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MARKET PARTICIPANTS HOPE
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BRAVE NEW WORLD
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“The power of tokenization comes from allowing
workflows to be standardized and automated in
safer, faster, cheaper ways.”
—JUSTIN SCHMIDT, GOLDMAN SACHS

as HQLAx are working to allow instant ownership
transfers in baskets of securities like government
and corporate bonds residing at multiple custodians,
using tokens. The arrangements are expected to
mobilize and expand access to global pools of collateral, paving the way for near-real-time settlement
in the repo and securities finance markets.

REGULATORY
OVERHANG?

With collateral able to move as quickly as the
tokens, it could become possible to synchronize

Markets are rife with innovators looking to use

more transaction workflows and reduce settlement

blockchain-based solutions to upend traditional

failures, some say. Tokenization could help because

finance models. One complication giving investors

it involves instantaneous settlement and wouldn’t

pause: regulators are not moving nearly as quickly.

need both sides of a trade to perform in a given
timeframe.
Such solutions would be useful, considering that

This is partly because regulators had previously
conflated tokenization with cryptocurrencies like
bitcoin. Another reason is regulators were criticized

European regulators have issued rules for harmo-

for being late to scrutinize Initial Coin Offerings

nizing operating procedures between settlement

(ICOs), sales of digital tokens that bypassed tradi-

providers under the Central Securities Depository

tional fundraising sources.

Regulation (CSDR). Those rules, which came into

For now, Security Token Offerings (STOs)

force on Sept. 17, 2014, will force CSDs to mitigate

are sold mostly as private placements, meeting

settlement fails.

the Securities and Exchange Commission’s

A key issue in the development of tokenization,
however, is a perceived lack of clarity around regulating it. While a tokenized security is still a security,

Regulation D or Regulation S or even Regulation A+
exemptions.
But some tokenized deals do not come in the

there are new technologies and risks to be consid-

form of securities that are deemed “investment con-

ered before adoption.

tracts” under the SEC’s Howey test. Where they are

The merger of the traditional finance world with
new blockchain models also has significant implica-

not securities, they could be overseen by another
regulator.

tions for record-keeping and what it will mean for all

In April last year, the SEC issued a statement on

parties to a deal to share a single record that can be

its framework for digital assets. In the framework

both customized and updated in an instant.

the regulator said even on some deals where regis-

Participants and regulators are increasingly able

tration was not required, activities involving “digital

to distinguish between what are cryptocurrencies

assets” could still be subject to SEC oversight. The

and what are traditional financial instruments on the

UK’s Financial Conduct Authority issued its own

blockchain, says Justin Schmidt, head of digital asset

policy statement last July, saying security tokens are

markets at Goldman Sachs. But regardless of the set-

within its so-called regulatory perimeter.

ting, the deal terms need to stand on their own.
“If a project is tokenizing just for the sake of
fractionalization, that’s not innovation,” he notes.
“Almost all major financial markets already support

While regulators are refining their approach to
overseeing digital assets, investors will need to be
careful to ensure the proper protections are there.
As far as commodities futures, “We don’t have

fractionalization, and the power of tokenization

a good regulatory framework for digital assets

comes from allowing workflows to be standardized

generally,” notes Timothy Massad, former head of

and automated in safer, faster, cheaper ways.”

the Commodity Futures Trading Commission and
a senior fellow at Harvard’s Kennedy School for
public policy. “There are gaps under existing laws,

Katy Burne is Editor-in-Chief of Aerial View Magazine

such as for cryptocurrencies, and where the laws

in New York. Questions or Comments?

do apply, we don’t have clarity on exactly how tra-

Write to Subhankar.Sinha@bnymellon.com in

ditional standards apply to this new world.”

the Digital Team, Mark.John@bnymellon.com in
Clearance & Collateral Management, or reach out to
your usual BNY Mellon relationship manager.
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