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WHAT IS DeFi

Ecosystem of 

financial 

applications and 

protocols built on 

decentralized 

blockchain 

networks. 

Eliminates the need for 

intermediaries like banks 

and enables direct peer-

to-peer transactions. 

Offer a wide range 

of financial 

services, including 

lending and 

borrowing, 

decentralized 

exchanges, yield 

farming, and 

more.

KEY FEATURES OF DeFi

Transparency, 
security, 

interoperability, 
and 

programmability. 

DeFi protocols 
execute 

transactions 
automatically, 
removing the 

need for 
intermediaries 
and reducing 

associated 
costs.

Decentralised Finance (DeFi) - Background



Some notable examples include 
decentralized lending platforms 

like Compound and Aave, 
decentralized exchanges such 

as Uniswap and SushiSwap, and 
stablecoins like DAI. 

DIFFERENCE BETWEEN TRADITIONAL 

AND DECENTRALISED FINANCE
POPULAR DeFi APPLICATIONS

DeFi - Background



A

DeFi Stack

Source: Fabian Schär, Decentralized Finance: On Blockchain- and Smart Contract-Based Financial Markets



A

DeFi Peer-to-Peer Model

Source: Raphael Auer et al, The Technology of Decentralized Finance(DeFi), BIS Working Papers No 1066



DeFi and its different protocols

Source: Raphael Auer et al, The Technology of Decentralized 
Finance(DeFi), BIS Working Papers No 1066

An example of lending protocol

Source: Raphael Auer et al, The Technology of 
Decentralized Finance(DeFi), BIS Working Papers No 
1066

An example of derivative protocol



Loan
collateral

Receipt of 
collateral back in 

different 
cryptocurrency

Forced
liquidation

Self-paying
loan

Lending Transactions – Tax implications

L O A N COLLATERAL
- The economic ownership of the collateral will remain with the borrower. Hence,the deposit of some

tokens as collateral should not generatetaxable event.
- Accordingly,there should not be any tax implications.

F O R C E D L I Q U I DAT I O N
- Because of the volatility in the crypto market, sometimes the value of the collateral decreases and the loan to

value ratio cannot be maintained. In such cases, the platform issues margin calls (for ex.: MakerDAO requires
collateralof minimum 150% of the valueof loan).

- Accordingly,borrower have to add additional collateral for the initial loan.Where margin calls
are not met,the platform can opt for forced liquidation of borrower’s collateral.

- The taxation regime could vary depending on the tax lawof the country, for ex.:Per US tax law,theborrower
is required to pay capital gain taxes on the forced liquidation, immaterial of the fact that they did’nt receive
the profits.

RECEIPT OF COLLATERAL BACK IN DIFFERENT C RY P TO C U R R E N C Y
- The difference in value (i.e., value of original collateral and the value of collateral received back) may be taxable

as capital gain taxes depending on the local tax law of the country.

SELF-PAYING L O A N
- Some protocol offers option of self-paying loans. In such cases, borrower deposits the collateral, borrows

the capital and the loan is repaid overtime by the yield protocol earns from the collateral (for ex. Alchemix
protocol).

- The taxation regime may vary depending on the local law of the country. For ex., Per US tax law this debt
cancellation income triggers tax liability.



Staking and Interest income – Tax implications

- The platform maydistribute
interest/rewards bydeposit of
additional coins in lender’s wallet.
The taxation mechanics may vary
per the laws of the country. In
most cases, this should be treated
as an ordinary income. For ex. –
Per US tax law this is treated as
ordinary income.

Ex: AAVE aTokens

Issuance 
of 

additional  
tokens

- Sometimes lenders are rewarded
not in form of additional tokens,
but as an increase in the value of
interest-bearing tokens of the
lender.

- The taxation mechanics may vary
per the laws of the country. Since,
only the value of existing tokens
has increased, this could be taxed
as capital gains. For ex. – Per US
tax law this is treated as capital
gains.

Ex:cTokens

Increase in
the value

of existing
tokens

https://edge.app/blog/company-news/interest-bearing-tokens-in-edge-atokens-ctokens/
https://edge.app/blog/company-news/interest-bearing-tokens-in-edge-atokens-ctokens/


Governance tokens

- Also, known as yield farming,
many DeFi platforms distributes
tokens as incentives for activities.
These holders can vote for
issues that need decision. In
most cases, these should be
taxed as ordinary income. For ex.:
Per US and Australia tax laws,
these are subject to income tax.
Further, tax is usually based on
token value at the time of reward.

Receiving
governance

tokens - Trading of governance tokens
whose valuehaveincreased
from the timeof receipt
could generate capital gain
tax.

For ex.: Per US tax law, these are
subject to capital gain tax

Trading
governance

tokens



Others

Wrapped

tokens

Liquidity pool 

transfers

Defi rebrasing

tokens

W R A P P E D TO K E N S
- A token whose value is pegged to another coin/ token is referred to as wrapped tokens.

Also, some protocols may have specific requirement to wrap tokens before they can be
deposited.

- The tax implications in case of wrapping of tokens can be debatable. One may argue that
wrapped version has distinctive features vis-à-vis the original token, hence this creates
taxable event. While, on the other hand it can be argued that wrapped token is mere
representation of original token, and it doesn't generate any taxable event.

LIQU IDITY P O O L TRAN S FERS
- When someone provides liquidity,and deposits funds in liquidity pool they receive

liquidity pool tokens.The value of these tokens increases based on pool demands and
trading fees.

- The liquidity provided is converted back to original currency at time of withdrawal.
- The withdrawal may hence generate taxable event.
- Separately, there may be tax implications at the time of deposit too, on the argument that

it is crypto-to-crypto trading (i.e., liquidity pool tokens are received for the crypto
deposited).For ex.:Per US tax law crypto-to-crypto trading are taxable.

DEFI REBRASIN G TO KEN S
- In this case, protocol periodically adjusts the total coin supply based on the token’s

price fluctuations
- There could be 2 approaches to taxes here:

- Capital gains tax when these tokens are sold at value more than value existing at
the time of deposit.

- Treating the rebracing income received everytime as dividend income or ordinary
income.

https://cointelegraph.com/altcoins-for-beginners/a-beginners-guide-to-understanding-wrapped-tokens-and-wrapped-bitcoin


DAOs - Background

• Smart contract determines the rules of the organization and govern the code/ It is designed to function 

without the need for a centralized governing authority. 

- DAO definition uniformity – no recognized uniform definition throughout the world.

• Different types of DAO’s  

- Governance DAOs - Investment DAOs - Tokenized Networks - Decentralized Non-Profit Organizations 

etc.

• Entity structure/ features: Legal wrapper (complete wrap/ siloed wrap)/ Entity types>> Profit/ non-profit 

entity (LLC, Partnership, Trust, foundations, social clubs etc. Legal status of DAO>> There were cases in 

past where DAO’s/ its founders has been put to test in court

DAO>> Limited activity> doesn't foresee substantial real-world activity> Make sense to wrap only specific 

activity such as grant program or DAO’s treasury

DAO that desire to wrap all activity in single legal entity structure> DAO activity in such cases are 

undertaken by legal entity

• Limited liability of developers, users & members of DAOs/ Minimize risk of imputed ownership by 

Governance token holder of DAO treasury token

• Some countries in US grants legal recognition to DAO’s (Wyoming DAO/ Utah DAO)

• Legal implications of DAO>> Contract law/ Taxation/ Securities laws

Source:  David Kerr, Miles Jennings ; A Legal Framework for 
Decentralized Autonomous Organizations



DAO COMPARISON TO TRADITIONAL 
COMPANY
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PERMISSIONLESS

TRANSPARENT
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DAOs - Background

Modified diagram, Source: Digital economy compass 2022 (statista)

DAO TREASURY



A Tax Jurisdiction/ Tax residency of DAO and its founders
Determine the tax jurisdiction(s) in which the DAO and its participants may be subject to 

taxation. The tax treatment of DAOs can vary significantly depending on the jurisdiction.

B Tax classification varies based on entity types
Clarify the tax classification of the DAO, whether it is treated as a partnership, corporation, or other 

entity for tax purposes. (for ex. – partnership could be pass through entity in some jurisdictions)

C Token Taxation/ Taxability of Governance tokens 
Consider the tax implications of token issuance, trading, and use within the DAO, such as income 

or capital gains tax.

D

DAOs: Some broader tax implications

Taxability of treasury related activities (staking of coins, provisions of liquidity, 

mining gains)/ Other on chain operation activities



E
Tax treaty issues/ allocation of profit/ taxability of offshore structures/ Claim of 
tax treaty benefit/ Permanent Establishment creation
Level of control exercised on the treasury activities by holders of governance tokens

F

G
Transfer pricing considerations depending on the business models

H Withholding and Reporting
Understand any requirements for withholding taxes, reporting obligations, or tax registrations that 

may apply to the DAO.

DAOs: Some broader tax implications

Availability of tax credit/ R&D credit



I

DAOs: Some broader tax implications

Jurisdiction of IP

-IP developed in one country – transferred/ deployed in other country could generate tax issues

-IP developed by offshore entity – licensed back
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