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[bookmark: _Toc280628648]Responding to this paper
The European Securities and Markets Authority (ESMA) invites responses to the specific questions listed in the ESMA Discussion Paper on the Distributed Ledger Technology (DLT) Applied to Securities Markets, published on the ESMA website.

Instructions
Please note that, in order to facilitate the analysis of the large number of responses expected, you are requested to use this file to send your response to ESMA so as to allow us to process it properly. Therefore, ESMA will only be able to consider responses which follow the instructions described below:
· use this form and send your responses in Word format (pdf documents will not be considered except for annexes);
· do not remove the tags of type <ESMA_ QUESTION_DLT_1> - i.e. the response to one question has to be framed by the 2 tags corresponding to the question; and
· if you do not have a response to a question, do not delete it and leave the text “TYPE YOUR TEXT HERE” between the tags.
Responses are most helpful:
· if they respond to the question stated;
· contain a clear rationale, including on any related costs and benefits; and
· describe any alternatives that ESMA should consider

Naming protocol
In order to facilitate the handling of stakeholders responses please save your document using the following format:
ESMA_DLT_NAMEOFCOMPANY_NAMEOFDOCUMENT.
E.g. if the respondent were XXXX, the name of the reply form would be:
ESMA_DLT_XXXX_REPLYFORM or 
ESMA_DLT_XXXX_ANNEX1

Deadline
Responses must reach us by 2 September 2016.
[bookmark: _Toc335141334]All contributions should be submitted online at www.esma.europa.eu under the heading ‘Your input/Consultations’. 


Publication of responses
All contributions received will be published following the end of the consultation period, unless otherwise requested. Please clearly indicate by ticking the appropriate checkbox in the website submission form if you do not wish your contribution to be publicly disclosed. A standard confidentiality statement in an email message will not be treated as a request for non-disclosure. Note also that a confidential response may be requested from us in accordance with ESMA’s rules on access to documents. We may consult you if we receive such a request. Any decision we make is reviewable by ESMA’s Board of Appeal and the European Ombudsman.
[bookmark: _Toc335141335]
Data protection
Information on data protection can be found at www.esma.europa.eu under the headings ‘Legal notice’ and ‘Data protection’.



Introduction
Please make your introductory comments below, if any:
<ESMA_COMMENT_DLT_1>
Deutsche Bank welcomes the opportunity to respond to ESMA’s Discussion Paper on the application of Distributed Ledger Technology (DLT) to securities markets. 

DLT is an innovative technology which has a broad number of use cases and the potential to bring significant efficiencies and cost savings to business processes in future.  Given that the adoption of DLT will take place gradually over time, early clarity on the issues to be resolved to make DLT workable will be very useful.

Whilst it is possible to outline now some of the potential benefits and risks of DLT, it is difficult to be precise about all of the specific use cases we will see in the future because the technology is at such an early stage. At present, the industry is in the process of testing the viability of the technology in a number of different scenarios. We recently announced our involvement in the utility settlement coin project - 
a digital cash model aimed at facilitating payment and settlement for institutional financial markets.

In the first instance we are likely to see small scale use cases either within firms themselves or between a small number of firms. Although market wide adoption is a number of years away, when this point is reached, there may be benefits to the adoption being coordinated by market infrastructure themselves in conjunction with regulators.  

From a regulatory perspective, standards and a framework adapted from the IOSCO-CPMI Principles for Financial Market Infrastructure would be welcome to ensure the stability and safety of the technology when broad uptake becomes relevant.  We would encourage ESMA to coordinate with other sectoral regulators and global regulatory bodies given the application of DLT will take place beyond just the securities markets and the European Union. 

We would welcome an ongoing dialogue with ESMA on DLT and are happy to discuss any of the issues raised in our response further.
<ESMA_COMMENT_DLT_1>




Do you agree with the list of possible benefits of the DLT for securities markets? Please explain, e.g., are these benefits unique to the DLT, are some more important than others, are some irrelevant?
<ESMA_QUESTION_DLT_1>
We broadly agree with ESMA’s list of possible benefits. 

Areas that stand to benefit substantially from DLT 

· Collateral management: We envisage a DLT environment which allows for the tracking of collateral postings with clarity on underlying beneficial owners. Given regulatory requirements (EMIR, Dodd-Frank etc) and the growing importance of collateral management such a development would be very beneficial. 

· Regulatory reporting: Use of a DLT for the collection, consolidation and sharing of data could increase accuracy, efficiency and the speed of access to this information for regulators. 

· Record of ownership: The ability to manage chains would also allow for full tracking on the ownership of assets, without the need for full account segregation. In the context of the current discussion on full account segregation such a solution would achieve the necessary transparency without the cost of full segregation. We note that there are many legal issues to address here, not least the question of which jurisdictional law should apply in the case of cross border transactions. 

· Corporate actions and proxy flows: Due to the continued manual nature of these processes and the need to distribute and exchange information to and with a large number of underlying customers this would seem to be a good candidate for DLT usage. Much of the information needed to process corporate actions (coupon payments, covenants, dividend payment, splits etc.) could probably be handled by smart contracts. Given the complexity around this, the benefits are likely to be easiest to deliver in newly issued bonds and certain new share instruments as well as mandatory corporate action events on existing shares. 

Settlement

ESMA notes that DLT could significantly reduce the settlement cycle of securities transactions and that it could become almost instantaneous. Whilst there are undoubtedly further opportunities for additional efficiencies in the post-trade space we are not convinced that T+0 should be the short-term aim or objective or that it is necessarily desirable in the long term.  Whilst real time settlement could eliminate clearing (for cash transactions) and reduce counterparty risk it would require fundamental changes to the way in which markets currently operate.  

For example, it would have to be ensured that prior to trading funds and / or securities are available and the industry would also need to ensure a liquid repurchase and securities lending market was in place operating on a T+0 basis.  The associated issues become even more pronounced in a cross border context where clients are based in different time zones outside of the EU.

We think retention of clearing processes with multiple clearing batches throughout the day and a final settlement at the end of day on T+0 is a more workable outcome. This would retain some of the counterparty risk and the need for CCPs.  We are also not convinced that DLT would be able to handle the throughput of volume of transactions for real time settlement to be achieved. 

In this context it should be highlighted that some markets such as Russia and Saudi Arabia have recently considered a move in the settlement cycle from T+0 to T+2 due to market volatility and liquidity issues and to improve their international competitiveness.  

Further, the cost / benefit assessment to implementation of DLT in the settlement space would need to take account of the current T2S roll out and the significant investments this has already incurred. 

ESMA also notes that DLT is unlikely to eliminate the counterparty risk from derivatives transactions. However, our analysis shows that a long dated derivative can be enshrined on DLT and the execution of the life cycle events (default, coupon payment, maturity, valuations) can be performed effectively.

We agree that the trading landscape is not suited for DLT use due to latency issues.

ESMA notes that DLT could make reconciliations more efficient. There is no need for separate reconciliation as the consensus is the reconciliation. <ESMA_QUESTION_DLT_1>

Do you see any other potential benefits of the DLT for securities markets? If yes, please explain.
<ESMA_QUESTION_DLT_2>
We see the benefits of DLT extending beyond just the post trade environment. A smart contract library via different engines e.g. issuance engine, trading engine, netting engine and custody could cover the complete life cycle of a security including issuance and asset servicing.

DLT and smart contracts have the potential to deliver operational risk reduction due to a decrease in manual errors, increased efficiency and reduced intraday liquidity risk due to true delivery vs payment (DvP). If DLT provides for centralised valuations, resultant processes such as capital calculations could be made significantly more efficient.  

DLT could also be used for determining tax application and making payment, and for helping to manage the integrity of the issue in a common depository issuance.
<ESMA_QUESTION_DLT_2>

How would the benefits of the technology be affected, in the case where the DLT is not applied across the entire lifecycle of securities (i.e., issuance, trading, clearing and settlement, safekeeping of assets and record of ownership) but rather to some activities only?
<ESMA_QUESTION_DLT_3>
DLT solutions are not yet at a stage where they can be applied across the entire lifecycle and we therefore assume that DLT will develop over time and spread gradually across markets, instruments, locations and participants. The situation will likely be fluid and constantly changing – and this will bring its own benefits, challenges and opportunities.

The principal challenge is the interoperability that would be needed between existing systems and any new DLT environment and between multiple different DLT systems.  

The benefits of DLT could be much reduced if it is implemented in a fragmented or myopic way, becomes additive to the cost base and creates additional process complexity. This might be acceptable if seen as part of a transitory stage in a wider roll-out plan. Use cases therefore need to be fully proved and piecemeal adoption considered very carefully to avoid change which doesn’t deliver any overall benefits. In future, coordinated roll out of DLT by a market infrastructure provider would have many benefits, not least ensuring adoption by a large number of participants simultaneously, which would ensure that the network effects of DLT are fully realised. 

Nonetheless, there are some processes that would benefit from DLT application but which are isolated enough not to cause issues if implemented alone. Such activities might include management of a collateral pool or execution of certain corporate action activities such as proxy voting.

Where multiple DLTs are used which are reliant on one other reconciliation processes would be needed between different DLTs for which an interface will have to be built. This could add to the cost base and increase a risk of mismatches, and could also mean additional cyber security risk.

Where DLT held data is used to inform activity further down the value chain, correcting data not only on the initial DLT but also on additional systems will present a major challenge.  
.<ESMA_QUESTION_DLT_3>

Which activities (e.g., post-trading, other activities), market segments and types of assets in the securities markets are likely to be impacted the most by the DLT in your opinion? How is the DLT likely to modify the way securities markets operate? Please explain.
<ESMA_QUESTION_DLT_4>
As outlined in our response to question 1, we think collateral management, ownership tracking, regulatory reporting and corporate actions are the activities that are likely to be impacted the most by DLT. 

We initially expect DLT to be applied to short term instruments and small, single markets such as commercial papers or short maturity bonds which have limited corporate actions or developments during the lifecycle of the security. Instruments where there is limited liquidity and a limited number of market players present an appropriate space to test ideas. Over time and once the concept has been proven, sophistication can increase and more complex products included.
<ESMA_QUESTION_DLT_4>

According to which timeframe, is the DLT likely to be applied to securities markets in your view? Please distinguish by type of activities, market segments and assets if relevant.
<ESMA_QUESTION_DLT_5>
We are expecting a gradual application over time, and a parallel operation of existing technology and DLT. 

We expect to see internal bank-specific solutions 2-5 years from now and national solutions and specific cross-border activities 5-10 years from now. Full or largely full implementation of current cross-border processes we anticipate to see in a 10-15 year timeframe. This would in particular be relevant for the clearing and settlement processes.
<ESMA_QUESTION_DLT_5>

How might your organisation benefit from the introduction of the DLT?
<ESMA_QUESTION_DLT_6>
In the short term, it is likely that due to investments into the new technology and the gradual replacement of old technology different systems will co-exist and require maintenance as well as interfaces to ensure consistency, which could drive up costs. In the longer term, we are convinced that the technology has the potential to significantly reduce operating costs and improve our client service.

Our organisation could benefit in many ways. Some of these benefits include:

· DLT and smart contacts could significantly reduce operational risk and increase our processing efficiency by reducing the systems and interfaces which we employ currently. One element of improved operational effectiveness would be stronger collaboration between business and technology functions.

· Specifically, using data on DLT for regulatory reporting purposes would create efficiencies for us as a reporting organisation and for regulators seeking to access the data on a real time basis. 

· DLT has the potential to create a significant number of new business and revenue opportunities. In particular we think it will allow us to enhance client experience by provide historic, current and future account transparency with real-time data and traceable records of ownership of assets. 

· A potential reduction in the margin period of risk (MPOR), leading to a reduction in the overall amount of margin we are required to post with counterparties / CCP. If the minimum timeframe (currently 10 days) were to be reduced as a result of the faster processing that DLT allows for then margin requirements would fall also.  This example demonstrates the potential regulatory changes and need for global coordination that is brought about by the development of DLT. 

· Reduced counterparty risk due to a shorter settlement cycle.

· Reduced intra-day liquidity risk and counterparty risk due to change in timing of issuance of a debt instrument and introduction of a new state (pre-issuance on the blockchain), which has not existed before and enabling of true DvP (dependent on Central Bank Digital Currency).
<ESMA_QUESTION_DLT_6>

If you are working on a concrete application of the DLT to securities markets please describe it (i.e., which activities, which market segments, which type of assets and for which expected benefits) and explain where you stand in terms of practical achievements in relation to your objectives.
<ESMA_QUESTION_DLT_7>
We would prefer not to comment publicly on the applications we are working on. We have however announced some of the projects where we are working with other partners. We recently announced our involvement in a project to develop a utility settlement coin – a digital cash model aimed at facilitating payment and settlement for institutional financial markets.  The project is currently in the development and testing phase. Our involvement in DLG/R3 is also public knowledge. <ESMA_QUESTION_DLT_7>

Do you agree with the analysis of the potential challenges? Please explain, e.g., are some more important than others, are some irrelevant in your view.
<ESMA_QUESTION_DLT_8

We agree with the analysis of the potential challenges. They key challenges from our perspective are: 

· A scalable approach to privacy:  to protect confidentiality of the relevant data. While the current implementations satisfy various dimensions of security requirements around immutability, verifiability, integrity and non-repudiation, one of the key areas it does not address is privacy/confidentiality i.e. any participant can see all states and transactions on the distributed ledger. The current options for solving for this are not scalable from a development and deployment perspective. The ledger platform should offer privacy/confidentiality as a core element of its functionality. 
 
· Identity management: a permissioned distributed ledger needs to be robust to ensure on-boarding and off-boarding of entities does not impact the consensus algorithm (i.e. who should sign the transactions) as well as the stored data (i.e. access and retrieval of data pertaining to the leaving entity).  This aspect need to be addressed in a production grade set up. 

· Validation: almost all the consensus algorithms rely on majority network voting to approve a transaction which does not necessarily require the parties to the transaction to sign/validate them explicitly. Only a few companies are looking at solutions which are at nascent stage only. 

· Interoperability: between the DLT and existing legacy systems and processes. In this scenario it is possible that the market ends up with an additional layer of technology and an alternative solution working in parallel with the current one which overall doesn’t deliver any efficiency benefits. 

· Immutability:  the immutable nature of the record could make amending errors difficult. However, the deployment of smart contract logic on top of a DLT could solve for this. In such a scenario amendment / adjustments could be made by redeeming the contract with a subsequent re-issuance. 

· Conflict of Law: the situation of nodes in the DLT in multiple legal jurisdictions will raise conflict of law issues. Even with one contractual law, these may prove hard to manage, particularly when referencing the Settlement Finality Directive (SFD). In this context it may be questionable for several regulations as to (i) what nature the instrument actually is, (ii) how has it been created, (iii) where the place of settlement is and (iv) where would the record of title be held.  The application of different data protection requirements is also going to be a challenge.  Even in a permissioned network the DLT governance framework will require an agreement on how data privacy can be ensured across the different jurisdictions. A compromise could be the acceptance of the highest standards as minimum across the DLT network.

· Central Bank Money: the challenge of settlement in central bank money is of course only relevant if DLT is applied in the settlement space, however this could also be overcome if central banks were to consider recording central bank money on a DLT. 

· Scalability: the ability of the DLT to handle higher transaction volumes and frequencies.

Regarding position netting there are ways of having a layered set up (clearing DLT, settlement DLT) where a netted agreed position can be settled on a settlement DLT.
<ESMA_QUESTION_DLT_8>

Do you see any other potential challenges? If yes, please explain.
<ESMA_QUESTION_DLT_9>
Without a clear business case for all parties involved there will be a challenge in bringing DLT to fruition at a larger scale. Despite the promise of reduced costs the introduction of DLT will require significant investments of banks at a time of scarce resources.

Broad adoption of DLT across the market and the need for industry wide standards will require cooperation across differing groups (including regulators) for the desired network effects to be realised. We note that several consortia are active in this space already but coordinating a large number of disparate stakeholders with differing interests can be extremely challenging.  

Realising the potential benefits of DLT will also create additional challenges of itself. For example, a T+0 settlement cycle might be unworkable without either a very liquid repurchase market available alongside it or another mitigating solution developed by a third party.  A real-time settlement process could also make the processing of corporate actions more complex when the system would be running 24/7/365. A certain cut-off time would have to be determined to allow for a snapshot of the system to be taken.
<ESMA_QUESTION_DLT_9>

Which solutions do you envisage for these challenges and where do the current initiatives stand in terms of practical achievements to overcome them?
<ESMA_QUESTION_DLT_10>
A number of the challenges described are technical in nature which will require ongoing technological development and refinement. Industry is in the process of working through these issues. Issues surrounding legal certainty will require discussion and exploration further with regulators.  
<ESMA_QUESTION_DLT_10>

Do you agree with the analysis of the key risks? Please explain, e.g., are some risks more important than others, are some irrelevant in your view.
<ESMA_QUESTION_DLT_11>
We agree that cyber security is a risk. While as a general note it is believed that DLT is secure, as with any new technology there are ongoing security concerns that need to be addressed. The main issue for the security of the technology stems from the user base and that credentials to access the system could be obtained by unauthorised persons and fraudulent transactions added to the system. 
 
We agree that smart contracts could create risks of herding. Given that they would have pre determined triggers embedded, they could act in a similar fashion to trading algorithms and create market wide stress or disruption if triggers are activated simultaneously across multiple contracts.  

Risks around software quality (such as those that were experienced with the Ethereum blockchain) also need to be addressed to ensure the stability and reliability of the technology.  

We don’t see fair competition being a major source of concern. We’d assume that large scale DLT systems would need to have fair and non discriminatory access rules in the same way as trading venues and CCPs do today and that these would be subject to regulatory oversight and supervision. <ESMA_QUESTION_DLT_11>

Do you see any other potential risks? Please explain.
<ESMA_QUESTION_DLT_12>
Other potential risks we see include: 

· The concentration of knowledge and skills in DLT to only a small number of people. FMIs or other SIFIs could be at risk if they lose key members of staff.

· [bookmark: _GoBack]Data quality of smart contracts. If software code is deployed which contains errors or backdoors these may be exploited by other members of the DLT. A strong governance agreement on the system should help to ensure that such errors are detected early and not exploited.
<ESMA_QUESTION_DLT_12>

How could these risks be addressed? Please explain by providing concrete examples, especially for the risks potentially affecting your organisation.

<ESMA_QUESTION_DLT_13>
A number of the risks can be addressed through having a permissioned network with sufficient standards and governance in place around access to the ledger. This would address risks surrounding money laundering, front running and misuse of information. Sufficient KYC controls around ledger access would provide a level of protection and transparency to prevent fraudulent transactions taking place. In a permissioned network, the creation and usage of public/private keys could be used to protect the confidentiality of data where only the respective regulator and the FMI as operator would have full transparency of data on the ledger. However, there are further technical challenges to be overcome in relation to privacy and confidentiality of data. 

Clearly, there is a need to strike a balance between access requirements and broad uptake and participation of the system. A permissioned system needs to create transparent and sufficiently high access requirements to deter parties with unproper intentions as is already the case in today’s markets, whilst not restricting the broader uptake of the technology.

Cyber risk will be heavily reliant on the security measures applying to node access, i.e. minimum standards to be adhered to in the network and security of keys to access the network.

Constant technical assurance will be needed to ensure that exploitation of a weakness in the code does not take place.
<ESMA_QUESTION_DLT_13>

Do you think that the DLT will be used for one of the scenarios above? If yes, which one(s)? If no, please explain?
<ESMA_QUESTION_DLT_14>
Yes. DLT could be used for all of the above scenarios. 

The application of DLT is probably the simplest to deliver initially for cash products and in particular for securities lending, repurchase agreements, and collateral deposits.  Central clearing for derivatives and margining for derivatives not subject to the clearing obligation is also possible using DLT, but this is a longer term proposition. 

Utilisation of smart contracts on a DLT could also help speed the liquidation of open positions in case of the insolvency of one of the nodes in the system. This could make the overall process in an insolvency situation even faster than it is today.
<ESMA_QUESTION_DLT_14>

If the DLT is used for one of these scenarios, how compliance with the regulatory requirements attached to each scenario could be ensured?
<ESMA_QUESTION_DLT_15>
We think initially that rather than redefining market infrastructure radically, DLT would simply bring operating efficiencies without presenting regulatory compliance challenges.
<ESMA_QUESTION_DLT_15>

Do you think that the DLT will be used for one of the scenarios above? If yes, which one(s)? If no, please explain?
<ESMA_QUESTION_DLT_16>
DLT could be used for Scenario 1.2 (acting as a settlement internaliser). DLT could also serve as a transaction management system interfacing with CSDs. It follows that settlement internalising would be part of this.

In the much longer term, one could foresee the use of DLT for T2S itself. 

The Australian market has embarked on a project to introduce DLT as part of its securities market reforms. It is understood that the technology is to be used to cover trading, clearing and settlement processes.
<ESMA_QUESTION_DLT_16>

If the DLT is used for one of these scenarios, how could compliance with the regulatory requirements attached to each scenario be ensured?
<ESMA_QUESTION_DLT_17>
The use of DLT for securities settlement would be covered by the Central Securities Depository Regulation (CSDR). Within this legal framework, DLT could change the way settlement works today. In a centralised world, the CSD is needed as the top tier record keeper and operator of a securities settlement system (SSS). In this scenario, it is reasonable that a designated SSS should be operated by a CSD.

However in a decentralised / distributed world there may be multiple operators of SSS and none of them would be a CSD in the typical sense. When assessing the suitability of the existing framework regulators will have to take into consideration the changed technological environment and may need to interpret the rules of CSDR differently so that DLT can be used for securities settlement under the premise that the structure is set up in the spirit of the law. For example, it is not clear that the requirement that a security must be held centrally is compatible with DLT.
<ESMA_QUESTION_DLT_17>

Do you think that the DLT will be used for safekeeping and record-keeping purposes? Please explain, with concrete examples where appropriate.
<ESMA_QUESTION_DLT_18>
Yes, but significant regulatory barriers are in place that would prevent such services being provided without adding additional complexity and cost to existing arrangements. For example, CSDR requires that issues are held in a regulated CSD, and the CSD must operate a securities settlement system as well as offer accounts at the top tier level. It remains to be seen whether the operation of a node at the DLT can be considered as an account. 

Recordkeeping at the investor level could be done through a DLT system by the Registrar. Applications would need to be developed which are able to extract the information of securities owned by a certain entity from the overall chain. 

DLT could ultimately make safekeeping and recordkeeping in the traditional sense superfluous as the DLT records will be the source that provides the main records. Through the technical set up with public and private keys it could be ensured that regulators have access to the relevant information, an issuer could see his shareholders and an investor could obtain a view on his investments. For the extraction of that information potentially specific software could be required similar to the “Wallet” software provider already active in the virtual currency market.

With regards to the German market, despite a legal requirement to physically create a security through “tokenisation” German securities could also probably be issued directly in a DLT. Nonetheless, a European approach to the harmonised creation of securities is desirable.
<ESMA_QUESTION_DLT_18>

If the DLT is used for the safekeeping and record-keeping of ownership, how could compliance with the regulatory requirements be ensured?
<ESMA_QUESTION_DLT_19>
There are a number of legal and regulatory issues which would need to be clarified not least around the application of company, property and security law.  

As we highlighted above, DLT could ultimately make the traditional role of safekeeping and record keeping superfluous.  
<ESMA_QUESTION_DLT_19>

Do you think that the DLT will be used for regulatory reporting purposes? Please explain, with concrete examples where appropriate.
<ESMA_QUESTION_DLT_20>
Yes. DLT could bring many benefits. It could improve the quality of reporting and provide real time access for regulators. The DLT would remove the need for dedicated feeds with associated reconciliation problems. 
<ESMA_QUESTION_DLT_20>

If the DLT is used for regulatory reporting purposes, how could compliance with the applicable regulatory requirements be ensured?
<ESMA_QUESTION_DLT_21>
As long as the application guarantees that the regulatory requirements are complied with nothing would need to change as the DLT would be a platform replacement project.  Participants would need to ensure that all information that is required by the regulator is available in the DLT environment.

Regulators would need to build the connections to the respective DLT in order to obtain the data for their purposes. 

The associated challenges with reporting via a DLT include issues with data protection and cyber security.  Given that the regulator would hold access to all data on the DLT, it might become a target for cybercrime attacks. To mitigate this, the access would have to strictly be view-only, which can only be addressed in a permissioned set up.
<ESMA_QUESTION_DLT_21>

Do you think that the DLT could be used for other securities-related services than those already discussed, in particular trading and issuance?
<ESMA_QUESTION_DLT_22>
Yes, DLT could be used for in-house reconciliation tools. In doing so it could replace multiple trade booking engines or trade reporting engines within an asset class. 

Syndicated issuance activity would be another viable option, however in this scenario another connection to a settlement engine might ultimately be needed. <ESMA_QUESTION_DLT_22>

Do you see potential regulatory impediments to the deployment of the DLT in securities markets?
<ESMA_QUESTION_DLT_23>
Given that the adoption of DLT in the securities markets is unlikely to happen in the near term, it is difficult at this stage to highlight particular specific impediments.  However, there are a number of points of uncertainty:

· A potential impediment could be the requirement in CSDR that transferable securities will have to be recorded in a CSD if they are traded on an exchange - given that it is not clear if the current definition of a central securities depository is compatible with a decentralised distributed ledger.

· If the mechanics of issuance of a security on DLT are compatible with current rules around dematerialisation and the requirement for securities to be held centrally. The key issue is to have clarity on the mechanics of settlement finality and changes in legal ownership.    

· The treatment of assets held on a distributed ledger in the event of an insolvency situation. If the same level of protections that exist today in the event of the insolvency of a custodian do not apply when DLT is applied in future, then this could limit the uptake of the technology quite significantly.  

· Determining the jurisdictional law under which ownership of a security takes place, where there may be multiple DLT access nodes in different locations. This partly depends on the design of the ledger in question – it is possible that nodes could be run internally on the ledger itself. 
<ESMA_QUESTION_DLT_23>

Should regulators react to the deployment of the DLT in securities markets and if yes how? If you think they should not do so please justify your answer.
<ESMA_QUESTION_DLT_24>
In the short term regulators should form a view on how acceptable DLT solutions are within the existing regulatory framework and a long-term view on how things may need to change if the technology shows a credible business case for broad adoption and major change to financial system architecture.

Although activity specific regulation should be technology-neutral as far as possible, there needs to be a regulatory framework in order for DLT to be adopted in securities markets. Without an appropriate regulatory framework, it would be challenging for regulated entities to use/adopt the new technologies/services.  

It would be helpful if regulators (ideally on a global basis, through IOSCO and/or CPMI) provided a broad framework for DLT so it can be applied to securities markets. DLT could become the technology behind market infrastructure and so should meet certain requirements around governance structure, risk assessment, access control and data protection. These would sit in addition to existing regional rules which apply to market infrastructure. 

The CPMI/IOSCO Principles for Financial Market Infrastructure may present a useful starting point – although they may need to be tailored to DLT providing entities. DLT governance bodies would need to satisfy all relevant principles, with appropriate supervision following to ensure compliance.

The location of DLT governance bodies may become an issue of competitive advantage for jurisdictions which are willing to be open to innovation and provide guidance to entities as to how they can ensure compliance and meet supervisory expectations.
<ESMA_QUESTION_DLT_24>
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