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A Coin for the Revolution

Berkeley Bucks: A proposal to reinvent City finance, lower costs
and empower the Berkeley community.

Flux Registry LLC Response to the Berkeley Request For Proposal
Specification No. 20-11365-C Microbond Financing Program
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Executive Summary

Flux is excited to respond to the Berkeley Minibond RFP because we have built a solution which
meets the long term needs of Berkeley and its stakeholders.

From a regulatory view, the Municipal Bond market (issuing, administration, secondary market
trading) is divided into two parts:
1. the Municipal Entities, which are federally exempt sovereign issuers and
2. Broker Dealers and Investors, which are subject to the rules and regulations of FINRA
and the MSRB, with the SEC as the ultimate regulatory entity.
The only exception to this sharp division is in the case of municipal fraud where the SEC does
have agency over the municipal entity.

So, as a result:
e Offering Statements are not the same as Prospectuses.
e Voluntary Continuous Disclosure is not the same as the mandatory regular reporting
practices demanded of corporate issuers of debt and equity.

In practice, this means that FINRA and the MSRB can only regulate the municipal bond market
by controlling procedures and practices of the Broker Dealers who act as underwriters and
executors of the secondary market.

Given the content of the RFP and this regulatory reality, there are two paths Berkeley can take.

Option 1: Broker-Dealer as the lead financial entity

This is the most intuitive structure that comes to mind when responding to the Berkeley RFP. By
retrofitting the traditional underwriting and secondary market procedures into a wallet and token
structure, the result would be a Proof of Concept (POC) that successfully demonstrates a
municipal bond can be tokenized.

Selecting the Broker Dealer as the lead financial entity introduces a significant regulatory
burden to the POC. The POC must ensure that all processes, down to software touchpoints, will
have to follow existing FINRA/MSRB rules and procedures. So, while the bonds may be
“tokenized” at issuance, therefore living on a blockchain accessible through wallets rather than
at the DTCC accessible through boxes, secondary market trading will be limited to trades
between wallets that have been opened and operate through registered Broker Dealers. This
structure limits the investment universe to those signed up to use it. Other potential investors will
either be restricted from participating (general Ethereum wallet holders without brokerage
accounts) or will not be able to comply primarily for custody reasons (institutional investors).
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What will a successful POC mean for Berkeley?

Berkeley will conclude that while there are buyers and a limited market place, the result is not
scalable. Bonds issued in this manner would cost more than a traditional financing; the lack of
market acceptance means that it will result in an inferior product for the end investor.

The most likely outcome of this path is that Berkeley will execute a series of POCs every two to
five years in order to keep up with the technology and position the City at the forefront of
securities tokenization. Real economic viability will come when tokenization becomes broadly
adopted by others in the municipal market.

For the POC runner, the calculation will be similar. Each deal will be a loss leading
demonstration of capability but turning it into a business will have to wait for broader adoption.

Option 2: Berkeley as the lead financial entity

The other path available is to take advantage of the freedom available to the City through the
Securities and Exchange Act of 1933. By appointing a Transfer Agent to work on its behalf,
Berkeley has the flexibility to design a financial program — each step of which is regulated at the
appropriate level for the activity envisioned. It also allows for the type of innovation that will
make the program valuable to the City of Berkeley, its voters, vendors, grantees, non-profits,
retail operators, investors, savers and other stakeholders.

In this path, there is still an important but secondary role for the Broker Dealer. The regulatory
environment that the Broker Dealer introduces to the system will ensure that the secondary
market is properly served and policed. The Broker Dealer and the Transfer Agent will be able to
work out the critical procedures and connections between the City, the Blockchain(s), and the
DTC on the one hand and the investors that will exist and move between each of those three
environments on the other.

By combining the capabilities of the Transfer Agent, Broker Dealer and Blockchain technologies,
the City has an opportunity to use the underlying debt securities to encourage the creation of:
e An electronic currency for retail payments and/or payments of taxes, fines, and fees to
the City as well as a store of value for the underbanked
e A stable coin that can be used for online payments, store of value or as an anchor for
online financial products
e A store of value for savers who prefer a direct obligation from the City of Berkeley to an
obligation from a fractional reserve financial institution
e A system which will allow Berkeley to effectively push out a portion of its accounts
payable terms to net-365 plus
e A financial instrument whose value is pinned to the good faith and credit of the City of
Berkeley through its convertibility into traditional, zero-coupon, short term municipal
paper that can be custodied and cleared through the DTC system as necessary.
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The result of the POC which we will outline in the body of this response will be:

e Alow cost, sustainable system for issuing, trading and redeeming debt securities which
will drive efficiencies in all of Berkeley’s financial operations

e A financial product which will have appeal to voters, consumers, taxpayers, vendors,
grantees, non-profits, retail operators, investors, savers and institutional investors

e A financial product that will promote local economic integration and is designed so that
most of the costs are recycled back into the local economy

e The opportunity for Berkeley to drive scale and adoption rather than wait for “the market”
to do so.

e An unprecedented level of transparency to the City, regulators and holders.

We therefore see the POC resulting in a viable financing option which will revolutionize
municipal finance for Berkeley as the program grows to become a critical component of the local
economy.

Choosing between the two options

The choice between the Broker Dealer led model vs. the Berkeley led model ultimately comes
down to the desired outcome for the City:

e |[f the goal is to demonstrate that municipal bonds can be tokenized, both Option 1 and
Option 2 will work.

e If the goal is to use tokenization to build the critical next step towards modernizing and
improving the current municipal finance system, then only Option 2: the Berkeley led
model allows the City to drive that change and reap the first mover advantages for its
voters, taxpayers and stakeholders.

Thought Process in the Flux Response

In the Request for Proposal, we note that the City is looking for something more comprehensive than a
one off or a series of small denomination municipal bonds marketed exclusively to residents.

We note that the City would like to have a program that:

Raises funds for City projects

Lowers cost and complexity for City administration

Empowers local participation both financially and politically
Harnesses the tokenization available from existing blockchains
Uses existing regulatory structures

ok wn

While developing the response, we also took into account the desirability of “right sizing” the level of
financial services that are “purchased” in a conventional bond issue.
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Flux Holdings Inc. proposes to develop an ongoing system for the City of Berkeley that will:

1. Streamline the issuance process for the city, reducing costs and complexity,
Create a security which can be easily transferred between users and denominated in pennies,
thereby making it available to be used as a currency,

3. Use convertibility into short term municipal paper as the primary value anchor,

4. And, create a financing program that is designed to promote local economic activity which can
be driven by the policy goals of the City of Berkeley.

Our program is called the Munidollar program. Flux Holdings Inc. will create two subsidiaries to help
with the management of the program (Flux Registry LLC, an SEC-registered transfer agent) and
secondary market activities (Flux Securities LLC, a FINRA-registered broker-dealer). Flux Registry LLC’s
TA-1 application was approved on February 6th, 2020.

The Munidollar is defined as:

A US dollar-denominated municipal IOU redeemable for tax credits and convertible into 12-15
Month zero-coupon bonds.

Using Flux Registry LLC, Munidollars may be held as directly registered certificates or tokenized
certificates. Directly registered certificates may be converted, into a short term, zero coupon bond in
accordance with a schedule to be agreed in the Issuer Agreement. Converted bonds may be held as
directly registered certificates, may be transferred into the DTC system (subject to $1000 face value
minimum denominations) or held as tokenized certificates. Payment upon maturity will be handled
through Flux Registry as payment agent.

In order to promote the successful adoption of the Berkeley Munidollar Program, referred to as
“Berkeley Bucks”, the City of Berkeley will:

1. Recruit vendors to the City and grantees (including non-profits) of the City who are willing to
accept Berkeley Bucks for payment or grants.

2. Assist Flux Registry with onboarding procedures for Vendors, Grantees and other recipients.

3. Inform tax, fee and fine payers that the City of Berkeley will accept Berkeley Bucks at face
value to pay outstanding taxes, fees or fines due to the City of Berkeley.

Flux Holdings and its subsidiaries will:

1. Recruit Money Market Fund Managers to bid for short term municipal paper created from the
conversion of Berkeley Bucks. (through Flux Securities)

2. Maintain and publish markets (through Flux Securities) for Berkeley Bucks and short-term
municipal paper so that all participants can achieve US dollar liquidity when needed.

3. Develop cryptographic systems for the creation, maintenance and trading of Berkeley Bucks.
(built by Flux Holdings, operated by Flux Registry)

4, Build, maintain and update dashboard systems for City of Berkeley staff that will afford near
real time updates on the Berkeley Bucks program and give them the ability to create reports
quickly and easily from the data. (operated by Flux Registry)
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5. Recruit Decentralized Finance, or DeFi, developers to use tokenized Berkeley Bucks as a stable
coin.

6. Recruit Family Offices, Corporate Treasury and Oversees Investment Funds who would view
Berkeley Bucks as a stable, non-bank asset for holding US dollar obligations either as directly
registered or tokenized certificates.

7. Hold training sessions and outreach seminars with City of Berkeley staff, vendors and
grantees, and individual savers and investors.

We think Berkeley Bucks will have the following benefits for each of the participants:
For the City

The Berkeley Bucks program will allow the city to spend expected tax, fee and fine revenue before
those funds are received. The loop will be closed in one of two ways. Either by taxpayers returning the
Berkeley Bucks to the City or by short term bonds maturing a year later which would effectively give
the City net365 terms on its account payables.

For the Vendors

Vendors receive payment more quickly and, because of convertibility, can sell Berkeley Bucks at a
discount equivalent to the City’s 1 year borrowing rate. The ability to sell to taxpayers means that
there is an opportunity for Berkeley Bucks to trade at an even smaller discount in the secondary
market, thus lowering overall costs for the initial recipients of Berkeley Bucks.

For Holders

Berkeley Bucks allows holders to choose. If they want a store of value, or a medium of exchange, the
Berkeley Buck can be held directly with the City or in an electronic wallet as a token. If a holder elects
to pay taxes, there is the financial benefit of a discount and the civic feel good benefit of helping their
City. If they want to earn tax free interest, they can convert to one year municipal paper on a rolling
schedule that will be determined in the Issuer Agreement between the City and Flux Registry.
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Flux Holdings Solution

Flux Holdings intends to make Flux Registry LLC, an SEC regulated Transfer Agent, the core
administrative vehicle of the Berkeley Bucks Program.

The first step will be to sign an Issuer Agreement between the City of Berkeley and Flux Registry LLC.
The terms of the agreement are:

e The City of Berkeley agrees to appoint Flux Registry LLC as the transfer agent for the Berkeley
Munidollar Program, known as Berkeley Bucks.

e The City of Berkeley agrees to demonstrate to Flux Registry that it has allocated bonding
authority to the Berkeley Bucks Program and open an account.

e Flux will upon demonstration of bonding authority and account opening, credit a certificate to
the City’s account in the amount specified by the City.

e The City of Berkeley agrees to the conversion schedule that regulates how a Berkeley Buck
holder can convert into short term, zero-coupon Municipal paper.

e The City of Berkeley agrees to accept Berkeley Bucks at face value to settle outstanding taxes,
fees and fines owing to the City of Berkeley.

e The City of Berkeley may spend any or all of the Berkeley Bucks registered in its account by
authorizing a transfer to a vendor and/or grantee’s account. If the vendor /grantee does not
have an account, Flux will facilitate the vendor to open an account and then effect the transfer
of the Berkeley Bucks.

e Any registered holder of Berkeley Bucks may elect to certificate any or all Berkeley Bucks as a
tokenized asset. Initially, Flux will support the ERC-20 protocol on Ethereum.

e Flux will charge The City of Berkeley a quarterly fee of 0.25% on the peak external balance of
Berkeley Bucks in the quarter. The fee will be paid to Flux in Berkeley Bucks by the City of
Berkeley.

Flux Holdings intends to register Flux Securities LLC, an MSRB and FINRA regulated Broker-Dealer, the
initial market-making vehicle of the Berkeley Bucks Program.

There is no need for Berkeley to engage Flux Securities LLC as a Municipal Advisor or designate itas a
market maker. Flux Securities plans to advertise bid-offer prices for Berkeley Bucks and any active
securities that arise from the conversion of those Berkeley Bucks into short term municipal paper. As
Flux Registry will be open to all broker-dealers, Flux Securities will operate as a separate entity and
will not seek to maintain exclusivity in secondary market activities.

If Berkeley chooses to auction some or all of its Berkeley Bucks directly to investors (as opposed to
spending it through vendors), Flux Securities will be available to arrange an auction in accordance
with Berkeley’s parameters (which may include zip code restrictions, types of investors and/or
maximum allocations) and deliver all the necessary instructions to Flux Registry to effect settlement
of the auction. Alternatively, the City of Berkeley is free to sell the Berkeley Bucks in the City’s account
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at any time for US dollars to Flux Securities or any other broker-dealer making a market in Berkeley
Bucks.

To illustrate the progress of Berkeley Bucks in the local economy, we have included a simplified flow
below.

Step 1: City of Berkeley pays Berkeley Bucks

The City — Vendors/Projects

5

Once aninvoice is received and approved, the City transfers Berkeley Bucks to the Vendor or
Non-Profit. The Berkeley Bucks would settle the invoice on a 1 USD : 1 Berkeley Buck basis so that the
City is effectively paying out an 10U.

Unlike previous I0Us issued by the State of California, this IOU is a Munidollar and is therefore
redeemable for tax credits to the City or convertible into a one year (12-15 months) zero coupon bond
on a 1:1 basis. Because we are using Flux Registry as a transfer agent, Berkeley Bucks can also be
transferred into token format (Ethereum ERC-20, for starters).
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Step 2: The Vendor sells Berkeley Bucks for US dollars to a Broker Dealer

Vendors/Projects OTC Desk

Flux Securities plans to make a two way market in Berkeley Bucks. Any Broker Dealer licensed to deal
in Municipal Securities can also make markets. All broker dealers will have equal access to the window
at Flux Registry LLC through APIs.

The Broker Dealer will likely quote a discount which very closely resembles the 12-15 month interest
rate on Berkeley short term municipal paper (Tax Anticipation Notes or TANs, for example). In effect,
the vendor will be financing their business with the City very close to the discount rate available to
Berkeley when it issues TANs. The actual discount will depend on market demand from the three
groups of natural buyers and the general level of interest rates.

From here, there are three natural buyers of Berkeley Bucks from the Broker Dealer:

e Tax, fee and fine payers to the City
e Investors in short term municipal paper
e Holders of Stable Coins
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