdrop of the Law's objectives. Among other things to be
examined is the purpose of the investment, the nature of the investment, the pertinence
of the securities laws, the existence of alternative special regulation, and the risk potential
not only in the primary market but also in the secondary one.
The characteristics of an investment in a cryptocurrency are affected by the rights
embedded in it. As previously stated, the rights embedded in cryptocurrencies range
between capital rights (ownership in a venture or participation in profits) or obligations
(receipt of payment) akin to the rights in “classic” securities such as stocks or bonds, and
functional rights (access or use of a platform, product or service). As stated, those active
in the sector generally refer to the first category as “security tokens” and the second
category as “utility tokens”. Some of the tokens are somewhere in between those
categories and include joint characteristics of rights in classic securities alongside
functional rights. Whereas there is a consensus that tokens in the security category are
securities, there is no clear categorization of the tokens in the utility category or in the
range between the categories.
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As other authorities in the world have made clear98, a cryptocurrency conferring rights
similar to those in classic securities such as a stock, bond or participation unit, comes
under the definition of a security. This category includes, for example, tokens conferring
rights to participate in income or profits made by the venture; tokens conferring rights to
receive payments, fixed or variable, whether by way of an allocation of additional coins
or by selling coins; or tokens conferring rights of ownership or membership in a venture
whose object is to produce an economic yield.
A cryptographic token that does not have one or more of these characteristics, or confers
only functional use rights, requires a more thorough examination. The broad phrasing of
the definition of a security in the Israeli law seems to allow for tokens that confer functional
rights also to be regarded as conferring a "right of claim" on the issuer. This right of claim
is a right to demand receipt of the product or service from the issuer conferred by the
tokens or to use the platform for which the tokens are intended. Consequently,
cryptocurrencies considered utility tokens may also be included in the definition of a
security in the Israeli law. However, in general, an investor seeking to purchase a product
or service, now or in the future, is not investing in a security and caution should be taken
against over-application of the definition to purchases that are not of a financial nature
and there is no justification in applying the obligation to publish a prospectus to them.
This group includes, for example, the issuance of shopping coupons or club cards
purchased for consumerism, use and leisure. Similar to other consumerist purchases
currently outside the application of the definition of a security, the fact that the service or
product has been “tokenized”, i.e. represented by a transferrable token, should not
change the conclusions of the analysis regarding it – in other words, make the token a
security whenever the purchase is for consumerist purposes. Therefore, when all the facts
point to them having been purchased for consumerist purposes and not for financial ones,
cryptographic tokens will by and large not be considered securities.
However, experience accumulated in the last year has shown that even in the context of
utility tokens, the purchase of tokens sometimes fits the characteristics of an investment
in securities: the purpose of the investment may be a financial yield, in the expectation of
an increase in the value of the coins, and not necessarily (or not at all) with the intention
to actually use them or purchase a product or service with them to use or consume; there
98
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are likely to be significant differences in information between the entrepreneurs and those
managing the body raising the capital and the public of investors; as of today, there is no
special alternative regulation to protect investors in tokens; and tokens can be traded in
the secondary market (in the last few years many trading platforms have developed in the
world creating a secondary market for all intents and purposes in cryptocurrencies).
These tokens express a hybrid investment combining financial, consumerist and
monetary aspects, in which the traditional borders are blurred between the capital market,
the products market and the money market.
The main difficulty in defining a security is therefore in connection with tokens which
combine hybrid elements of investment and use, i.e. that on the one hand are intended
to provide the opportunity to use a service or platform, but on the other hand, are in most
cases purchased with the expectation of profits by an increase in value. In tokens of that
kind, the mere conferring of a functional right will not necessarily remove them from the
definition of a security.99 In light of the complexity of the subject and the absence of any
decision by other authorities in the world about when a utility token will be considered a
security, the categorization of these tokens, as for any other product about which there is
doubt regarding the application of the Law to it, will be made according to the totality of
characteristics and circumstances against the backdrop of the Law's objectives.
Without derogating from the aforesaid, Committee members consider that in the context
of the examination of the definition of a security with regard to a utility token there will be
room to consider, among other things, the following characteristics: (1) the object of the
investment in the eyes of the purchaser of the token; (2) degree of utility (functionality) of
the token at the issuance stage, i.e., the extent in which purchasers of the token can use
it for the purposes for which it was intended;100 (3) the entrepreneur’s representations and
undertakings, including an assurance of achieving a financial yield and creating a
secondary market, and considerable efforts to create a secondary market after the issue.
In the context of that examination, it has to be seen whether the nature of the service or
product embedded in the token changes as a result of its issuance, i.e., from conversion
of the service or product into an intangible asset that can be sold in the secondary market.
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In summary, the issuance to the public of a token that is considered a security is subject
to the obligation to publish a prospectus. The determination of whether a token comes
under the definition of a security will be made according to the totality of characteristics
and circumstances described above. A corporation seeking to issue a token to the public
must check whether the token is a security and if its issuance is subject to the obligation
to publish a prospectus.
A separate issue is whether a public company listed in Israel is entitled to issue tokens to
the public in light of the equal voting rights principle in a public company. 101 Section 46B
of the Law prohibits the Stock Exchange from listing shares in a company that has only
one class of share (apart from exceptions such as preferred stock). Therefore, a company
that does not have only one class of shares that confer equal voting rights relative to their
value will not be able to be listed. This arrangement may prevent a public company issuing
a token if that token comes under the definition of a security, and if that token is a share.
Until now we have discussed whether a token is a security for the purposes of the
application of Section 15 of the Law, whether it is a share, or whether it comes into the
category of a bond or other security. This subject merits a separate discussion according
to situations that may occur in the future. However, without completely exhausting the
topic, Committee members consider that for the purposes of Section 46B the term “share”
should be interpreted in a restricted way so as not to apply to every token that is a security,
but only to currencies conferring a voting right, right to a dividend, or residual rights if the
company is liquidated.102 The issuance of a currency that does not confer one of those
101
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rights is not restricted pursuant to Section 46B of the Law. Alternatively, in certain
circumstances, it may be possible to test whether a token that does not confer one of
those rights is like a preferred stock without a voting right, whose issue does not clash
with the principle of equal voting rights.

Public
The term public has no positive definition in the Law and we can learn what it covers from
exceptions determined in law. Among other things, an offering or sale to qualified
investors as defined in the First Schedule, or to investors the number of which does not
exceed the number determined in the Regulations, is not an offering or sale to the public.
The main question in connection with cryptocurrencies concerns the territorial application
of the securities laws. In the past, Section 40 of the Law stated that the obligation to
publish a prospectus would also apply when the shares of a corporation registered in
Israel are offered to the public outside Israel. This section was repealed by Amendment
No. 20 to the Law. Since the Amendment, Israeli law has applied to any issuance offered
to the public in Israel and not to an offer made to a public outside Israel. The registration
and incorporation location of the corporation is not therefore a deciding factor in the
examination of whether the offer was made in Israel.
The Authority staff has previously published its position on the question of how to appoint
offerees pursuant to Section 15A(a)(1) of the Law when the issuance is made in Israel
and outside Israel at the same time:103 In that context, it was determined that the nature
of the characteristics of the issuance and of the offerees, and their connection with Israel
should be examined.
An examination of the characteristics of an offering with a connection to Israel will include,
for example, identifying the location where the marketing and sale operations are actually
being carried out, either using the Internet or similiar services, or at investors’ conventions
or private meetings; the language of the offering or the marketing; the languages in which
the issuance and sale documents are written, etc. The characteristics of an offeree with

explaining precisely which rights will constitute a share. The accepted opinion is that a share embodies a
right of ownership in a corporation, including three main rights: the voting right, the right to a dividend and
a residual right on liquidation.
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a connection to Israel will be examined according to its place of residence, place where
most of its assets are managed, etc.
Due to the distributed and autonomous nature of the sector, issuances of distributed
cryptocurrencies are not generally directed at the public in a specific country, but at
investors from many countries. However, due to the desire to prevent a breach of the
securities laws in a certain country, it is not rare to see offerings in which citizens or
residents of a country, concerning which there is no certainty that the issuance is in
compliance with the law’s demands are blocked from buying tokens.
Similar to an offering of other securities, an offering of tokens that constitute securities
will not be considered an offering to the public in Israel if its characteristics show that it is
not intended for the public in Israel. Without derogating from the generality of the
aforesaid, the main characteristics likely to show this are that the language of the issuance
is not Hebrew; the language of the actual issuance and sale documents is not Hebrew;
no marketing of an issuance has been made to investors in Israel (through the Internet,
by telephone, or using any other means); the organizers of the issuance are not soliciting
the public in Israel, including by holding investors’ conventions or private meetings
intended for investors in Israel.

Recommendations
Committee members consider that the regulation of cryptocurrencies under the securities
laws requires special tailoring. The concern is twofold: of over-application and of underapplication. On the one hand, one must beware of a situation in which every issuance
of currencies, even if it expresses a product or a service with real value, will be subject to
the obligation to publish a prospectus – a demand that imposes considerable financial
costs and broad legal liability on the issuer. It should be remembered that the ISA doesn’t
work in a vacuum, and a firm approach that puts it among the strictest of the world’s
regulatory authorities with respect to ICOs would likely lead to entrepreneurs avoiding
issuances in Israel so as not to risk breaking the local law.
On the other hand, the scenario cannot be ignored in which currencies that are not
considered a security according to the existing law may include some of the
characteristics of a security, chief among them the existence of an unregulated tradable
market in which negative phenomena are likely to cause damage to the public of investors
by exploiting differences in information and deceit. Too wide a loophole is therefore to be
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avoided, one that will allow financing to be raised from the public while circumventing the
duties of disclosure and information, merely due to the use of a new technology.
These concerns demand a balanced approach that brings together conflicting interests
of encouraging innovation and protecting the public. A number of ways must therefore be
examined of designing a proper regulatory framework for the issuances of
cryptocurrencies. This policy is intended to encourage ventures to offer tokens to the
public in a number of supervised tracks that will provide a safe harbor against a breach
of the obligation to publish a prospectus, thus ensuring sufficient disclosure and
information requirements for the public of investors.
Given the early and preliminary stage of many DLT ventures, it is worth considering the
integration of these issuances in special capital raisings tracks, intended for small and
medium entrepreneurs or research and development companies at early stages. Some
of these tracks have already been approved in law and in regulations, and some are still
at a formative stage in the Authority. These tracks, which allow corporations to raise
money from the public while complying with lenient regulatory demands, may provide a
reasonable solution to the issuances of cryptocurrencies in Israel over the next few years.
Moreover, Committee members recommend considering making certain changes in them
in order to tailor them to the characteristics of this activity.
Taking this approach, Committee members recommend investigating the integration of
issuances of cryptocurrencies using these tracks and examining the following changes:
*

Lenient regulation on making an offering to the public in limited quantities
(similar to "Regulation A+” in the United States) – To enshrine in legislation a
framework that allows money to be raised from the public in limited quantities,
subject to a adjusted regulatory regime. According to the possible framework, a
company offering securities to the public in limited quantities and with each
investor limited to a certain amount, without listing them on a stock exchange, will
not be required to publish a standard prospectus, but will be subject to the
obligations of disclosure and of corporate governance.

*

Crowdfunding – In 2015 the Securities Law was amended with the aim of
regulating the model of crowdfunding, which will enable small and medium-sized
companies and research and development companies to raise financing from the
public in limited amounts using special internet portals (offering coordinators). The
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Finance Committee recently approved regulations regulating the activities of the
platforms and the Authority’s supervision A special supervisory system was set up
in the Authority over the platforms’ activities. As of today, the regulation limits the
amount that may be raised to six million Shekels (NIS) in an issuance and limits
the amount a single investor can invest. Committee members recommend
imposing this limitation on recruiting investors in Israel alone and not on capital
raising in general.
*

Regulatory sandbox - A special program for financial technology companies
(Fintech) at early stages, including close regulatory monitoring alongside
regulatory easing for a limited period, both within the limits of its powers and by
taking part in a Ministry of Finance initiative to set up this program with
interdepartmental cooperation. This framework on the one hand allows ventures
to make a pilot, to familiarize themselves with the regulation, and to adjust
themselves to it, and on the other hand allows the regulator to investigate how the
ventures are being managed during that period, to study the sector in depth and
to examine the development or tailoring of regulation to allow efficient supervision
of the sector. Committee members recommend allowing companies seeking to
issue tokens that are securities to join this framework.

*

Mechanism for relying on foreign law on ICOs – An examination of the
possibility of implementing a reliance mechanism similar to the “dual listing”
mechanism in token issuances. This will allow an issuance of tokens to the public
in Israel subject to the regulatory framework of a foreign regulator in a jurisdiction
whose laws ensure the protection of the public of investors in Israel.104 This
recommendation rests on the understanding that the sector has a global and cross
countries nature and that issuances of currency to the public can occur
simultaneously in a number of centers in the world.

*

Special disclosure regime – Tailoring the disclosure requirements to the special
characteristics of these offerings. The disclosure tailored to currency issuances will
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of investors) determines that a token is not a security according to domestic law and exempts a company
from the prospectus obligation, it may be possible to rely on that and determine that the token is not a
security also according to Israeli law.
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contain financial and consumerist information in a language accessible and
understandable to the public at large, with emphasis on, among other things, cyber
security threats, information on the development team, software protocol, rights
embedded in the currency, future plans to upgrade the platform, and other
information required for the purposes of making an educated decision on
investments of that kind.
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The application of an additional legal framework under
the securities laws
Apart from the question of whether the issuance of a cryptocurrency is an issuance of a
security, questions arise with regard to the application of an additional legal framework
under the securities laws. In this context, a short review to complete the picture will be
presented below. This section does not include recommendations for the creation of a
new regulatory framework from those aspects, but the public is invited to comment on this
as well.

Registration of a trading and clearing platform in the
Securities Law
Trading platform license
Chapter 7"c" of the Securities Law regulates the activities of a platform trading to its
own account (hereinafter – “trading platform”). Section 44M(a) of the Law states that “
No person shall run a trading platform, unless he holds a platform license and in
accordance with the conditions of the license ”. Section 44O(a) of the Law states
that “No person shall make an offer to trade on a trading platform, unless the platform is
run by a company that has a platform license or by whoever is allowed to run a trading
platform without a license under the provisions of section 44DD. .”
“Trading platform” is defined in Section 44L of the Law as one of the two following
categories:
(1)
A computerized system through which a person buys from his clients financial
instruments for his own account or sells financial instruments from his own account to
his clients in an organized, frequent and systematic manner, other than a system in
which all the bought or sold financial instruments are financial instruments, the
conditions of which are determined by direct negotiations between the parties to the
transaction ;
(2)
computerized system that enables the client to trade by the means of a
system said in paragraph (1);”
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The first category in the definition concerns those platforms dealing to their own account
and the second category extends the definition to entities that provide an opportunity to
trade on those platforms. Thus for example, included in the second alternative are
computerized systems used to provide brokerage services that allow the reception and
transmission of customers’ instructions to buy or sell a financial instrument on the trading
platform (included in the first category of the definition) or the execution of instructions to
buy or sell a financial instrument on such trading platform on behalf of customers.105 The
definitions show that the purchase or sale of financial instruments is fundamental to the
definition “trading platform” and when no financial instrument is involved it is not a trading
platform the operation of which requires a license as previously stated.
A financial instrument is defined in Section 44K of the Law as follows:
“Any one of the following:
(1) Securities as defined in Section 1;
2) Securities issued by the government or the Bank of Israel;
3) Units of a closed fund as defined in the Joint Investments trust Law;
4) Agreement or arrangement the value of which derives from the value of
currencies, commodities, interest rates, exchange rates, indexes, or other
financial instrument;
5) Any other financial instrument determined by the Minister of Finance, on
the Authority’s proposal or after consultation with it and with the approval
by the Knesset Finance Committee;”
In the explanatory notes to the bill, the following was said on the topic:
“It is therefore proposed to determine that the term ‘financial instrument’
should include all types of financial instruments that may customary be traded
on the trading platforms. The proposed definition includes all types of financial
instruments, even those who were excluded from section 1, and the variety of
options and other derivatives generally traded on the platforms, including the
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foreign currency derivatives in particular (such as Rolling Spot Contract,
Contract for Differences Futures, and others). The proposed definition includes
all the types of financial instruments currently traded on the trading platforms
and is broadly worded with the expectation that it will include any new financial
instrument that may be traded on the trading platforms. However, since it is
impossible to predict every possible scenario, and in view of the fact that new
types of financial instruments are offered from time to time, it is proposed to
empower the Minister of Finance to extend the definition of a ‘financial
instrument’, on the Securities Authority (hereinafter – the Authority)
recommendation and in consultation with it and with the approval of the
Knesset Finance Committee.”.
As is shown by the explanatory notes, the fourth category in the definition of a
“financial instrument” is intended to apply to trading in agreements and arrangements
derived from the value of currencies, commodities and other underlying assets, and
not to real trading in the underlying assets themselves. Thus, the legislation is not
intended to regulate money-changing services of the currencies themselves, but to
trading in financial instruments derived from the currencies. The question of whether
an agreement to buy or sell the underlying asset is a financial instrument derived from
the value of the underlying asset is raised whenever the underlying asset is not
physically transferred to the buyer immediately on closing of the transaction. Then,
the agreement itself may become the object of the trading between the parties, other
than the underlying asset.
The background to regulation was the global development of an Internet platform
sector enabling its customers to trade in different types of financial instruments
(foreign currency contracts, indexes, shares, commodities, etc.). The trading
platforms sector is characterized by a serious conflict of interests between the
platform and its customers. The seriousness of the conflict derives from an inherent
difficulty, created from the very definition of a company as one that buys from its
customers to its own account or sells to its customers from its own account. The
conflict of interests is more serious when the company does not hedge its exposures.
The profitability of such a company will increase in proportion to its customers' losses.
The main objectives of regulating the trading platform are to reduce conflicts of
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interest in the sector, maintain the honesty and trustworthiness of the trading
platform, and protect retail customers.
Territorial application – In the explanatory notes to the bill, it is stated in the
territorial context that "the license will be required whether the platform is
managed within the borders of Israel, for example by creating a representation
in Israel, clearing transactions in Israel, or installing hardware in Israel, or
whether a foreign platform approaches the Israeli public, for example by
creating a Hebrew user interface, advertising in Israel, communicating directly
with Israeli institutional bodies, etc."
The Authority has already made it clear that a trading platform activity directed at
customers in Israel requires a license pursuant to the Securities Law, even if the
trading platform does not have representation in Israel and is not installing hardware
in Israel. This is because the object of the Law is to protect the public in Israel which
is being invited to engage in activities on a trading platform, and it does not matter if
the invitation is coming from a platform in Israel, a platform abroad, or an intermediary
referring the public to one of them. On the other hand, a platform approaching
customers outside Israel only, and which does not enable access to the platform to
customers in Israel, is not subject to the Law’s application, even if it is managed
wholly or partly in Israel.106

Stock exchange license
In the Amendment to the Law dealing with a change in the structure of the Stock
Exchange,107 (hereinafter – “Amendment 63"), changes were made with regard to
the licensing requirement for a stock exchange. A stock exchange is currently defined
in Section 44EE as a “company that has obtained a license to set up and manage
a securities trading system pursuant to Section 45”. Section 45(a) states that “no
person may open or manage a securities trading system except under a license
given to him according to this clause (in this law – “stock exchange license”)”.
Therefore, the fundamental definition of an entity the setting up of which requires a

106

See legal staff opinion on the territorial application of Amendment 42 to the Law dated 01 March, 2015,

published on the Authority’s website. With regard to binary options, an amendment to the Law was recently
published which determines a prohibition also on approaching customers outside Israel only.
107

The Securities Law (Amendment No. 63), 5777-2017.

88

stock-exchange license is anchored in the definition of the term “securities trading
system” in Section 44EE, which is worded as follows:
"A multilateral system with which trading in securities is conducted, by
bringing together buy orders and sell orders of securities and facilitating
transactions between buyers and sellers of securities, acting without
discretion, according to pre-determined rules”
One of the fundamental elements in the application of the definition is the definition
of a “security”, which includes the financial instrument previously mentioned, and in
the following words:
“’Security’ – Including securities that are not included in the definition in
Section 1 and which are financial instruments as defined in Section 44L”.
Concerning the transaction facilitating element, we would mention that the intention
is not to the execution of the transaction in terms of clearing, which is by nature a
post trade service, but to the fact that stock exchanges are characterized in that they
establish an infrastructure for engaging in a binding transaction between sellers and
buyers of securities, and between the parties there is a binding agreement, from a
legal aspect, to buy or sell a security. Note that the clearing and settlement processes
are part of the closing of a transaction, and are for the most part executed by clearing
houses and not by stock exchanges.108
The main objectives of the Law in connection with the licensing requirement of
stock exchange activities are to protect the public of investors and to maintain the
stability of the stock exchange, and the propriety and fairness of trading in it. These
objectives can be gathered from the provisions of the Law dealing with a stock
exchange and with the existing comprehensive regulation in the Stock Exchange’s
articles of association, and with the directives issued under it. The regulation is
concerned, among other things, with topics such as the requirements with regard to
the management of a stock exchange, organizational requirements and rules of
corporate governance, rules of approach and eligibility conditions for members,
members’ obligations to customers, permitted areas of activity, transparency, listing
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for trading, trading on and off the stock exchange, commissions, enforcement, and
the stability of the Stock Exchange. This comprehensive regulation shows the great
importance of supervising the Stock Exchange and its proper and fair conduct. 109
Regarding this it should be mentioned that Stock Exchanges are of great importance
to the capital markets by creating a secondary market that allows trading in securities
and so contribute to an increase in the investments; the transparency of the
information on trading, supply and demand is so important; the regulation also shows
that one of the objectives concerns the considerations of opening the market to a
variety of participants.
Territorial application – The technical developments allow for the existence of stock
exchange activities in a certain place, even if physical presence in that place is
marginal, and even if there is no physical presence at all. Therefore the tests for the
existence of a stock exchange activity cannot be based on the physical location of
the stock exchange when it is accessible to investors through Internet-based
information systems. On the other hand, the application of Israeli law clearly needs
to be restricted to stock exchange activities related to Israel, as distinct from stock
exchange activities worldwide and essentially supervised by foreign regulators. In
light of the aforesaid, in order to test the existence of a stock exchange activity
according to the law’s objectives, the various linkages of that activity with Israel and
the investors in it must be examined. The mere existence of foreign supervision is
not a substitute for the requirements of domestic law and the supervision under it,
and therefore international activities of stock exchanges require in most cases
licensing in every country.
An example of an activity that links a foreign stock-exchange to Israel is a stock
exchange's solicitation of Israeli investors, which links the stock exchange to Israel.
Another example relates to activity using Israeli stock exchange members – in a
preliminary question submitted to the Authority staff in the CMEG case,110 a group of
stock exchanges wanted to approach Israeli bodies acting in Israel and offer them to
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be members on them or clearing members on them and to trade on them or perform
clearing and settlement using them. In reply to the preliminary question it was stated
that subject to certain conditions licensing as a stock exchange in Israel is not
required. Similar conditions were determined for other stock exchanges in Israel,111
these being the main ones:
a.

The activity in Israel is limited to qualified end investors trading only for
themselves; for this purpose, qualified investors – investors included in the First
Schedule of the Securities Law, provided they are not individuals.

b.

Marketing activity will not include making contact or soliciting

investors not

listed in paragraph a. above. The marketing activity will be directed only at
those listed in paragraph a. above after they have been indetified as such, and
will not include, among other things, any public marketing activity, including
advertising in the media with regard to stock exchanges.;
c.

The services offered to Israeli investors will include trading in financial
instruments offered and traded abroad, and will not include securities traded
on a stock exchange in Israel or derivatives of these securities, apart from the
securities of dual Israeli corporations traded in Israel and abroad;

d.

The activity in Israel will constitute only a small porportion of the overall activity
of the stock exchanges, none of their activities will be offered to investors in
Israel (for example, trading in a certain financial instrument) that is not
supervised by one of the bodies supervising the stock exchange, and the stock
exchange will have no activity specially directed or tailored for Israeli investors,
and

e.

All the orders origintatin in Israel will be matched cleared and settled on stock
exchange systems outside Israel; transactions between customers located in
Israel will not be netted in Israel.

As part of Amendment 63, Section 49A was added to the Law, stating that “(a) No
one may approach a person in an offer to provide trading services in securities
using a securities trading system, unless the system is managed by a stock
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exchange. (b) Notwithstanding the provisions of subclause (a), the Authority chair
may allow a person to approach a person in an offer to provide trading services in
securities using a securities trading system managed by a stock exchange outside
Israel as defined in Section 35AD, on the conditions that may be determined, if he/she
has found that it does no damage to the interests of the public of investors in Israel.”

Clearing house license
As part of Amendment 63, clause C. was added to Chapter 8 dealing with a clearing
house. Section 50A(a)(a1) states that “no person may open or manage a clearing
system except under a license given to him pursuant to the provisions of this clause.”
“Clearing system” is defined in Section 44EE of the Law as one of the following:
(1) A central system used to clear transactions in securities;
(2) A system providing central securities depository services for securities for
which a transaction has been completed for the first time;
(3) A system used by a central counterparty in securities transactions;
For this purpose, ‘central counterparty’ in a securities transaction – an
entity assuring the parties to a securities transaction that it will be
completed, among other ways by providing a guarantee.”
“Clearing” of a transaction in securities is defined in Section 44EE as the “transfer
of a security or transfer of payment for it in accordance with a securities
transaction.” The abovementioned definition of securities with regard to a stock
exchange also applies in the case of the definition of a clearing system, That is, it
includes a financial instrument as defined in Section 44L.
The first item in the definition of a clearing system expresses the function of the
clearing system in the clearing sector, i.e. the implementation of a security deal, as
distinct from making the deal itself. It also expresses the fact that this is a type of
payments system that facilitated the transfer of securities or payment for them or the
transfer of both of them. The second item in the definition of a clearing system
expresses the standard mode of operation of a clearing system that manages central
depository services and accounts at the top of the depository chain. Thus for
example, a clearing system manages accounts for clearing house members, who for
their part provide depository services to their customers. Ownership in securities is
transferred by crediting and debiting the securities account of clearing house
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members managed in the clearing systems. The third item relates to another function
of some of the clearing houses that perform a function of a central counterparty
(CCP), and so reduce the counterparty risk of the clearing house members. The
principle of centralization returns in all elements of the definition and serves
as a general characterization of the activities that come under the definition.
The main objective of regulating a clearing house licensing requirement is to maintain
the stability of the clearing house, the reliability of the clearing process and its
continuance. Clearing houses used as a CCP can be useful in reducing contagion in
the event of the collapse of a financial body. The reliability of the clearing and
depository service are vital to trading in securities.
In light of the broad language of the definition, broad authority is determined in
Section 50A(a8) for the Authority chair, with the Ministry of finance consent, to exempt
an entity that may come under the definition from the application of the licensing
requirement. Thus the section states that: “If the Authority chair considers that
there is no damage to the interests of the public of investors, he/she may, with
the consent of the Minister of Finance, exempt a particular company requesting
a clearing house license from all or some of the provisions pursuant to this
section, and stipulate the granting of said exemption on conditions.”
The application of the licensing requirements for the trading and clearing
platforms to distributed cryptocurrencies.
The issue of the licensing requirements for a “trading platform”, “securities trading
system” (requiring a stock exchange license), and a “clearing system” (requiring a
clearing house license) on activities in cryptocurrencies derives to great extent from
the application of the definition of a “financial instrument" in Section 44L of the Law
on these currencies. This is because a trading platform is defined in relation to
activities in "financial instruments" and because the definition of “securities” in
Section 52 of the Law, relevant to the definitions of a “securities trading system” and
“clearing system", also refers to the definition of a “financial instrument” in Section
44L of the Law.
As stated in the previous sections, there is a material difference between
cryptocurrencies that do not confer additional rights beyond the right to hold them, to
transfer them, or to participate in mining them, and can be used principally as a
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means of exchange (like Bitcoin and Litecoin), and “tokens” that confer rights
additional to those.
The first category in the definition of a “financial instrument” deals with securities as
defined in Section 1 of the Law. As for cryptocurrencies which are found to be
“securities” for the purposes of Section 1 of the Law, then an activity on them that
has all the other elements of a “trading platform” will require the bodies operating
these platforms to have a trading platform license; and an activity on them that has
all the elements of the definition of a “securities trading system” or “clearing system”
will require the bodies operating these platforms to have a stock exchange or clearing
house license, whichever is applicable.
The fourth category in the definition of a “financial instrument” applies to “an
agreement or arrangement the value of which is derived from the value of
currencies, commodities, interest rates, exchange rates, indexes, or another
financial instrument”. As previously stated, it is intended to apply to trading in
agreements and arrangements derived from the value of currencies, commodities
and other underlying assets, and not on the real trading in the underlying assets
themselves. Thus, the legislation is not intended to regulate the money changing
services of the currencies themselves, but to apply to trading in financial instruments
derived from the currencies. The question of whether an agreement to buy or sell the
underlying asset is a financial instrument derived from the value of the underlying
asset arises whenever the underlying asset is not physically transferred to the buyer
immediately on closure of the transaction. In this case the agreement itself may
become the object of the trade between the parties, as distinct from the underlying
asset.
In general, the cryptocurrencies and the tokens will not themselves fall into the fourth
category in the definition of a “financial instrument” and the key question for our
purposes is whether the agreement or arrangement the value of which is derived from
the value of the cryptocurrencies themselves will be deemed a "financial instrument"
as defined in the law. It should be noted though, that in some cases the
cryptocurrencies, through a "smart contract" mechanism, may portray by themselves
an agreement or arrangement the value of which is derived from the value of other
underlying assets, and sometimes derived from other cryptocurrencies. In such
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circumstances these cryptocurrencies may themselves be considered to be financial
instruments of the kind included in the fourth category of the definition of a "financial
instrument", and this dependent on the question of whether they are derived from
underlying assets included in the terms "currencies”, “exchange rate”, “commodities",
and "indexes" listed in this category.
The terms "currencies”, “exchange rate”, “commodities", and "indexes" are not
defined in the law.
Financial instruments whose value was derived from Bitcoin were recently launched
in a number of stock exchanges in the United States. Thus, future contracts on Bitcoin
were recently launched by the CME Stock Exchange in Chicago which is a large and
well established stock exchange for future contracts and commodities in the United
States, supervised by the competent authority in the United States, the Commodity
Futures – Trading Commission (henceforth – the “CFTC”). The CFTC declared in
2015 that Bitcoin and other cryptocurrencies are deemed commodities as defined in
the Commodity Exchange Act (1936).112 That act enshrines, among other things, the
supervisory power of the CFTC with regard to futures contracts, options, contracts
derived from commodities, contracts leveraged in a foreign currency and
commodities, the requirement for licensing of intermediaries providing services in
respect of them, and gives the CFTC certain powers with regard to trading in
commodities themselves.
From the perspective of the purpose of regulation - there is no reason to distinguish
between an agreement whose value is derived from a cryptocurrency (including a
token) and an agreement whose value is derived from other currencies, commodities,
securities, or exchange rates for the purposes of the need for licensing and regulation
of bodies offering trading and clearing services in it. In both cases the object of the
trade between the parties is not the underlying asset itself, but a financial agreement
between the parties whose value is derived from the underlying asset. Thus for
example, the risks inherent in a futures contract or a contract for differences on
Bitcoin are no less than the risks inherent in a futures contract on other currencies,
commodities, or exchange rates, and by and large the risks are greater. There is
therefore no justification for a trading platform offering trade in agreements whose
112
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value is derived from Bitcoin not being subject to supervision and regulation of a
platform trading on own account, whereas trading platforms offering trade in
agreements whose value is derived from other currencies, commodities, or exchange
rates will be subject to said licensing and regulation. Similarly, there is no justification
for a securities trading system or clearing system that offers trading or clearing
services in agreements whose value is derived from Bitcoin not being subject to the
supervision and regulation applying to said systems that offer services in agreements
the value of which is derived from other currencies, commodities, or exchange rates.
From the fact that the terms currencies, exchange rates, and commodities are not
defined in the Law, and also from the explanatory notes and the legislative
background to the enactment of definition of a "financial instrument" in the Law, it can
be seen that the legislator’s intention was to give a broad meaning to these terms
and that there is no room to give these terms a strict and narrow interpretation. It
seems that the term commodities needs to be given a broad meaning applying to
products that are generally considered to be commodities in the financial markets,
whether they are tangible or intangible.

Application for our purposes –
a. If the cryptocurrencies, including tokens, are categorized as securities as
defined in Section 1 of the Law, then they themselves are considered
financial instruments. Moreover, it is clear that an agreement or
arrangement derived from them comes within the fourth category in the
definition of a “financial instrument”, Including, among other things,
underlying assets that are “another financial instrument”.
b. In the Committee’s opinion, from the point of view of the purpose of the law
and its wording, agreements whose value is derived from cryptocurrencies,
including tokens which are not categorized as securities for the purposes
of Section 1 of the Law, will generally be included in the fourth category in
the

definition

of

a

"financial

instrument",

either

because

these

cryptocurrencies are considered a currency or commodity or because their
nominal value can be seen to derive from the value of an exchange rate. For
the sake of legal clarity and certainty it is proposed to enshrine this also in
the Minister of Finance’s determination by virtue of the power determined
in Section 44L(5) of the Securities Law.
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c. The categorization of a product as a security or financial instrument does
not mean that it will necessarily be approved for trading on the various
trading platforms, including the Stock Exchange. This will be examined
under the Authority’s power to determine the types of instruments that may
be traded using the platform and to approve the platform’s articles of
association according to Sections 44M(d) and 44R of the Securities Law,
and under the powers of the Stock Exchange and the Authority with regard
to the Stock Exchange’s articles of association, determined, among other
things, in Section 48 of the Securities Law. This examination will be made
according to the circumstances of each product and any developments
there may be in this dynamic sector in Israel and globally.

Topics for discussion
As mentioned, this chapter does not include recommendations on the creation of a
new regulatory framework, though the public is invited to comment also on these
aspects. The Committee would like to get the public’s opinion on the question of
whether there is room to create a designated regulatory framework for a designated
platform trading in cryptocurrencies (either as a decentralized or centralized
platform), subject to an examination whether adjustment needed to the regulation.
The Committee would also like to get the public’s opinion on the question of whether
there is room to apply some of the regulation in the Securities Law on trading and
clearing platforms that provide services in cryptocurrencies that have been deemed
not to be included in the definition of a security in Section 1 of the Law according to
the tests mentioned in the section dealing with an issuance to the public, or not to be
included in the definition of a financial instrument. Thus for example, whether there
is room to subject bodies similar in nature to trading platforms, to securities trading
systems, or to clearing systems defined in the Securities Law, which provide services
in these investment products, to regulation in the Securities Law subject to an
examination of the need for additional tailoring of existing regulation. Additionally,
whether there is room to apply future regulation on the category of a broker – dealer
on the provision of services in these investment products.
It should be noted that raising the possibility of considering subjecting the activities
described above to the application of the Securities Law does not testify to the
Committee considering that there is room to create a regulatory framework that will
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make investments affecting cryptocurrencies accessible to the public at large or will
direct the public to these investments in a supervised framework. The question
concerning the proper extent of exposure for the public needs to be examined in
accordance with developments and insights gained in light of developments in the
international arena and in Israel.
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Application of the Joint Investment Trusts Law
A mutual fund is a product intended to allow the public at large to benefit from
professional management of its money at low cost through joint investments in
securities and joint profit making from their holdings and from any transaction in
them.113
The mutual fund is based on an agreement between a fund manager and a trustee.
The fund is a closed collection of assets; its assets are given in trust and managed
with powers of attorney by the fund manager for the benefit of the investors. The fund
is composed of units each of which confers an equal right on its holder in the fund’s
assets and profits.
A mutual fund is subject to the provisions of the Trusts Law that deals with various
aspects, such as disclosure requirements, investment rules requiring distribution of
investments and a limitation on the permitted exposure, various requirements
regarding equity capital and insurance, rules of corporate governance, professional
qualifications of office holders and employees, etc. To act as a trust manager requires
the Authority’s approval, and the publication of a prospectus is also required in order
to make an offering of the trust’s units to the public.
Section 2 of the Trusts Law states that the provisions of the law will apply to any
arrangement the purpose of which is joint investment in securities and profiting from
them, and which are not regulated under any other law.
In subsection (b) of that section, an exemption from application of the provisions of
the law is determined if two cumulative conditions are met:
(1)

The number of participants in said arrangement does not exceed 50;

(2)

The public has not been solicited.

The Law also allows mutual funds to invest in options and futures contracts as defined
in Section 64(b) of the Trusts Law as securities:
“Option” - is defined as an undertaking that gives its purchaser the right to buy or to
sell the underlying asset at the realization price, or to receive the differential between
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the realization price and the value of the underlying asset, all at times and on terms
specified in the option;
“Futures contract” – is defined as an undertaking to deliver or to accept in the future
Stock Exchange rate differentials, index differentials, interest differentials, an asset
or the price of an asset, and that in the quantity, on the date and on the terms
specified in the undertaking.
The Trusts Law was recently amended to include a supervisory framework
appropriate for exchange traded notes (hereinafter: "ETN") in Hebrew "Teudot Sal",
and these will become exchange traded funds (hereinafter: "ETF") in Hebrew "Kranot
Sal". As part of ETF amendment 114, the application of the Law was extended to
include “an arrangement of the type the Minister has determined that its object is a
joint investment in currencies and joint profit making from holding them and any
transaction in them”, and with regard to debt instruments whose yield is derived from
commodity prices (see more on this below).
The ETNs are used as a major investment instrument for investors seeking to track
the asset being tracked, both investors from the public and institutional investors. An
asset being tracked can be a securities index (such as the TA-125 Index),
commodities (such as gold), currencies (such as the U.S. dollar), a combination of
assets and such like. These days the ETNs are a type of debt instrument offered to
the public pursuant to the Securities Law.
The ETNs amendment aims to change the regulatory regime applying to ETNs from
regulation pursuant to the Securities Law as debt instruments to regulation pursuant
to the Joint Investment Law, as mutual funds whose units are listed on the Stock
Exchange and are a supervised product, basically similar to the standard ETF
abroad. The Israeli ETF will be called "Keren Sal" in Hebrew (literal translation:
"basket fund").
The ETFs will be trust funds that track the profit from the asset tracked, but like every
fund, and unlike the ETNs which undertake to achieve the yield of the asset being
tracked, the ETNs do not guarantee the yield of the index, but return the actual yield
(best effort). Another important difference is that the assets in the ETNs supporting
114
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the undertaking and their profits belong to the issuer, whereas in a ETF the assets
belong to the owners of the units and are held by a trustee.
In light of the change expected in the near future, following which the ETNs sector
will cease to exist, this report will not address the subject of the possibility of exposure
to the cryptocurrencies through ETNs or the regulation required of the ETNs
instrument in connection with cryptocurrencies.

Direct investment of mutual funds and ETFs in cryptocurrencies
As previously stated, Section 2 of the Trusts Law states that the provisions of the law
will apply to any arrangement the object of which is a joint investment in securities,
including options and futures contracts and profiting from them, which is not regulated
pursuant to any other law.
As set out in detail in this document, there is a wide range of types of
cryptocurrencies. Some of them are securities for all intents and purposes, whereas
other currencies are too complex to determine if they are a security or some other
asset. The application of the Trusts Law to joint investments in cryptocurrencies can
be tested in light of the following guidelines:
a. As a rule, an arrangement the purpose of which is a joint investment in a
cryptocurrency which is a security as defined in Section 1 of the Trusts
Law, comes under the application of the Trusts Law in principle, in the
absence of any other law regulating that kind of joint investment.115
b. An arrangement the purpose of which is a joint investment in a
cryptocurrency which is not directly a security will not be included in the
application clause, and therefore the Trusts Law in its present form does
not apply to it.
Notwithstanding the aforementioned, it is not possible, in practice, for a mutual fund
to directly invest in a cryptocurrency of any kind (a security or not a security) due to
various restrictions imposed on the management of a fund pursuant to the law. The
main restriction being the directive specifying which assets may be purchased and
held in a fund. In Section 59 of the Trusts Law a closed list of assets that a fund
manager may hold in a fund is defined: securities and foreign securities listed on a
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stock exchange (subject to a few exceptions), options, futures contracts, foreign
currency (defined as a currency that is legal tender in a certain country and is not
Israeli currency), cash and any other asset the Minister of Finance has specified in
the Regulations, subject to the conditions and at the rates determined. A stock
exchange is defined as “a stock exchange as defined in the Securities Law" or "a
stock exchange outside Israel that has been given permission by a competent
authority pursuant to the law of the country in which it is operating”.
According to the list, including the list set by the Minister as per his authority under
the law,116 commodities cannot be held directly. Currently, this list does not include
any item in which a cryptocurrency could be included.
In the ETF amendment, expected to come into effect during 2018, the Minister of
Finance was given the authority to amend regulations that extend the application of
the Trusts Law to an arrangement the purpose of which is a joint investment in
currencies and profiting from their holdings and from every transaction in them. In
Regulation 2 in the proposed draft of the regulations by virtue of said authority, 117 it
states that the provisions of the Trusts Law will apply to a debt certificate which
provides its holder a right to receive payment derived from the value of currencies.118
Along with the amendment to the Trusts Law, Section 35A1 of the Securities Law
was also indirectly amended.119 The amendment removes from the Securities Law a
debt certificate whose purpose is a joint investment or joint profit-making and which
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provides its owner the right to receive a return derived from the price of an index of
securities, commodities, or futures contracts, and determines that the provisions
of the Trusts Law will apply to it. Accordingly, Section 12 of the ETF amendment
includes in the definition of a tracking fund a fund that achieves its result derived from
the price change rate of an index or commodity. That said, it would seem that a debt
certificate that provides its holder a yield derived from the value of cryptocurrencies
(whether they are considered securities or commodities) will be later included in the
application of the Law.
As explained above, Section 59 of the Trusts Law and the regulations under it, define
a closed list of assets a fund manager is permitted to hold in a fund. This list does not
currently include cryptocurrencies. Therefore, it is not possible to hold these assets
in a fund, at this time. Secondary legislation is required in order to allow funds to hold
cryptocurrencies directly.

Mutual Funds and ETFs Investing in Cryptocurrencies Derivatives
A fund manager may not therefore invest in cryptocurrencies directly. An option or
futures contract derived from the value of a cryptocurrency may be included in the
relevant definitions determined in Section 64 of the Trusts Law. However, in the Joint
Investment Trusts (Options, Futures and Short Sales) Regulations (5761-2001), two
cumulative situations are determined in which a fund manager may buy, sell, or
create an option or futures contract on behalf of a fund managed by a fund manager:
(1) The option and the contract are traded on a stock exchange.
(2) If the stock exchange is outside Israel, the investments committee of the fund
manager must be convinced that the option or contract is sufficiently negotiable
or saleable, taking into consideration: the costs of selling; the daily trading
turnover; the number of purchasable futures contracts with the same asset
being traded at the same time in the same stock exchange outside Israel; the
ratio between the option exercise price and the base asset price; the existence
of a number of market makers active in the futures contract or option.
Also determined in the Regulations are quantitative restrictions on the holding of options
and contracts in a fund, the creation of options and contracts for a fund and on the
exposure that may be created for a fund due to the funds holding of these instruments.
Concerning the creation of exposure in a fund to cryptocurrencies through derivatives,
the position of the Israel Securities Authority staff is that a mutual fund manager should
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keep well in mind the duties of trust and caution applying to her when she is considering
exposing the investors to complex investment products of this sort, information about
which is limited and which are characterized by extreme and random volatility. The
Committee recommends that the ISA weigh the measures that need to be taken on the
possibility of exposure to cryptocurrencies through derivative instruments.

Topics for Discussion
The Committee would like to get the public’s comments on the question of whether there
is room to allow and to regulate joint investment trusts in the cryptocurrencies sector:
1.

Is there room to amend the existing legislation and/or to consider adopting
interpretations that will create a legal framework that will apply the Trusts Law
to joint investment arrangements in the cryptocurrencies sector?

If the answer to the first question is positive –
2.

Is there room to distinguish the regulation between various types of
cryptocurrencies, such as cryptocurrencies that will be recognized as securities
and cryptocurrencies that will not be recognized as securities, commodities, and
currencies?

3.

Is there room to amend the existing law to make it possible for a fund to invest
directly in cryptocurrencies, should there be restrictions on the exposure of a
fund to cryptocurrencies, and should a distinction be made between exposure
through direct possession of currencies and exposure through derivatives of
those assets?

It should be noted that the proposal to consider putting joint investment arrangements in
these assets under the application of the Trusts Law, does not imply the Committee
considers there is room to allow investments relating to cryptocurrencies to the public at
large through mutual funds. This activity is in its infancy and is characterized by extreme
volatility and randomness. The question regarding the proper level of exposure to these
investments in a mutual fund will be examined in due course according to developments
and insights gained in view of the developments in the international arena and in Israel.
Today, a mutual fund manager, in view of the restrictions she is under, and in any scenario
and development there may be in this issue, must keep clearly in mind the duties of trust
and caution applying to her when she is considering exposing the investors to this sector.
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The Application of the Regulation of Investment Advice,
Investment Marketing and Investment Portfolio Management
The Law is intended to guarantee the professional level of service of investment advisers,
investment marketers, and investment portfolio managers, to supervise their work, to
minimize, as much as possible, the possibility of situations of conflict of interest between
the duty of trust towards the customers and their own interest or the interest of the bodies
to whom they are subject – with the aim of protecting the customer. The Law regulates
investment advice, the management of investment portfolios, and investment marketing.
The provisions of the Law are cogent and cannot be waived in an agreement between
the parties, except when the Law explicitly permits it.
Anyone managing an investment portfolio is performing transactions, at her discretion, in
the accounts of others, i.e. her customers. A portfolio manager acts according to
permission her customers give her, and with that permission she buys and sells securities
and financial assets in their names, in accounts in their names, at her personal discretion.
The extent of an investment portfolio manager’s discretion depends on the agreement
between her and the customer, and it varies from case to case. In contrast, an investment
adviser and an investment marketer provide advice to the customer, leaving the
investment decisions to be made by the customer herself.
The term “investment advice” is defined in the "Investment Advice Law": “The provision
of advice to others regarding the feasibility of an investment, holding, purchase, or sale
of securities or financial assets”. “Investment marketing” is defined as providing advice to
others on the feasibility of an investment, holding, purchase or sale of securities or of
financial assets, when the advice giver has some affiliation with the financial asset.
“Affiliation” of a person to a financial asset, according to the definition in the Investment
Advice Law, is one of the following situations: 1. The financial asset is being managed by
that person or was issued or published by her. 2. That person or someone acting for or
on her behalf may be directly or indirectly entitled to a benefit (with certain exceptions)
not from the purchaser or the holder of the financial asset in connection with the conduct
of the transaction in the financial instrument or in connection with continuing to hold it.
The principle obligations applying to investment advice also apply to investment
marketing. The main difference is that the investment marketer may give preference to a
product with which she is affiliated over other suitable products.
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The Investment Advice Law defines the financial products to which the Law applies, and
these are the relevant definitions:
“Securities” – as defined in section 1 of the Securities Law, exclusive of securities not
listed for trading on an Exchange and index products, including securities issued by the
Government and foreign securities (Securities listed for trading on an overseas stock
exchange or on a regulated market outside of Israel), or as the Minister of Finance shall
prescribe in consultation with the Authority and with approval by the Knesset Finance
Committee;
“Financial assets” – units defined in the Joint Investment Trusts Law, shares or units of
funds registered abroad, options, futures, structured products, index products and also
study funds, or as the Minister of Finance shall prescribe in consultation with the Authority
and with approval by the Knesset Finance Committee;
“Structured product" – an investment, either as a deposit or in some other way, on which
the yield or the risk is determined by a formula that is based on changes in one or several
of the following:
(1) one or several indexes;
(2) the price of one or of several securities;
(3) the price of one or of several commodities;
(4) the price of options or of futures;
(5) interest or differentials between different interest rates;
(6) currency exchange rates or differentials between different currency exchange rates
other than an investment that unconditionally assures payment of the capital amount with
changes that stem from paragraphs (1) or (2) below, if so prescribed in the investment
conditions, and that also unconditionally assures the payment said in paragraph (3)
below, if such was prescribed, on condition that – if a choice is given between two or more
of what is enumerated below – payment shall be assured according to the highest among
them:
(1) differentials of an index that is not a securities index;
(2) currency exchange rate differentials;
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(3) fixed or variable interest;
the Minister of Finance may – in consultation with the Authority and with approval by the
Knesset Finance Committee – designate investments that, notwithstanding the aforesaid,
are included in this category or are not included in it;

Application of the Investment Advice Law on Activities of Investment
Advice and Decision Making with regard to Cryptocurrencies
Do and to what extent do the licensing obligations pursuant to the Investment Advice Law,
and along with licensing, also the duties under it, apply to giving advice regarding an
investment in cryptocurrencies or to a discretionary investment decision-making service
in those currencies for others?
As explained above, the licensing obligation pursuant to the Law applies to activities of
providing advice and portfolio management in respect of a transaction in securities or
financial assets.
The definitions “investment advice” and “financial asset” in the Law are broad and
consistent with a realistic interpretation regarding the application of the Law. In order to
test whether a certain service is subject to the law and must be licensed pursuant to it,
two critical aspects need to be examined: the nature of the service and the asset to which
it is being provided.
Do cryptocurrencies assets of the type that provide services pursuant to the law fall under
its application? To provide an answer, it must be examined whether and in what
circumstances a cryptocurrency is a security or a financial asset.
We will examine the various possibilities:
As previously stated, the definition of a security does not include securities that are not
listed on a stock exchange. Accordingly, in circumstances in which the cryptocurrency is
seen as a security, it will come under the application of the Law only if it is listed on a
stock exchange (in the case of a foreign security, on a stock exchange or in a regulated
market).
The definition of “financial assets” in the Law includes units of mutual funds, shares or
units of a fund registered outside Israel, options, futures contracts, structured products,
index products, and training funds, or as determined by the Minister of Finance, in
consultation with the Authority and with the approval of the Knesset Finance Committee.
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The definition of “option” and of “futures contract” in the Investment Advice Law refers to
their definition in the Trusts Law. These definitions are not restricted to specific underlying
assets, and so a cryptocurrency may also be used as an underlying asset for a derivative
instrument which is an option or futures contract, services with regard to such an
instrument will be considered “investment advice” or “investment portfolio management”
pursuant to the Investment Advice Law, with all that it entails.
Apart from being derived from a cryptocurrency, it does not appear the crypto coin itself
can be conceived as one of the other alternatives of a financial asset – not as an
underlying asset of an option or a futures contract – and therefore, if it is not a traded
security, it does not fall under the Law.
Nor does the exchange rate in itself fall under the definition of an asset requiring service
which falls under the Law. However, according to the definition of a "structured product”
in the Investment Advice Law, an investment, whether with a deposit or in some other
way, the yield or the risk of the investment are determined according to an equation based
on changes in the exchange rate, does fall under the definition of a “financial asset”, as
explained in full above. Providing a service with regard to such an investment comes,
therefore, under the definition of a service to which the Law applies.
With regard to the aspect of the nature of the service –
As we have already said, the definition of investment advice is wide, in accordance with
its objective to cover different types of advice. "Advice" can be provided "directly or
indirectly, including through advertising, circulars, opinions, through the mail, by fax, or
by any other means.”120
When advice is given on a cryptocurrency and the advice also includes reference to a
financial asset or security, i.e., “investment advice” as defined in the Investment Advice
Law, the Law also applies when the crypto coin itself is not a security or financial asset
according to the Law –according to the interpretation determined by the court.121 This is
when the service is provided by a licensee as part of her services, and also if the service
provided regards assets not covered by the Law. In other words, if in certain
circumstances a licensee chooses to advise her customer only on an asset that is not

120

The definition of “investment advice” in Section 1 of the Investment Advice Law

121

Different Civil Appeal (T.A.) 25968-03-11 Jane Doe (confidential) v. State of Israel (published in Nevo,

4 November, 2011).
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covered by the Law, such as a non-tradable security, or some other asset that does not
fall under the Law's definition, then, the law will still apply to the licensee and she will be
subject to the obligations and prohibitions pursuant thereto.
In light of the complexity of the cryptocurrencies and the technology involved in their
purchase, transfer and use, other questions are likely to arise regarding the nature of the
services in respect to them, such as the matter of referring and assisting to purchase
these assets: does a referral to places where cryptocurrencies can be purchased and
providing technical assistance involved in their purchase, such as opening a digital wallet,
come under the definition of investment advice (ignoring the nature of the asset). These
are questions that were not discussed in depth. For the time being, it can be said that a
referral to places where cryptocurrencies can be purchased should not be considered
investment advice pursuant to the Investment Advice Law, if the referral ends with a
technical explanation of places and ways in which cryptocurrency can be purchased,
provided it is done in response to a question posed by a customer.

The Implications of a decision on whether services regarding
Cryptocurrencies falls under the application of the Law with regard to
providing services by a Licensee
As has already been shown by the aforementioned, an investment advisor with a license
may give advice to a customer regarding cryptocurrency, whether or not it is an asset to
which the Investment Advice Law applies, and all the obligations pursuant to the Law will
apply with regard to the service. The duty of caution applying to her pursuant to Section
20 of the Investment Advice Law requires her to act professionally, including while forming
recommendations based on having sufficient information and understanding of the related
field. Therefore, a licensee is expected not to give advice with regard to cryptocurrencies
if she does not have sufficient understanding and experience. Moreover, the extent of
existing information on the currencies will determine the licensee’s ability to provide
services with regard to it and at the same time fulfill the duty of caution applying to her.
Regarding portfolio managers – All the aforementioned regarding the duties of caution
of an investment adviser is all the more so true for a portfolio manager who is considering
exposing a customer to an investment in cryptocurrencies. However, a portfolio manager
is restricted to a unique occupation. It is derived from this restriction that she cannot, at
her discretion, purchase assets that do not fall under the Law's definition, for a client's
portfolio. This includes a cryptocurrency that is not a listed security or a financial asset. A
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portfolio manager is allowed to provide investment advice or marketing services regarding
such an asset. Meaning, a portfolio manager may provide advice or marketing services
regarding a cryptocurrency only as a part of portfolio management services pursuant to
the Law, and alongside purchasing assets that fall under the application of the law. This
shows that a portfolio manager may not manage a “portfolio of cryptocurrencies” (that are
not tradable securities) for a customer.
Another question arises regarding portfolio managers, connected with the custody of the
assets. Section 22(3) of the Law instructs that a portfolio manager " keep for each client
a monetary account and a securities and financial assets account with a banking
corporation, with a bank abroad, with a Stock Exchange member or with whoever has the
right – under the Laws of the country in which she acts – to keep monetary accounts,
securities accounts or financial assets accounts for clients”. Meaning, the portfolio
manager is permitted to perform actions in securities and financial assets for a customer
only in an account in the customer’s name, and if it is managed in Israel – only in a bank
or with a stock exchange member.122 If we consider a cryptocurrency in certain
circumstance to be a financial asset, no action can be made with it for a customer in Israel
since it will not be held in a bank account or with a stock exchange member. However,
with regard to an account managed abroad - the question is if there are bodies authorized
by law in their countries to hold such assets for customers.

Topics for Discussion
The Committee would like to get the public's views on the application of the Investment
Advice Law to the cryptocurrencies sector:
1.

Is there room to define a cryptocurrency as an asset with regard to which only
an investment advice, investment marketing, or portfolio management licensee
may give advice (apart from cases in which there are exceptions to the
application of the licensing requirement pursuant to the Law) subject to all the
obligations applying to the licensee, as well as the duties of trust, disclosure,

122

Based on this provision, a portfolio manager may not act for a customer on a trading platform in Israel,

since that does not meet the requirement of managing an account for a customer only in a bank or with a
stock exchange member. In a Memorandum of the Law Amending Enforcement in the Securities Laws
(Legislative Amendments), 5778-2017, it is proposed to amend this section so that a portfolio manager will
be permitted to invest for a customer in licensed trading platforms as well.
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tailoring investments to the customer’s needs, documentation, reporting, etc. will
apply.
2.

Should a portfolio manager be allowed to manage and directly possess
cryptocurrencies in a managed portfolio?

It should be noted that the proposal to consider bringing these activities under the
application of the Investment Advice Law, does not attest to the ISA considering that there
is room to create a regulatory framework that will make investments related to
cryptocurrencies available to the public at large, or lead to the public being directed to
these investments in a regulated framework. So long as this activity is in its infancy and
is characterized by extreme volatility and randomness, an investment adviser, investment
marketer, portfolio manager and trust fund manager supervised by the ISA, today and in
any scenario or development there may be on the issue, must keep firmly in mind their
duties of trust and caution when they are considering exposing their customers to this
sector. The question of the proper extent of the exposure to the public whether through
investment products or through investment advice to a customer, will be examined in due
time along with developments and insights gained from developments in the international
arena and in Israel.
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