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From Bitcoin to Ethereum, cryptocurrgé ies coii_agte for media headlines — but have
delivered mixed fortunes to their bgf s ers.

It is why we are sceptical abg#inregulated cryptocurref lies. While disruption can be a
force for good, it is impor 0 remember safety firstin a we do. That is why we
believe public interest gf"best be served with some form of a¥ ulated market. Hence,
we support central BEEKs in their progress towards a digital curre hat can boost
financial stabilit 2 goal of the ESM.

Let's remi drselves why central banks were created. Financial panic i 07 led J.P.
Morga d other financiers to call on the US Congress to engender trust in stem,
promé Vig lawmakers to pass the Federal Reserve Act in 1913 and thus create &3S
caf val bank.

oday, central banks around the world are assessing how we can progress with the

currencies. The ESM recognises the potential of such new-age currencies. The provision
of a digital currency through a central bank rather than private cryptocurrencies can help
boost efficiency, transparency, trust, and financial stability.

In this blog, we will discuss how a digital currency used by financial intermediaries could
benefit capital markets.

This exciting prospect also prompted the ESM to issue a discussion paper Wholesale
central bank digital currency — the safe way to debt capital markets and to co-host a
seminar with the International Capital Market Association in April,[l where speakers
highlighted, among numerous topics, the fact that more than 90 central banks around the
world are already studying central bank digital currencies.2

1| Blog | May 2023



https://www.esm.europa.eu/profile/josselin-hebert
https://www.esm.europa.eu/profile/kalin-anev-janse
https://www.esm.europa.eu/publications/wholesale-central-bank-digital-currency-safe-way-debt-capital-market-efficiency
https://www.esm.europa.eu/publications/wholesale-central-bank-digital-currency-safe-way-debt-capital-market-efficiency

There are two_ s of digital currency being examined by central ba and debated by
others. A retail ¢ acy that allows the public to transfer funds ca s and a wholesale
currency for use wittii. she capital markets. The wholesale curref 'y would be for use by
financial institutions witlii. %2 potential for use by other actorsd ich as debt issuers, be
they public institutions or cC. wrates.

When properly designed, a wholc_ ale central bank g¢ "l currency carries five benefits:
. Expedited execution
2. Increased transparency
3. Reinforced financial stability
4. Actual scalability

5. Cost savings for a

Importa#ice of central bank money

whafiesale financial markets

Wholesale securities transactions involve large sums of money, and participants in these

At the top of the banking hierarchy is a central bank, acting as regulator and ultimate
provider of liquidity to financial markets. Central bank money refers to the money supply
that is created and backed by the central bank of a country. Or, in the case of the euro
area, the money supply for a group of countries using a single currency, as is the case for
the European Central Bank (ECB). This includes physical cash (banknotes and coins)
and reserves held by commercial banks at the central bank. These are all direct claims on
the central bank.

Commercial bank money, however, refers to the deposits created by commercial banks
from which they issue loans or make other investments. When a bank lends money it
creates a deposit for the borrower, which is recorded as a liability on the bank's balance
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sheet. It is a cik. . on the commercial bank itself and is subject to credd 'sk.

The absence of crec xisk in central bank money makes it the sa® ' settlement
instrument for wholesa ansactions.

Defining a digitaifguro forgetail and

wholesale use

The ECB began investigating a dis xi euro project’ fuly 2021, following a consultation
phase triggered by a report o algital euro.Bl

Although retail use was th grimary focus of this report, “WH< %sale application of a
distributed infrastruct as already discussed in this landma:_ slocument.

But what exactlyg# Suld be the retail and wholesale applications of a'c_ ital euro? They
are, after all e same thing.

A digita o for wholesale purposes would be an electronic version of the cti. yacy
acced Jle only to financial institutions and market participants rather than the ge. xal
0 . The ECB has argued that digital wholesale payments in central bank mone

eady available in the euro area, namely via TARGET 2 and T2S, the ECB real-time
gross settlement system.“!

We should therefore make the important distinction that by wholesale digital euro, we
mean a form of central bank money that is available on distributed ledger technology, a
technology that is distributed among different operators whom all possess a copy of a
common register. This form of money can then be used in programmes running on a
decentralised infrastructure, namely smart contracts. This would be a wholesale digital
euro allowing programmable payments, thus unlocking automation capabilities.

It is worth noting that securities could be represented on a distributed ledger technology
and powered by smart contracts, also in the case of an intermediate model where
payments would be triggered by the smart contracts but performed in traditional systems
such as the ECB’s Real Time Gross Settlement System.
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Reinforcida the international role#i the euro

and financial'§tability

Europe is not the only region looki digital cus ies. That is why a digital euro will

be essential to strengthening the interrii. ana > of the euro and to cementing the
common currency’s competitiveness. To & attractive and fully-convertible currency,
the digital euro should be legal tender ag® > cc_antly the case for cash. A growing number
of jurisdictions are progressing on t own dig rrency projects, including recent
announcements by the United Kigf ‘om and the U States.

A digital euro would also o « safer alternative to so-ca.. W stablecoins, currently
unregulated and potentiz reatening financial stability, shi. i the use of decentralised
finance further expang® Jifferent types of stablecoins exist, but’s yent events confirmed
that none are as rgf st as a settlement instrument should be.

Thegieed for a wholesale digital euro

il recently, efforts towards the digital euro project have been focused on a potentia
digital euro for retail use. The Eurosystem announced on 28 April 2023 that it would

transactions recorded on distributed ledger technology platforms.i5! As argued by many
actors of the financial markets industry, wholesale aspects of a digital euro enabling
programmability are essential to be included long term.[6]

In our recent discussion paper, we argue that such a wholesale digital euro could provide
added value to the end-to-end debt issuance process.

Many experiments in various jurisdictions demonstrate how bringing on-chain the cash
leg of wholesale transactions on digital bonds confers efficiency to post-trade. Examples
include the World Bank’s first global blockchain bond in 2018, targeting “faster, more
efficient and more secure transactions”.l”] Or the Bank for International Settlements’
Innovation Hub’s projects Helvetia, Jura, or Mariana. Similarly, the European Investment
Bank’s bond issuances powered by public or private blockchain, ultimately aimed at
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“reducing coste. mproving efficiency and allowing for real-time data s ronisation
across participan

However, little has bee plored on the added value of distri!t ‘ed ledger technology for
pre-trade. Our discussion . »er considers how distributedd Jger technology and a
wholesale digital euro could a' efficiency to pre-trade ps of the debt issuance
process (Figure 1).

Figure 1: Cost savings of oif *#&dger wholesale central bank

digital currency in the cagt¥ of sG@greign bond issuance

Figure 1: Cost savings of onA5ger wholesale central b&gdigital currency in the case of so

Source: Authors’ compils® n / ESM Discussion paper Wholed 2 central bank digital
currency — the safe v o debt capital market efficiency

The path towarg® 'ssuing a wholesale digital euro is not an easy one, potential
efficiency gai "and reduction of existing risks are persuasive motivator awever, new
risks ma e worthy of careful consideration, such as cybersecurity and p y. Just
asis ase for a potential retail digital euro, there is a need for a thorough a is and
exy entation of the technical design of a wholesale digital euro.

Jur dlscussmn paper outllnes a proposed technical setup based on a prlvate

simultaneously harnesses the benefits of this new infrastructure while limiting the risks
(Figure 2).

Figure 2: Private permissioned distributed ledger

technology operated by regulated actors

Figure 2: Private permissioned distributed ledger technology operated by regulated actors

Source: Authors’ compilation / ESM Discussion paper Wholesale central bank digital
currency — the safe way to debt capital market efficiency
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Further testing"_»und on-chain, end-to-end debt issuance automatiopé Juld allow
market participanc, ¥ confirm the gains we foresee in this paper —g ‘exciting concept!

The future beGys today

To upgrade capital markets for the 2 entur 2 must develop a strong digital central
bank currency. A successfully introducet. gt currency will strengthen its role as a
leading reserve currency in the world. T enge is on for Europe to step up its game.
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