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Implementation of ICO European best practices by SMEs

Abstract. The article deals with a new financial tool of attracting capital, known as Initial Coin Offering (ICO). In conditions
of reduced banking lending and difficult access to finance for SMEs, ICO is viewed to be one of the possible ways to access
capital. It considers the main advantages and disadvantages of ICO performance, including its typical features, challenges
and regulatory approaches to tax regulation, cybersecurity. The authors of the article determine stages of the ICO mechanism,
identifying potential risks and ways to mitigate them, focusing primarily on the need to control and regulate ICO projects. The
authors identify the main types of ICO funding, including hybrid and pure funding. The research contains an analysis of ICO
trends and their duration for the period of 2013-2017. The capital raised through ICO performance over the period of 2013-2017
is analysed, and determination of the exponential trend line showing the level of its approximation is determined. The study
covers the territorial distribution of ICO, in which the top positions regarding the amount of capital raised by ICO are attributed
to the USA and EU member states. The existence of ICO regulation in European countries, such as Switzerland and UK, was
defined positive in terms of further development of the relevant regulation in the financial market. The article considers the best
ICO practices in EU member states. To mitigate risks relating to ICO performance and to increase the level of investment, it
would be reasonable to create regulatory rules in every country where cases of ICO performance are reported, based on the
practice of the mentioned European countries. The authors give recommendations regarding ICO regulation in Ukraine, taking
into consideration the relevant European experience.
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LLinsaxu peanisauii Hakpawmx eBponencbkux npakTuk ICO B gisnbHocTI nignpuemcte MCB

AHoTauis. MeToto cTaTTi € BU3Ha4YeHHs WnsxiB peanidadii Hakpawmx npakTtuk ICO B gisnbHocTi nignpmemcts MCBE B YkpaiHi.
PoskpuTo cyTHicTb ICO, noro xapakTepHi pucu Ta MeEToANYHI OCHOBMW. ABTOpamMmn CTaTTi Yo PO3rISHYTO MEXaHi3M 3L4JiNCHEHHS
ICO, a TakoXX Ha3BaHO siK MOTEHLiVHI pu3nKky, nos’sidani 3 ICO, Tak i MOXIUBI WNAXN X YCYyHEHHSs. [LOCNiO)KeHHs1 OKpecstoe
TMNK Ta Mogeni diHaHcyBaHHs Yepes npouenypy ICO. BusHayeHo TeHAeHLji Ta Kpalli NpakTuku po3suTky puHky ICO, a came:
TepuTopiansHuin po3nogin ICO, cyMu 3anyyeHnx KOLWTIB Ta TEMMM NOro 3pocTaHHsA. HaronolleHo Ha BigCyTHOCTI BignoBsigHoOro
3aKOHOAABYOro perynioBaHHA B 6iNbLLIOCTI KpaiH, 3a BUHATKOM BennkobpuTaHii Ta LLsenuapii. Byno pospobneHo pekomeHgaui
wopo peryntoBaHHsA ICO B YkpaiHi Ha OCHOBI €EBPONENCLKOro focsiay.

KniouoBi cnoBa: ICO; kpunToBantoTa; TOKEH; 6/I0KYEliH; iIHBECTUL,T; (hiHAHCYBaHHS; PU3NK; BONATUNBbHICTb; PerynboBaHiCTb.
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MONEY, FINANCE AND CREDIT

MyTn peanusauun ny4wmx eBponenickux npaktuk ICO B gesitensHocTn npeanpuaTuin MCb

AHHOoTaumsa. Llenbto gaHHOW cTaTbu SBNSETCA onpefenieHne COOTBETCTBYIOLWIMX MNyTer peanusauuy nyywnx npaktuk [CO
B geatenbHocTn npepnpustuin MCB B YkpawHe. ABTOpbl cTaTbl packpbiBatioT cywHocTb ICO, ero xapakTtepHble 4epThbl
N METOAMYECKME OCHOBbI. ABTOpamu Obil PacCMOTPeH MexaHusMm ocyulecTsneHns ICO c BblgeneHnem noTeHUmanbHbIX
PUCKOB, CBA3aHHbIX ¢ NposefeHneM ICO, n BO3MOXHbIX NyTel UX ycTpaHeHus. B nccnegosaHum onpegeneHsl Tunbl 1 Mogenu
brHaHcupoBaHus Yepe3 npouenypy ICO. O603HaYeHbl TEHOAEHUMN U NlyHIne NPakTUKN pas3suTns pbiHka ICO, a MMeHHO:
TeppuTopuansHoe pacnpegeneHne ICO, cymMMbl NMpuBREYeHHbIX CPEACTB M TeMnbl pocta. Kpome Toro, 6b10 onpegeneHo
OTCYTCTBWE COOTBETCTBYHOLLIErO 3aKOHOAATENBHOIO PerynnupoBaHns B 60MbLUMHCTBE CTPaH, 3a NCKIoYeHrem BennkobprtaHum

n LLIsenuapun. PaspaboTaHbl pekomeHgaumm no perynuposaHuto ICO B YkpanHe Ha OCHOBE €BPOMENCKOro onbiTa.

Kniwouesbie cnosa: [CO;
perynnpyemocTb.

KpuUntoBankTa; TOKEH;

1. Introduction

Recently Initial Coin Offering has become a very popu-
lar financial tool among SMEs in terms of accessing capital.
In the USA and European countries, it is being developed
at an accelerated rate. Also, the Ukrainian ICO market is
trying to be proactive in this regard, and its indicators still
have large potential for growth. In Ukraine, this process is
accompanied by a number of regulatory problems, the ab-
sence of safeguards for investors, and a lack of business
security or investors’ awareness and credibility. It is wide-
ly believed that ICO is the right tool for SMEs, taking into
account their risky activities. The number of ICO risks is
significant and potential investors should take this into ac-
count. The main goal of ICO investors is to secure a high
level of income. As a consequence, they tend to believe in
SMEs projects without a detailed study of white papers,
terms and conditions, and private policies, thus increasing
the risks.

Taking into consideration the fact that the main con-
straints for SMEs are the lack of banking loans and difficulties
in access to finance, ICO offers fast fundraising. Taking regu-
latory measures is a principal activity aimed at reducing ICO
risks. Due to this, ICO in Ukraine has all chances to become
the most popular financial tool for finding funding sources.
A certain set of actions, as well as the use of experience of
European countries, makes it possible to reduce risks related
to funding and to protect investors.

2. Literature Review

There is a relatively small body of literature concerning
the issues of ICO. It is related to its recent appearance and
growing popularity among individuals and legal entities. Lack
of scientific research is also caused by the absence of em-
pirical base and its regulation. Nevertheless, the first serious
discussions and analyses of ICO have emerged during the
last years.

Previous studies by D. Hileman and M. Rauchs [6] have
shown significant increases in ICO deals. This is the first and
one of the largest studies which systematically investigated
key ICO industry sectors by collecting empirical, non-public
data. Their research is based on survey data from nearly
150 ICOs, and it covers 38 countries.

A. Sehra et al. [9] developed recommendations in this area
that could provide stability (or softer lending conditions) in the
ICO market.

There are also works related to selected countries. For
instance, A. lurina [7] considered ICO in Gibraltar. In the
mentioned study, the author proposed a strategy and re-
commendations for ICO, based on an analysis of token vo-
latility. Meanwhile, Y. Zhang [12] reviewed the history of evo-
lution of different types of cryptocurrencies and reasons for
fluctuations in their market price. She observed connections
between the miner reward and the market price, and also
studied the monetary policy for each of the cryptocurrencies
under research.

G. Morgan and C. Finney [8] defined ICO advantages and
disadvantages. Their study also shows how ICO can be used
as a tool for money laundering. The researchers believe that
the relevant issues need to be regulated.

A. Hayes [4-5] made a research based on an empirical
analysis and outlined factors impacting the value of ICO. Later
he developed a cost of production model for Bitcoin, which
can be used in making financial decisions.

GNOKYeNnH;

NHBECTULNN; CbVIHaHCI/IpOBaHVIe; puUCK; BONaTUIbHOCTb;

B. Becker and D. McAvoy [1] analysed the 2018 initial
coin offerings, describing typical features of ICO, certain re-
quirements of private placements and a forecast of the im-
pact of ICOs in 2018.

EY also made a cross-country analysis [3], which intro-
duced Ukraine on the ICO market map. There are also a lot
of discussions around the regulatory issues of the ICO mar-
ket. Researchers from the Institute of Fundraising from UK
(London) demonstrated how their research operated within
the existing fundraising guidelines. The Deloitte Blockchain
Institute compared ICO and IPO and made a conclusion
about the adaptability of ICO for SMEs and IPO for large en-
tities. In addition the authors also emphasised the principle
difference between ICO and crowdfunding.

As we can see from the literature review, reports confirm
the rising popularity of ICO. At the same time, there is a lack
of academic research. Consequently, existing scientific pa-
pers do not reflect recommendations for the development of
ICO in Ukraine. Therefore, our research reflects best Euro-
pean practices which should be used within the Ukrainian
ICO market, along with the measures which should be taken
to regulate the market in order to reduce risks.

3. Purpose

The purpose of the article is to define proper ways to im-
plement best European ICO practices with regard to activities
of Ukrainian SMEs.

4. Results

4.1. ICO Essentials

Initial coin offering (known as ICO, or token launch,
or token generation) presupposes a predefined number
of transferable tokens to investors, typically in exchange
for major cryptocurrencies, such as Bitcoin or Ether [1-2].
Therefore, this is the process relating to a company emit-
ting its own tokens (an analogue of the shares on the tradi-
tional financial market), the placement of which is passed
through a cryptocurrency exchange. Figure 1 provides de-
tailed features of 1CO.

The main challenges faced by issuers are the lack of tax
regulation, weak cybersecurity and no uniformity of govern-
ment regulations. To launch ICO, an issuer will typically pro-
duce a white paper, which is analogous to a prospectus or
an admission document that a company is required to pro-
duce in the connection with the admission of securities.

The main features of the ICO mechanism are presen-
ted in Figure 2. According to Figure 2, the most complicated
stage for ICO launching is the fourth stage, namely the token
emission on Blockchain, which is associated with risks such
as high price volatility, lack of proper due diligence and pro-
tection.

Besides, the types of tokens for issue to be chosen and
the types of possible funding are among the most important
elements for the performance of ICO. The main factors of the
mentioned processes are described in Figure 3.

4.2. Tendencies of ICO Market Development

Despite the fact that ICO processes are still unregula-
ted in the majority of cases, they are spreading significant-
ly (Figure 4).

Figure 4 illustrates that the growth rate in 2017 is more
than 7.5 times higher than that of the indicators in 2016 and
considerably exceeds the 2013 rate, reaffirming that ICO be-
comes one of the prevalent ways for a company in terms of
the creation of unique features of token issue and ways for
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ICO
A

I

TYPICAL FEATURES

—]

v v

Creation of a new Maintenance
cryptocoin or token with of a
some form of value blockchain

Virtual lock and
virtual key for

Provision of exclusive
access to a certain
product or service

Record of token
transactions chronologically,

every coin forming the new chain

CHALLENGES |

[

v

v v

TAX - no specific regulations

CYBERSECURITY — lack of proper
cybersecurity (examples of hacker attacks)

REGULATION APPROACHES

[

v

v v

Positive
(Switzerland, Hong Kong, Singapore)

Rather concerned
(European Union)

Intervene actively
(USA, China)

ADVANTAGES:

funds raised, in many cases without the use of
intermediaries;

- low transaction and settlement costs;

- a perceived lack of regulatory barriers;

- the rights attaching to tokens represent rights to access or
receive future services, typically on preferential terms;

- tokens are easily tradable, assuming sufficient liquidity;

- the ease and speed with which tokens can be issued and

- the formation or augmentation of a wide and motivated user
base of the underlying product or service for many issuers.

DISADVANTAGES:
- price volatility, incurring substantial exchange rate risk;
it may be prohibitively expensive or difficult to hedge this
risk effectively;
a lack of clarity regarding numerous legal issues relating to
the underlying distributed ledger technology, including the
enforceability of code-based smart contracts.
an uncertain and evolving regulatory position globally;
cybersecurity risks, compounded by the irreversibility of
many cryptocurrency transactions;
reputational issues.

Fig. 1: ICO fundamentals

Source: Compiled by the authors based on [1; 2; 8]

raising capital. The amounts attracted by ICO
performance in dynamics are given in Figure 5.

The tendency of ICO amounts represents the
substantial interest from investors, and its fore-
cast can be made with the help of the exponential
trend with a high level of approximation. Figure 6
shows the territorial representation of ICO.

The overall trend of ICO is mostly represen-
ted in North America, Europe and Asia, which is
predominantly due to the level of government
regulation and the existence of legal frameworks
for cryptocurrencies and ICO in particular.

4.3. ICO regulation and European best
practices: perspective for Ukraine

In the European countries, a concerned at-
titude towards cryptocurrencies is observed.
According to the EU standards, tokens may be
considered as financial tools.

The European Securities and Markets Autho-
rity (ESMA) is in charge of regulations connec-
ted with investments in ICO regarding high vo-
latility risks and the lack of legislation. However,
there are favourable conditions for conducting
ICO in the UK and Switzerland.

ESMA requirements [13] for companies per-
forming ICO are to follow regulations of invest-
ment activities, exemplified as the Prospectus
Directive, the Markets in Financial Instruments
Directive (MIFID), the Alternative Investment
Fund Managers Directive (AIFMD) and the Fourth
Anti-Money Laundering Directive.

Switzerland can serve as an example of a
country that has introduced some initiatives,
for instance Crypto Valley Association, to legal-
ly develop an official ICO code aimed at avoi-
ding risks and misconduct by ICO organisers
and IGF-1 regarding the creation of ICO me-
thods and standards.

There are a lot of successful ICO stories in
Europe and some of them are very inspiring in
terms of duration and the total amount of capital

I.PRE-PHASE - the announcement of project with executive summary
describing the aim and objectives of ICO. The announcement presupposes
feedbacks from potential investors aimed at rectification in risk and
business assessment. After agreement between founders and investors is
reached, the detailed offering is developed.

= =

II.OFFERING - the terms and conditions of ICO project, investment amount,
financial instrument as the basis for ICO (token). 1 token can be equaled to
USD 1 of liabilities, 1 company share, voting right, etc. Token offering
defines the term, after which the company pays obligations to its investors.
Offering announces the term of token sale start and a PR-company.

- =

III.PR-COMPANY - mostly oriented on minority investors (participants of
crowdfunding programs or business angels).

v

IV.SELLING - token emission on Blockchain in two possible ways:
1) gathering of a minimal amount for token issue and proportional
division among investors;
2) preliminary token issue for trading on cryptoexchanges. In this case,
ICO is identical to IPO.

— =

POTENTIAL RISKS |

Superficial due diligence

Minimal control and lack of protection

ﬂ High price volatility
>

Cross-border risks, including money laundering, terrorism financing,
and sanctions

=

For risk mitigation it is feasible:
- to use in ICO «global» cryptocurrency, such as Bitcoin or Ether
- to create regulation approach aimed at protection of investor interests

Fig. 2: ICO mechanism and its inherent risks
Source: Compiled by the authors based on [1; 3; 9-10]
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Security tokens

Digital currencies

Asset-backed tokens

Utility tokens

Tokens with security character, e.g., debt,
equity or derivatives, with income generating
components and potential rights vis-a-vis the

issuer, e.g., governance, participation, ownership

Tokens with an attributed

unit of account

for exchange / transactions,
asset / value storage and / or

value | Tokens that provide underlying
exposure to real world assets
(e.g. gold, diamond, securities,

cash, real estate)

Tokens used to support
services / functionalities
on a Blockchain-based
platform.

| Types of ICO funding |
—— l | R :
Hybrid funding [ >l Pure ICO funding
l I
Essence 1 - Existing business plan, prototype and team validation ___| - Availability of only whitepaper, founder team and idea
- Receive ICO funding after proof of concept and potential of idea - Additional token generation, only if necessary
I I
Positive & + Founders get «smart money» as well as crowd support -|+ Founders get crowd support
negative + VCs validate seriousness of business, crowd validates idea & + Founders are free to innovate
sides market potential 0 Governance risks
+ Freedom to innovate for founders 7 Transparency risks on use the of proceeds and
product development

Fig. 3: Business model for ICO performance
Source: Compiled by the authors based on [1; 3]

Fig. 4: 1ICO dynamics and its growth rate in the world in 2013-2017, USD million
Source: Compiled by the authors based on [2]

Fig. 5: Amounts of ICO in the world and the exponential trend line

with the level of approximation, USD million
Source: Compiled by the authors based on [2]

raised. For instance, the fintech industry project «Tezos»
(Switzerland) (raised USD 238 million in 13 days) [14-15] is
focused on decentralised blockchain, forming governance
itself. With Tezos it is easy to make formal verification. Ano-
ther successful fintech project is Bankor (Switzerland) raised
USD 156.6 million less than in one day [14; 16]. The pecu-
liarity of this trading platform is the possibility of converting of
any two tokens into a network. There is also another example
of Swiss fintech industry - The Dao, with its USD 142.5 million
in 28 days [14; 17] which provides a new decentralised busi-
ness model for organising both commercial and non-profit
enterprises. Moreover, the code of The Dao is open-sourced
and venture capital focus is its specific feature. The ICO tech-
nology industry Messaging Platform Status (Switzerland)
with its USD 95 million less than in 1 day is also famous for

its rapidness and huge amounts of
funds [14; 17]. The idea of this pro-
ject is to make every mobile device a
light client node which gives a client
access to the entire Ether.

The Palkadot project (Germany),
raising USD 145.2 million in 12 days,
belongs to the technology industry
[14; 18]. The main idea of its hetero-
geneous multichain technology is the
use of parachains. They have special
characteristics which help to reach
easier achievement of anonymity or
formal verification. Polkadot claims
that the blockchain, in which any
transactions are executed, remains
secure.

France is known for its DomRaider (USD 67.2 million
In 27 days) [14; 19]. There are real time auction projects
which belong to fintech area. The essence is the auctio-
ning process, in which domain names are accessible to
be bought by bidding on this platform.

All the mentioned projects are in the top 15 biggest
ICOs. The existence of regulation related to the crypto-
currency market is one of the reasons why the ICO per-
formance in Switzerland is successful.

In Ukraine, a lack of regulation can be considered
as a constraint for the development of the ICO market.
Besides, there are other obstacles for the implementa-
tion of ICO in Ukraine, in terms of which it is reasona-
ble to underline the low level of investors’ confidence
and awareness, insufficient qualification of the majority
of financial specialists in Ukraine and inadequacy of the
due diligence procedure. Therefore, in order to increase
the level of ICO efficiency, it is required to adopt all rele-
vant legislative norms and procedures, taking into con-
sideration the positive experience of Switzerland.

5. Conclusions

We have defined the essence of ICO as a predefined
number of transferable tokens to investors. The main charac-
teristic features of the mentioned mechanism are represen-
ted by the creation of new crypto tokens, formation of block-
chains, existence of unique virtual lock and virtual key for
every token, chronological record of token transactions and
provision of exclusive access to a certain product or service.

Thus, the four stages are required to implement the ICO
mechanism as well as to minimise different types of risks,
namely the high volatility, superficial due diligence, minimal
government control and lack of protection for investors. The
key types of tokens, exemplified as security, digital, asset-
backed and utility, could be financed by hybrid or pure ICO
funding.
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We have explored huge potential of the
development of the ICO market and showed
the growth rates in dynamics. The norms of
regulation in different countries, where the
cases of ICO performance exist, have been
studied, which allows us to determine their
main principles and similar features. In the
EU, ESMA regulations have the great impor-
tance in terms of performing activities con-
nected with capital raising, in which ICO is
not an exception and should be performed
according to the existing rules.

The ICO is a new area for academic fi-
nancial research. Recent papers and re-
ports by different international organisations
confirm the popularity of this new financial
tool. Apart from this, most researches stress
on risks related to the ICO process, since
this phenomenon is not thoroughly studied.

The analysis of the 15 biggest ICOs
shows that Switzerland is the leader among
European countries in regulating the rele-
vant activity. The majority of those projects
are related to the fintech industry, because
the country is a leader regarding finan-
cial innovations. The total amount of funds
raised by the top 15 Swiss projects is about
USD 630 million; Ukraine, despite its status
of a newcomer in this market, raised USD
32 million, which is a positive trend. At the
same time, the Ukrainian ICO market needs

Fig. 6: ICO market represented by countries, USD million to be regulated, which determines the need
Source: [3] for further research on ICO.
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